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U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION

NOVEMBER 15, 2022

The Honorable Patrick Leahy

President Pro Tempore of the U.S. Senate, Washington, DC 20510
The Honorable Nancy Pelosi

Speaker of the U.S. House of Representatives, Washington, DC 20510

DEAR SENATOR LEAHY AND SPEAKER PELOSI:

On behalf of the U.S.-China Economic and Security Review Com-
mission, we are pleased to transmit the Commission’s 2022 Annual
Report to Congress. This Report responds to our mandate “to moni-
tor, investigate, and report to Congress on the national security im-
plications of the bilateral trade and economic relationship between
the United States and the People’s Republic of China.” The Com-
mission reached a broad and bipartisan consensus on the contents
of this Report, with all 12 members voting unanimously to approve
and submit it to Congress.

In accordance with our mandate, this Report, which is current as
of October 7, includes the results and recommendations of our hear-
ings, research, and review of the areas identified by Congress in our
mandate, as defined in Public Law No. 106-398 (October 30, 2000)
and amended by Public Laws No. 107-67 (November 12, 2001), No.
108-7 (February 20, 2003), 109-108 (November 22, 2005), No. 110-
161 (December 26, 2007), and No. 113-291 (December 19, 2014). The
Commission’s charter, which includes the 11 directed research areas
of our mandate, is included as Appendix I of the Report.

The Commission conducted seven public hearings, taking testimo-
ny from 74 expert witnesses from government, the private sector, ac-
ademia, think tanks, research institutions, and other backgrounds.
For each of these hearings, the Commission produced a transcript

(posted on our website at www.USCC.gov). This year’s hearings in-
cluded:

e CCP Decision-Making and the 20th Party Congress;

e China’s Cyber Capabilities: Warfare, Espionage, and Implica-
tions for the United States;

e China’s Energy Plans and Practices;

e Challenging China’s Trade Practices: Promoting Interests of
U.S. Workers, Farmers, Producers, and Innovators;

e China’s Activities and Influence in South and Central Asia;
e U.S.-China Competition in Global Supply Chains; and

e Challenges from Chinese Policy in 2022: Zero-COVID, Ukraine,
and Pacific Diplomacy.

The Commission received a number of briefings by executive
branch agencies and the intelligence community, including both
unclassified and classified briefings on implications of China’s Ze-
ro-COVID policy, China’s relationship with Russia after the unpro-
voked invasion of Ukraine, China’s involvement in global logistics,
China’s cyber capabilities, China’s space capabilities, China’s nucle-
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ar capabilities, and net assessments of U.S. and Chinese military
capabilities. The Commission also received briefings by foreign gov-
ernment officials as well as U.S. and foreign nongovernmental ex-
perts. The Commission includes key insights gained through these
briefings either in its unclassified Annual Report or, as appropriate,
in a classified annex to that Report.

The Commission conducted official fact-finding travel this year to
U.S. Strategic Command and U.S. Indo-Pacific Command. During
these visits we heard from our military’s leadership on the threat
presented by China in strategic, air, sea, and cyber domains. In ad-
dition to onsite meetings, this year we continued to conduct virtual
discussions with interlocutors to ensure the continued diversity of
perspectives heard by the Commission. The Commission also relied
substantially on the work of our excellent professional staff and sup-
ported outside research (see Appendix IV) in accordance with our
mandate (see Appendix I).

The Report includes 39 recommendations for congressional con-
sideration. The Commissioners agreed that ten of these recommen-
dations, which appear on page 21, are the most important for
congressional action. The complete list of recommendations appears
on page 727 at the conclusion of the Report.

We offer this Report to Congress in the hope that it will be useful
for assessing progress and challenges in U.S.-China relations. Thank
you for the opportunity to serve. We look forward to continuing to
work with Members of Congress in the upcoming year to address
issues of concern in the U.S.-China relationship.

Sincerely,

Alex N. Won,
Chairman Vice Chair
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INTRODUCTION

2022 was a watershed year for China’s Communist Party regime
and for America’s response to its policies. A confluence of ground-
breaking events, including Russia’s unprovoked invasion of Ukraine
and China’s growing military threats to Taiwan, led to new, po-
tentially far-reaching changes in international alignments and in
the responses by democratic nations to the CCP’s conduct. At the
same time, as the result of the CCP’s novel coronavirus (COVID-19)
containment policies that produced lockdowns of major cities, the
Chinese people were obliged to live at a greater distance from the
outside world. The CCP gave its leader Xi Jinping unprecedented
power over the Party and the country. Xi and the CCP relied ever
more heavily on nationalist appeals, as was evident in its escalating
rhetoric and menacing military actions toward Taiwan.

Faced with a series of crises and unexpected developments, Chi-
na’s Communist Party regime reacted, not by reexamining its as-
sumptions and modifying its approach, but rather by doubling down
on existing policies. In the near term these choices have increased
the challenge China poses to the security, prosperity, and shared
values of the United States and its democratic allies and partners.
But heightened awareness of the danger may also be creating new
opportunities for implementing effective countervailing policies in
response.

Inside China itself, the Communist Party further tightened its
grip on society and the economy while Xi Jinping continued to move
to take unprecedented personal power over the Party and the gov-
ernment. Critical decisions about everything, from education and
popular culture to war and peace, now appear to rest in the hands
of one man.

When a new and more transmissible variant of COVID-19 reached
China at the start of the year, Xi’s commitment to a “Zero-COVID”
policy required the inhabitants of large cities like Shanghai to live
with draconian lockdowns, cutting ordinary people off from contact
with their neighbors and local stores. These disruptions constricted
household consumption, slowing the economy and reinforcing the
CCP’s tendency to rely on exports and debt-fueled investment to
sustain growth. Zero-COVID also made it considerably more diffi-
cult for Chinese citizens to travel abroad and for outsiders to visit
China. Both the pandemic and the CCP’s continuing repression at
home caused many institutions overseas to suspend or cancel their
longstanding programs and exchanges, leaving China ever more es-
tranged from the world, and especially from the United States, Eu-
rope, and America’s Asian allies.

In February 2022 Xi Jinping and Russian president Vladimir Pu-
tin met in Beijing and announced a further tightening of the al-
ready close strategic and economic ties between their countries. The
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two men declared that their partnership now had “no limits” and
pledged to cooperate in opposing “certain States’ attempts to im-
pose their own ‘democratic standards’ on other countries” and in
shaping a new international order more conducive to the survival
of their own authoritarian regimes. Three weeks later, after the end
of the Olympics in Beijing, Putin initiated his unprovoked invasion
of Ukraine.

Despite its supposedly unshakeable commitment to the princi-
ple of international sovereignty, China has prioritized support for
its most important strategic partner. Although it has been careful
thus far to avoid openly violating U.S. and other Western sanctions,
China has stepped up its imports of Russian oil and wheat while
expanding exports to Russia of desperately needed semiconductors.
Beijing has also offered diplomatic cover, blaming the war on NATO
expansion and faithfully echoing and amplifying Moscow’s talking
points and disinformation. Much of this activity appears directed at
the developing world, where China has been working to cultivate
support and expand its presence and influence, in part by appealing
to shared anti-Western sentiments.

The war against Ukraine brought America and its democratic al-
lies in both Europe and Asia into much closer strategic cooperation,
as these nations then joined in a series of unprecedented econom-
ic sanctions and military measures aimed at Russia. For the CCP,
these strengthened alliances and sanctions against Russia raised
the possibility that it, too, could one day confront similar measures
by the United States and its allies. In response, the CCP regime
redoubled its ongoing attempts to reduce China’s vulnerability to
sanctions and export restrictions.

Among other measures, Xi Jinping’s so-called “dual circulation”
strategy aims to diminish China’s dependence on exports and criti-
cal imports, while encouraging Western companies to remain reliant
on supply chains routed through China. The difficulties Russia is
presently encountering further highlight the importance of achiev-
ing Xi’s goal of technological “self-reliance” and reducing China’s
dependence on the dollar-dominated international financial system.

The war in Ukraine has contributed to a heightened sense of
concern regarding a possible conflict over Taiwan. Beijing has done
nothing to ease those anxieties, seizing on the occasion of Speaker
of the U.S. House of Representatives Nancy Pelosi’s August visit to
conduct massive military exercises, including firing ballistic missiles
and staging a practice blockade of the island. Here again, China’s
actions represent an intensification of an existing trend toward in-
creasingly confrontational, nationalist rhetoric and menacing behav-
ior. In addition to flexing its military muscles, the CCP regime also
continued its relentless arms buildup, increasing spending despite
the slowdown in economic growth.

The events of the past year have created opportunities as well as
heightened dangers. Russia’s attempts to use energy as a weapon
have underlined the threat to the United States and other coun-
tries of excessive dependence on potentially hostile foreign powers
for critical manufactured products and materials. It should thus
give added impetus both at home and abroad to ongoing efforts to
restructure some critical supply chains away from China. China’s
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support for Russian aggression has fueled growing skepticism in
Europe about its intentions and may encourage European govern-
ments to join with their Asian counterparts and with the United
States in taking a tougher stance against Beijing on trade and tech-
nology as well as other issues, including the theft of intellectual
property and human rights abuses. China’s increasing belligerence
toward Taiwan and the brutal realities of conflict in Europe (in-
cluding the speed with which sophisticated weapons are consumed
in modern warfare) have highlighted the challenges of deterring a
determined aggressor and the importance of maintaining both the
standing military capabilities and the defense industrial capacity
necessary to defeat aggression should deterrence fail.

There remains a gap between America’s growing recognition of the
challenges China presents and our responses to date in dealing with
them. The purpose of this report is to assess recent developments
and to recommend a set of actions that Congress can consider to
help meet the challenges, and seize the opportunities they present.






EXECUTIVE SUMMARY

Chapter 1: CCP Decision-Making and Xi Jinping’s
Centralization of Authority

Over the past ten years, General Secretary of the Chinese Com-
munist Party (CCP) Xi Jinping has undertaken a wide-ranging ef-
fort to restructure decision-making processes within the Chinese
Party-state that will continue to have effects at the 20th Party Con-
gress and beyond. Xi has augmented his own authority and system-
atically centralized decision-making power across all policy areas,
preserving and enhancing the CCP’s capacity to dominate policy-
making and expanding his own authority to drive China’s policy
agenda. This top-down approach aims to unify the government and
the nation under the Party and deliver on Xi’s aspirations of en-
hancing China’s strength while avoiding what he perceives as the
shortcomings of his predecessors’ leadership. Nevertheless, Xi’s cen-
tralization of decision-making power may reduce the adaptability
of lower-level governments and encourage the CCP’s reliance on
policy approaches that are poorly suited to address China’s struc-
tural challenges. Should these trends continue, challenges to the
United States may include more unpredictable economic policy de-
cision-making, a more assertive foreign policy agenda, and a more
aggressive military posture.

Alongside his efforts to centralize Party control, Xi has expanded
his own decision-making power by creating new Party groups and
taking over the chairmanship of them, including those on economics,
national security, foreign policy, and domestic governance institu-
tions. In economic policy, Xi is increasing top-down control over local
governments and inserting the Party into all aspects of the nonstate
sector in an increasing effort to steer economic development from
the center. Xi has used his position as the head of multiple Party
groups on foreign affairs to strengthen CCP leadership of diplomacy
and enforce compliance throughout the bureaucracy with his per-
sonal foreign policy initiatives, such as the Belt and Road Initiative
and Global Security Initiative. In his changes to China’s military
and paramilitary forces, Xi has emphasized loyalty to the Party
while granting himself ultimate responsibility for decision-making
on military matters. Xi has complemented these changes by em-
bedding a broad, regime-centric definition of “national security” into
decision-making in nearly every policy area.

Key Findings

e General Secretary Xi’s decision-making power has increased
dramatically over the past decade, to the point that CCP me-
dia have recast the previously negative term “decision by one
authority” as a positive feature of China’s system. Xi has also
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overhauled Party rules to give himself an outsized role in the
overall governance of the CCP and of China. Xi will likely main-
tain his high level of control after the October 20th Party Con-
gress and the spring 2023 National People’s Congress.

e Under Xi’s leadership, the CCP has restructured China’s poli-
cymaking apparatus by taking decision-making functions away
from government bodies and placing them into Party organs,
such as leading small groups and commissions. This shift bol-
sters the CCP’s oversight of policy formulation and implemen-
tation to ensure stricter adherence to the Party line and marks
a departure from prior CCP leaders’ more broadly consultative
policymaking process.

e Policy decision-making is increasingly centralized and synon-
ymous with Xi’s personal leadership, equating loyalty to the
Party with loyalty to him. This trend improves policy coordina-
tion at the possible expense of policy flexibility, leading to cam-
paign-style governance that effectively addresses short-term
issues but limits CCP leaders’ ability to correct policy mistakes.

e Xi seeks to avoid the perceived errors of the Soviet Union and
China’s reform-era leaders. He asserts that previously lax and
weak governance by his immediate predecessors damaged the
CCP’s reputation, cohesiveness, and national governance abili-
ties.

e Xi is enhancing central control over economic decision-making
in an effort to ensure the preservation of the regime. Xi justifies
this centralization by claiming he and the Party are uniquely
capable of steering China toward an increasingly ambitious and
nationalistic set of modernization plans. These intentions fail to
reconcile with the systemic ailments afflicting China’s economy,
which Xi and the CCP have chosen to mask by replacing the
previous metric of gross domestic product maximization with a
proliferating number of top-down mandates and increased cen-
tral enforcement.

e Xi has restructured the foreign policy decision-making appa-
ratus to facilitate a unified and centrally directed approach to
addressing international threats and achieving national objec-
tives. The conduct of Chinese diplomacy now reflects his prefer-
ence for a more aggressive and confrontational style.

e Xi has restructured the military and paramilitary apparatus
to increase centralization and vest more authority in his own
hands. Decisions on the use of China’s military and paramili-
tary forces are subject to an increase in the personal discretion
exercised by Xi.

Chapter 2: U.S.-China Economic and Trade
Relations
Section 1: Year in Review: Economics and Trade

In 2022, China’s economic growth slowed significantly due to the
government’s stringent novel coronavirus (COVID-19) containment
measures, collapse in housing construction and sales, and slow in-
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frastructure construction. Cut off from easy bank loans and other
financing, China’s highly indebted property developers faced a crisis
of confidence as home prices faltered and owners halted mortgage
payments on presold units throughout the country. Economic uncer-
tainty amid continued lockdowns also prompted households to save
rather than spend, deepening the economy’s dependence on exports
to drive growth. China’s economic slump and weak currency prompt-
ed an exodus of foreign capital from China’s financial markets and
contributed to cooling enthusiasm for expanding China-based opera-
tions among multinationals. Beijing also faced continued challenges
in its external economic relations throughout 2022, particularly as
it attempted to maintain economic ties with Russia while avoiding
economic sanctions.

China’s response to its abrupt economic slowdown has not em-
ployed stimulus on the scale seen in other major global economies,
reflecting policymakers’ limited options given the country’s stagger-
ing debt burden. Deprived of normal sources of fiscal revenue but
mandated to generate growth, local governments are dependent on
issuing more debt, overwhelmingly to state banks. Bank lending
meanwhile remains tepid despite low interest rates. Financial sec-
tor development in 2022 continued to focus on reducing volatility,
with China creating a state-funded bailout mechanism, as well as
further increasing the central government’s influence over capital
allocation.

Key Findings

e China’s economy faltered in the first half of 2022 as protract-
ed Zero-COVID lockdowns caused local economies to grind to a
halt. The Chinese government attempted to employ a modest in-
frastructure-led stimulus in the second half of the year, though
its impact may be limited as local governments struggle to iden-
tify useful projects. Despite the economic damage caused by the
lockdowns, the CCP remains committed to its Zero-COVID pol-
icy, demonstrating its ability to maintain political control even
in the absence of economic growth.

¢ Beijing’s credit tightening toward the property sector has be-
come a significant drag on economic growth as developers
strain to deliver on presold housing projects. Mortgage boycotts
throughout the country demonstrated growing public anger to-
ward property developers as well as broader pessimism about
the state of China’s economy. With about 60 percent of urban
household wealth concentrated in residential property, a pro-
tracted downturn in real estate values would likely exacerbate
already anemic consumption among households and continue to
weigh on China’s economic growth prospects.

e US. businesses and investors are reevaluating their engage-
ment in China. Many multinational businesses are delaying
further expansion of their China operating segments as strin-
gent COVID-19 response measures worsen the business climate
and geopolitical tensions arising from Russia’s unprovoked in-
vasion of Ukraine strain global supply chains. Despite the CCP
continuing to encourage foreign capital to flow into its financial
markets, U.S. investors in China’s financial markets have start-
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ed to reduce the investment positions they built up, causing
capital outflows to accelerate in 2022.

e In 2022, the Chinese government significantly reduced its lend-
ing to developing countries while developed countries pushed
back against the Chinese government’s use of economic coercion
and pursued supply chain diversification away from China. Al-
though it has been careful thus far to avoid triggering second-
ary sanctions, the Chinese government has maintained friendly
relations with Russia after its invasion of Ukraine, supporting
the regime by purchasing Russian oil and natural gas. Beijing
likely sees coordinated sanctions against Russia as an example
of potential repercussions for its intensified aggression against
Taiwan, driving China to accelerate ongoing efforts to harden
its economy against sanctions and undermine the dollar-led fi-
nancial system.

Section 2: Challenging China’s Trade Practices

After many years of attempting to engage China and persuade it
to abandon its distortive trade practices, it is clear this approach
has not been successful. The United States has an opportunity to
develop a new strategy based on building resilience against Chi-
na’s state capitalism and blunting its harmful effects rather than
seeking to change it. With the WTO unable to introduce meaningful
new rules and procedures, the United States can pursue approaches
that advance its own national interests as well as cooperate with
like-minded partners. A number of different policy options can sup-
port a future strategy.

The U.S. government has a number of ways to bolster its capacity
to assess and proactively mitigate the harmful impact of China’s
industrial policies on U.S. workers, producers, and innovators. U.S.
agencies can enhance coordination to better implement export con-
trols, investment restrictions, and enforcement of intellectual prop-
erty rights as well as to guard against Chinese courts’ assertion
of extraterritorial jurisdiction. Chinese economic influence, particu-
larly in the Indo-Pacific, demands a more coordinated international
response to its practices. Effective U.S. policy leadership to establish
new rules and curb China’s economic coercion could galvanize action
among likeminded partners.

Key Findings

e China has subverted the global trade system and moved fur-
ther from the spirit and letter of its obligations under its WTO
accession protocol. China’s subsidies, overcapacity, intellectual
property theft, and protectionist nonmarket policies exacerbate
distortions to the global economy. These practices have harmed
workers, producers, and innovators in the United States and
other market-based countries.

e Having tried and failed to compel China to change its policies,
the United States has begun to focus increasingly on defending
itself against market-distorting effects of China’s policies. The
United States can do so by following two concurrent paths: first,
it can build its ability to understand and monitor China’s trade
policies and mitigate their harmful impact through a variety of
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trade remediation tools and interventions; second, it can coor-
dinate its defensive policies with those of other countries that
face similar challenges.

e Years of paralysis and inadequate rules on nonmarket actors
have shown that the WTO cannot adequately address the chal-
lenges stemming from China’s practices. Where the WTO has
not succeeded in introducing new rules or combating the eco-
nomic threat of these practices, the United States and its allies
may be able to create new fora of collaboration along discrete
topics and sectors.

e The current ability of the United States to overcome the scale
and scope of China’s harmful policies is undermined by the lack
of a coherent strategy and fragmented authorities to mobilize
resources, coupled with a deficiency in new tools to address eco-
nomic injury. The United States is also impeded by its self-im-
posed barriers to employing and underutilization of available
tools and its difficulties in data sharing and analysis.

¢ Beijing’s unrelenting economic manipulation and growing will-
ingness to weaponize its economic position are prompting mar-
ket-based economies to seek new and alternative frameworks
for collaboration on trade. At the same time, Russia’s unpro-
voked invasion of Ukraine is causing advanced democracies to
reconsider the national security implications of economic inter-
dependence with authoritarian regimes.

e The United States and likeminded partners have begun to
explore new mechanisms that may promote more sustainable
and equitable trade while better protecting market-oriented
economies from China’s state capitalist distortions. New rules
and approaches could strengthen supply chain resilience and
ensure high standards for services, intellectual property protec-
tion, digital trade, and other emerging disciplines that remain
unresolved under the WTO. Alternative regional fora and new
structures developed with likeminded partners and allies pro-
vide the United States potential additional avenues to meet its
trade and security goals.

Section 3: China’s Energy Plans and Practices

Despite Chinese leaders’ stated commitments to decarbonize the
economy, China remains heavily reliant upon energy-intensive and
carbon-intensive industries and is the world’s largest emitter of
greenhouse gases. Its growing energy demand and significant im-
port reliance on fossil fuels drive the government’s focus on securing
sufficient energy supplies to meet its needs. China thus employs a
comprehensive energy strategy that seeks to ensure adequate en-
ergy supply and to reduce its vulnerabilities to maritime energy
import chokepoints. By cultivating leadership in clean energy tech-
nologies, Beijing is seeking to profit from a global clean energy tran-
sition while further deepening its geoeconomic leverage. Ultimately,
Beijing’s energy strategy will intensify U.S.-China technology com-
petition.

Chinese leaders’ efforts to satisfy and secure China’s growing en-
ergy demand raise global security and commercial risks. In addi-
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tion to launching a national tanker fleet, China is also increasing
its capacity to secure oil imports by developing the means to proj-
ect power throughout the Indian Ocean. Additionally, Chinese oil
purchases from countries sanctioned by the United States and its
partners undermine the efficacy of the sanctions regime. Finally, as
China positions itself to lead in commercializing clean energy, glob-
al supply chains for technology to accelerate decarbonization could
rely on Chinese industries that violate human rights and present
commercial risks.

Key Findings

e China’s demand for imported energy has significantly expanded
in tandem with its growing economy, leading it to become a net
crude oil importer in 1993. China depends on imports for 72
percent of its oil consumption, and the overwhelming majori-
ty of China’s oil imports must pass through maritime choke-
points over which the United States has significant influence.
To mitigate its vulnerabilities, China’s government has invest-
ed billions of dollars in overland pipelines, launched a national
tanker fleet it can direct to sail through conflict zones and po-
tentially run blockades, and begun building out its capabilities
for long-range power projection.

e Through its powerful economic planning agency, the National
Development and Reform Commission (NDRC), the Chinese
central government imposes strict energy price controls as le-
vers that can be adjusted to remedy imbalances and allocate
resources within China’s energy system. These controls contrib-
ute to pervasive energy market distortions. Inconsistent and
conflicting central government guidance contributes further to
local energy system mismanagement. The resulting system is
too brittle to correct for sudden energy supply disruptions and
price shocks, and it contributed to a domestic energy crisis in
2021 that caused ripple effects throughout the global economy.

e Despite climate pledges by Chinese leaders, China remains the
world’s largest carbon dioxide emitter, and it continues to build
out its coal-fired power plants with unprecedented speed. More-
over, decarbonization of China’s energy-intensive economy suffi-
cient to meet its stated goals would require large-scale economic
restructuring, and policymakers have yet to make significant
progress toward this goal. China’s international and domestic
climate targets intentionally delay the politically difficult poli-
cies required to meaningfully reduce emissions.

e Chinese national oil companies (NOCs) have also cultivated
close relations with suppliers in the developing world, using lo-
cal corruption in supplier countries as a competitive advantage
and targeting oil-rich countries with low transparency to secure
access to resources. Chinese NOCs exert growing control over
global oil supplies by coopting foreign oil production through
oil-backed loans or by pursuing ownership stakes in foreign
oil-producing assets to secure “equity oil.”

¢ Beijing is cultivating leadership in clean energy technologies
in order to secure future markets and supply chains. A second-
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ary goal is for domestically produced clean energy technologies
to support China’s decarbonization efforts. China’s status as a
global clean energy technology manufacturing hub and the fast-
est-growing renewable energy market affords it unique advan-
tages in commercializing the next generation of clean energy
technologies.

Section 4: U.S. Supply Chain Vulnerabilities and Resilience

The United States is vulnerable to a number of threats stemming
from the concentration of many critical supply chain segments in
China, including active pharmaceutical ingredients (APIs), rare
earth elements, castings and forgings, and others. Chinese leaders
are aware of their supply chain strengths, as well as their weak-
nesses, and they are taking active measures to limit their own vul-
nerabilities and sustain and enhance their leverage over certain
U.S. supply chains.

U.S. supply chain risks from China can be measured by expo-
sure and consequence across five stages: materials, components, fi-
nal products, transportation and logistics, and research and design.
Foremost among the challenges to remedying U.S. critical supply
chain vulnerabilities are lack of visibility, weaknesses related to
sourcing from a single supplier either by choice or lack of alterna-
tives, and susceptibility to disruption of “just-in-time” delivery. For
U.S. defense supply chains, in particular, a dearth of strong demand
signals and contraction in the defense industrial base have led to
fewer providers of defense systems and materials, lowering capacity
for outputs and reducing resilience to interference from and depen-
dencies on China.

Key Findings

e The concentration of production within China for certain crit-
ical global supply chains leaves the United States and other
countries vulnerable to disruption and potential strategic trade
interdictions by the CCP. Beijing seeks further consolidation
and domination of global supply chains to create influence and
leverage. The CCP has demonstrated its willingness to wield
the resulting trade dependencies as tools of strategic competi-
tion and political leverage.

e CCP leaders’ assessments of their own supply chains have led
them to a combustible mix of confidence and anxiety. While CCP
leaders plan to bolster and leverage China’s strong position in
manufacturing, they are extremely concerned about techno-
logical dependencies and vulnerabilities. Recent U.S. actions
against Chinese telecommunications companies, as well as the
coordinated multilateral response to Russia’s unprovoked inva-
sion of Ukraine, have led Beijing to hasten longstanding plans
for achieving technology self-reliance.

e A continuing lack of visibility into critical U.S. supply chains
likely masks potential vulnerabilities to disruptions and com-
promise by Chinese state actors. The lack of a coordinated U.S.
supply chain mapping and mitigation strategy, as illustrated in
recent reports by various U.S. government agencies, continues
to hinder supply chain diversification and resiliency across a
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number of key national security and critical industries, includ-
ing APIs and rare earth elements that are crucial for U.S. infra-
structure, health, and security.

e While numerous supply chain risk management and mapping
initiatives are underway, further action in the public domain
is needed for standardizing, collecting, and analyzing neces-
sary data, particularly in supply chains reliant upon sole- or
single-source suppliers. Greater due diligence and verification
are needed to protect defense and critical infrastructure supply
chains from Chinese counterfeit or corrupted components and
to prevent investments by Chinese companies that may com-
promise suppliers’ intellectual property or limit their ability to
participate in federal acquisition programs.

e The U.S. government’s inconsistent spending trends and irregu-
lar, outdated procurement practices have accelerated contraction
of the defense industrial base, leading to reduced manufactur-
ing capacity, fewer alternative suppliers, and ultimately great-
er dependence on Chinese suppliers for some critical materials
and components. Federal funding practices discourage much of
industry, particularly small businesses, from competing for con-
tracts with the U.S. Department of Defense and do not incen-
tivize resilience measures like the ability to surge manufactur-
ing capacity and create and maintain material stockpiles that
would mitigate supply chain disruptions and allow the defense
industrial base to meet surge capacity requirements if needed.

Chapter 3: U.S.-China Security and Foreign
Affairs

Section 1: Year in Review: Security and Foreign Affairs

The CCP responded to a turbulent year by hardening its foreign
and domestic policy approaches. In foreign policy, China’s leaders
chose to preserve close ties with Russia even after the country’s
unprovoked invasion of Ukraine, drawing a stark contrast with
China’s espoused commitment to foreign policy principles of “terri-
torial integrity” and “noninterference.” China’s diplomats also took
advantage of the crisis to promote General Secretary of the CCP Xi
Jinping’s so-called “Global Security Initiative,” an effort to create a
new international security paradigm more favorable to China. Many
governments, including members of the EU, NATO, and the Quad,
publicly condemned China’s actions as threatening the norms-based
international order and universal values; however, in other coun-
tries, especially in the developing world, China faced limited push-
back. In the military sphere, China increased the brazenness of its
operations in the air and waters around Taiwan, its confrontations
in the South China Sea, and its pursuit of overseas basing options.
As the People’s Liberation Army (PLA) continued to upgrade the
quality of its weapons and military equipment, Beijing unilaterally
withdrew from all military-to-military interactions with the United
States.

These international actions took place against a backdrop of
continued political tightening within China. In an effort to ensure
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political stability for the “victorious convening” of the 20th Party
Congress and presumed extension of Xi’s rule, the CCP leadership
undertook a series of targeted measures to suppress all potential
political dissent both from the broader society and from within the
CCP itself. Throughout the year, the CCP continued to lock down
cities and promote Xi’s Zero-COVID policy as the only appropriate
response to COVID-19. China’s ineffective vaccination effort left Chi-
nese society particularly vulnerable to disruption by the more high-
ly transmissible Omicron variant, leading to continued heavy-hand-
ed containment measures in cities like Shanghai despite significant
public discontent and protests. Local leaders in China even used
mass surveillance tools developed for COVID-19 mitigation to sup-
press unrelated protests and reinforce social control. The CCP sim-
ilarly continued to tighten restrictions on China’s cultural, ethnic,
and religious minorities, including the Uyghurs and Tibetans.

Key Findings

e The CCP wanted a stable year for the convening of the 20th
Party Congress and presumptive extension of General Secre-
tary Xi’s rule. They did not get it. Russia’s unprovoked invasion
of Ukraine and internal discontent surrounding outbreaks of
COVID-19 strained China’s foreign and domestic policy. Instead
of rethinking his approaches, Xi has doubled down on his policy
agenda.

¢ Russia and China in 2022 announced a “no limits” partnership,
the culmination of a years-long effort to strengthen ties. This
was immediately followed by Russia’s unprovoked invasion of
Ukraine. Beijing provided diplomatic and economic support
to Russia, all while promoting itself as “objective and impar-
tial.” The CCP, diplomats, and media amplified Russian talking
points and attempted to shift blame to the United States and
NATO for Russia’s war of choice.

e NATO, along with South Korea, Japan, and New Zealand, de-
clared China to pose a “systemic challenge” to a norms-based
international order that upholds universal values. China’s dip-
lomats dismissed these concerns and continued to promote the
“Global Security Initiative,” a still vague security framework
that endorses the interpretation of “indivisible security” that
Russian diplomats cite in their statements concerning Ukraine.

e The Chinese government took steps toward securing additional
overseas access and basing opportunities for its armed forces.
In April, China concluded an agreement with the Solomon Is-
lands granting access and transit rights for its military and
paramilitary forces in the country. This agreement accompanied
a broader push for increased influence in the Pacific Islands re-
gion in 2022. In June, a Chinese official confirmed PLA access
to a Cambodian naval base. The PLA also appears to be consid-
ering sites for a base on the western coast of Africa.

e China’s aggressive activities in the South China Sea led to dan-
gerous encounters between Chinese and other countries’ ships
and aircraft in the region. In November 2021, China began block-
ing access to the Automatic Identification System (AIS) signals
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of its ships in the region to obscure their location, breaking an
international standard practice for maritime safety. A Chinese
Coast Guard ship maneuvered within an unsafe distance of a
Philippine patrol vessel in March, and in May the PLA con-
ducted at least two dangerous maneuvers against Australian
reconnaissance aircraft operating in international airspace.

Section 2: China’s Cyber Capabilities: Warfare, Espionage,
and Implications for the United States

China has engaged in a massive buildup of its cyber capabilities
over the past decade and poses a formidable threat to the United
States in cyberspace today. The country has achieved this trans-
formation by reorganizing its cyber policymaking institutions, de-
veloping sophisticated offensive cyber capabilities, and perpetrating
cyberespionage to steal foreign intellectual property at industrial
scale. China has also played by a different set of rules than the
United States in cyberspace, leveraging large swathes of its own
government and society to advance its activities in cyberspace.
These efforts include regulations requiring civilian companies and
researchers to report software vulnerabilities they discover to the
Chinese government prior to public notification, the apparent ex-
ploitation by the Chinese intelligence services of vulnerabilities re-
ported to the government for cyberspace operations, and the wide-
spread collaboration on cyber capability development with Chinese
universities and companies. China also promotes its “cyber sover-
eignty” norm in contrast to widely held principles of a free and open
global internet.

As a result of these long-running efforts, China’s activities in cy-
berspace are now more stealthy, agile, and dangerous to the United
States than they were in the past. Urgent questions remain con-
cerning the United States’ readiness for the China cyber challenge,
including the adequacy of resourcing for U.S. military cyber forces,
the sufficiency of existing protections for U.S. critical infrastructure,
and the scope of public-private cybersecurity cooperation.

Key Findings

e China’s cyber operations pose a serious threat to U.S. govern-
ment, business, and critical infrastructure networks in the new
and highly competitive cyber domain. Under Xi, the country’s
leaders have consistently expressed their intention to become
a “cyber superpower.” China has developed formidable offensive
cyber capabilities over the past decade and is now a world lead-
er in vulnerability exploitation. As a result, China’s activities in
cyberspace constitute a fundamentally different, more complex,
and more urgent challenge to the United States today than they
did a decade ago.

¢ China enjoys an asymmetric advantage over the United States
in cyberspace due to the CCP’s unwillingness to play by the
same rules, reflecting a dynamic observable in other areas of
U.S.-China relations. The United States and China diverge
sharply on the norms that should guide responsible state be-
havior in cyberspace during peacetime. The main points of con-
tention are China’s perpetration of cyberespionage for illegit-
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imate economic advantage, its emphasis on state control over
the internet under the guise of “cyber sovereignty,” and its op-
position to the application of certain principles of international
law in the cyber domain. China promotes its preferred norms in
existing international and regional institutions and is creating
new organizations to supplant existing cyber governance mech-
anisms in line with its vision for the internet.

e The PLA views cyberspace operations as an important compo-
nent of information warfare in concert with space, electronic,
and psychological warfare capabilities. The Strategic Support
Force (SSF) is at the forefront of China’s strategic cyberwarfare
operations and plans to target both U.S. military assets and
critical infrastructure in a crisis or in wartime.

e China’s cyberespionage activities are increasingly sophisticat-
ed and use advanced tactics, techniques, and procedures (TTPs)
such as vulnerability exploitation and third-party compromise
to infiltrate victims’ networks. China’s premier spy agency, the
Ministry of State Security (MSS), conducts most global cyberes-
pionage operations and targets political, economic, and person-
ally identifiable information to achieve China’s strategic objec-
tives.

e Military-civil fusion underpins China’s development of cyber
capabilities and conduct of cyber operations. To advance Chi-
na’s military aims, the SSF can mobilize civilian information
technology (IT) resources, such as data centers, as well as mili-
tias composed of technically competent civilians working in the
domestic telecommunications industry, cybersecurity firms, and
academia. For its cyberespionage operations, the MSS exploits
vulnerabilities submitted to the Chinese government and often
employs contractors to carry out state-sponsored cyber opera-
tions.

e China’s cybersecurity legislation weaponizes the country’s cy-
bersecurity industry and research by requiring companies and
researchers to submit all discovered software and hardware
vulnerabilities to the government before providing them to the
vendors that can patch them. This policy, leveraged in combi-
nation with domestic hacking competitions and cooperative
agreements with Chinese universities, provides China’s securi-
ty services with a steady stream of vulnerabilities to exploit for
state-sponsored operations.

Section 3: China’s Activities and Influence in South and
Central Asia

Chinese leaders consider South and Central Asia critical to secur-
ing China’s western borders and ensuring access to Eurasia and the
Indian Ocean. Accordingly, the Chinese government has escalated
its efforts to exert influence in the regions over the past decade and
has tried to establish its development and internal security inter-
ests as regional priorities by leveraging political influence through
investment and loans. In South Asia, the Chinese government has
become a more significant presence, but it has also damaged its
relations with India and contributed to India’s increasingly close
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relationship with the United States. In Central Asia, China has ac-
crued significant influence, yet public opinion toward China remains
mixed in the region. Meanwhile, the Chinese government remains
concerned about its ability to manage regional security risks ema-
nating from Afghanistan.

The Chinese government’s increasing outreach to South and Cen-
tral Asia and changes in the regions are challenging traditional bal-
ances of power. While Chinese leaders consider the Indian Ocean
region as a secondary theater, China’s increasing economic ties,
growing network of strategic commercial ports, and greater PLA
Navy activity could foreshadow a long-term challenge to Indian and
U.S. interests in the region. In Central Asia, China’s growing bi-
lateral security partnerships and influence in the Shanghai Coop-
eration Organization indicate the Chinese government’s increasing
willingness to encroach on Russia’s traditional role as the region’s
dominant security partner.

Key Findings

¢ Chinese strategists view the U.S. Navy as China’s principal
challenge in the Indian Ocean. In response, PLA Navy warships
and submarines regularly exercise expeditionary capabilities in
the Indian Ocean in what the PLA claims are antipiracy opera-
tions. China’s efforts to secure its interests in the Indian Ocean
region have included significant development financing in Sri
Lanka and the Maldives, two small but strategically located is-
land countries near India. Despite these efforts, however, China
has yet to convert its economic ties into significant political or
security gains.

e QOver the past decade, China’s government has worked to under-
mine India’s influence in South Asia and exert its own, includ-
ing by escalating military tensions along the two countries’ dis-
puted border. As a result, China-India relations are now at their
lowest point in decades. The Indian government has increased
its efforts to reduce its economic reliance on China, though it
has had limited success to date.

e China has longstanding security ties with Pakistan motivated
largely by a common geopolitical rivalry and territorial disputes
with India. Since 2015, these ties have been bolstered by the
China-Pakistan Economic Corridor (CPEC), an initiative that
promises massive infrastructure investment as part of Chi-
na’s Belt and Road Initiative (BRI). While rhetorical support
for CPEC remains strong in both countries, its implementation
has fallen short of original expectations, and Pakistan’s deteri-
orating security situation makes significant expansion of CPEC
highly unlikely in the near term.

e China’s engagement in Central Asia and Afghanistan is primar-
ily driven by security concerns and preventing unrest in the re-
gions from crossing into China’s Xinjiang Uyghur Autonomous
Region. The Chinese government also views the region as an
important source of commodities such as oil, natural gas, and
uranium and as a gateway to westward expansion of BRI. Its
integration with Central Asia has recently accelerated as the
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region’s traditional hegemon, Russia, has experienced setbacks
in the wake of its unprovoked invasion of Ukraine.

e The Chinese government’s development financing in South and
Central Asia has helped recipient countries build much-need-
ed infrastructure, but it also serves China’s own economic and
political aims. Its opaque lending, which typically does not re-
quire institutional economic reforms, often exacerbates underly-
ing governance issues in recipient countries. Its lending terms
are also more onerous than those from the United States or
international financial institutions such as the International
Monetary Fund. The turbulence in Sri Lanka that has occurred
throughout 2022 is exacerbated by the hazards of accepting sig-
nificant Chinese lending.

Chapter 4: Taiwan

In 2022, China adopted a significantly more aggressive stance
toward Taiwan, ramping up displays of military force in addition
to diplomatic and economic coercion. Beijing has also carefully ob-
served Russia’s war in Ukraine, presumably drawing lessons that
would inform its approach if Chinese leaders ultimately decide to
force unification with Taiwan. While the lessons being learned are
not yet clear, Chinese leaders may conclude that managing infor-
mation, mitigating the potential impact of sanctions, and examining
the Russian military’s combat performance are paramount. For their
part, Taiwan’s leaders may conclude on the basis of Ukraine’s ex-
perience that they must adopt an asymmetric warfighting strategy,
involve the populace in resistance to a Chinese military operation,
and build stockpiles of critical materials.

Taiwan’s economy demonstrated resilience in 2022, bolstered by
global demand for its microelectronics exports. The semiconduc-
tor sector remains heavily dependent on trade with the Mainland,
though it was notably spared from the economic coercion Beijing
levied against many smaller industries as part of its ongoing cam-
paign to intimidate and punish the Taiwan government for its glob-
al engagement. Taiwan’s vulnerability to Beijing’s coercion is coming
into greater focus as the specter of a Chinese blockade looms over
the island’s reliance on imported energy and food.

Key Findings

e Russia’s unprovoked invasion of Ukraine in 2022 provided a
contemporary case study of the potential challenges and oppor-
tunities the People’s Republic of China might face if its leader-
ship decides to attempt unification with Taiwan through the use
of force. The war in Ukraine also injected urgency into ongoing
discussions in Washington and Taipei about how to enhance
the island’s self-defense capabilities amid the PLA’s massive
military buildup as well as current and future challenges and
disruptions to the global supply chains vital for weapons pro-
duction.

¢ Beijing continued its multifaceted coercion campaign against
Taiwan this year to isolate its people from the world. Chinese
officials leveraged their power in international institutions to
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propagate falsehoods about a global consensus underpinning
their “One China” principle and to prevent Taiwan from shar-
ing its valuable expertise on issues ranging from global health
to oceanic science. The PLA continued its intimidating and fre-
quent operations in the air and waters around Taiwan, conduct-
ing large-scale live-fire exercises in August after Speaker of the
U.S. House of Representatives Nancy Pelosi’s visit to Taiwan.

e Taiwan and the United States are pursuing closer economic
and trade collaboration. In June 2022, the U.S.-Taiwan Initia-
tive on 21st-Century Trade was launched as the two economies
agreed to pursue deeper integration. The U.S.-Taiwan Initiative
will also address shared concerns related to China’s nonmarket
practices, including discussions on state-owned enterprise and
nonmarket economy-related issues.

e China’s economic coercion of Taiwan targets export industries
that are both relatively small and highly dependent on China’s
consumer market, attempting to send a political message and
inflict pain on Taiwan while avoiding fallout on China’s own
economy. The Chinese government used the pretext of Speaker
Pelosi’s trip to increase its economic coercion of Taiwan, imple-
menting a variety of import bans on food products that in partic-
ular originate from areas supportive of Taiwan’s President Tsai-
Ing Wen. Beijing’s decision to leave the far more consequential
trade in semiconductors untouched demonstrates its approach
to economic targeting of Taiwan industries that are relatively
small and highly dependent on China’s consumer market.

¢ Beijing’s messaging to foreign and domestic audiences evolved in
new and concerning ways. Chinese officials’ international mes-
saging asserted China’s ownership of the entire Taiwan Strait
and conveyed their disdain for international norms. Speaking
to its own members, the CCP unveiled and credited to General
Secretary of the CCP Xi Jinping a new “overall strategy for re-
solving the Taiwan question in the new era.” While much of the
strategy repeats longstanding tenets of China’s policy toward
Taiwan, certain phrases raise questions about whether the CCP
could announce significant changes to Taiwan policy at its 20th
Party Congress in late 2022.

e Taiwan’s effective containment of the COVID-19 pandemic and
strong demand for Taiwan exports led to robust economic growth
through the first quarter of 2022. In contrast to the extended
lockdowns that have shuttered substantial swaths of China’s
economy, Taipei has shifted to a less stringent set of COVID-19
management policies, allowing for greater economic openness.
However, China’s lockdowns and inflationary concerns in ad-
vanced economies have slowed Taiwan’s growth relative to 2021.

Chapter 5: Hong Kong

In 2022, Hong Kong became increasingly isolated and further
subordinated under Beijing’s control. Security authorities continued
their assault on Hong Kong’s freedoms while the economy suffered
from restrictions guided by Chinese government direction. Stronger
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mainland influence over Hong Kong is driving key changes to all
aspects of life in the territory and more emigration. Hong Kong re-
mains an important offshore financial and business center for the
Mainland due to the territory’s unique connections to the global
financial system. The territorial government is moving to a legal
system that increasingly mimics that of the Mainland, threatening
prospects for journalists and civil society as well as U.S. and other
foreign businesses and expatriates in the territory.

Beijing has continued its increasingly systematic dismantling of
Hong Kong’s civic institutions and installation of loyalists in the
territory’s government in support of advancing security objectives.
Hong Kong’s rule of law continues to be undermined as only Bei-
jing-approved judges serve on national security cases and security
forces increase politically motivated arrests and detention. Follow-
ing mass arrests of prodemocracy protestors in 2019 and 2020, the
number of political prisoners in the territory is rising as Hong Kong
authorities continue to target educators, labor organizers, journal-
ists, and religious leaders. Despite increased political risk, foreign
investors continue to rely on Hong Kong as a channel into China,
particularly as the territorial government develops new mechanisms
for investment.

Key Findings

e With Beijing’s handpicked chief executive now at the helm, Chi-
na firmly controls all branches of Hong Kong’s government, ush-
ering in a new era of total control by mainland authorities. Bei-
jing has now successfully inserted loyalists into every branch of
Hong Kong’s government. By overhauling the election process,
it created a rubber-stamp parliament full of so-called patriots,
and it has also leveraged the new chief executive’s authority to
appoint judges.

e Hong Kong is actively working to implement “local” national
security rules to reinforce the National Security Law passed in
Beijing’s legislature in 2020. These new local laws are slated for
introduction by the end of 2022 and are expected to feature a
comprehensive definition of national security in line with that
of the Mainland.

e Freedoms of speech, expression, assembly, association, and re-
ligion in Hong Kong—once among the most progressive in the
region—have all but vanished as the territory now ranks near
the bottom of global freedom indices. Prominent religious fig-
ures, such as Hong Kong’s senior-most cleric, Cardinal Joseph
Zen Ze-kiun, have been targeted and arrested; the education
system has also come under intense scrutiny as Beijing seeks
to shed Hong Kong’s British legacy by rewriting textbooks and
curricula to revise history and solidify a more unified national
identity with the Mainland.

e Recent data suggest Hong Kong’s increased departures of ex-
patriates and locals will intensify as the territory introduces
new laws to curb public criticism of the Beijing-aligned govern-
ment and has imposed strict Zero-COVID controls for most of
2022. Brain drain and potential loss of talent could be an added
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damper to Hong Kong’s economic outlook. More foreign compa-
nies may find Hong Kong less welcoming as they contend with
challenges retaining staff, accessing real-time information, and
navigating a higher degree of political suppression and control.

Hong Kong’s leadership, in concert with the Beijing government,
is actively crafting policies to increase not only legal, political,
and economic subordination of Hong Kong but also cultural and
demographic transformation.

Some U.S. companies are reorganizing operations in the In-
do-Pacific to shift away from Hong Kong due to extensive re-
strictions and difficulties associated with doing business in the
territory. U.S. companies are poised to take regional operations
and headquarters out of Hong Kong gradually and in greater
numbers.

Hong Kong remains an important part of the Chinese govern-
ment’s growth agenda due to its centrality in renminbi trans-
actions as well as its role in supporting expansion of China’s
financial services. The CCP’s plans to rely on Hong Kong’s stock
exchange as an alternative to U.S. exchanges have been delayed
in 2022, but Chinese companies and banks are set to dominate
Hong Kong’s business environment as U.S. and other foreign
firms depart.
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THE COMMISSION’S KEY RECOMMENDATIONS

The Commission considers 10 of its 39 recommendations to Con-
gress to be of particular significance. The complete list of recommen-
dations appears at the Report’s conclusion on page 727.

The Commission recommends:

1. Congress direct the Administration to produce within 90 days
an interagency report coordinated by the Office of the U.S.
Trade Representative to assess China’s compliance with the
terms and conditions of the 1999 Agreement on Market Access
between the People’s Republic of China and the United States
of America. The assessment should be presented as a summa-
ry list of comply/noncomply status of the provisions under the
agreement. If the report concludes that China has failed to com-
ply with the provisions agreed to for its accession to the WTO,
Congress should consider legislation to immediately suspend
China’s Permanent Normal Trade Relations (PNTR) treatment.
Following the suspension of PNTR, Congress should assess new
conditions for renewal of normal trade relations with China.

2. Congress direct the Administration to create an Economic
and Security Preparedness and Resilience Office within the
executive branch to oversee, coordinate, and set priorities for
cross-agency efforts to ensure resilient U.S. supply chains and
robust domestic capabilities, in the context of the ongoing geo-
political rivalry and possible conflict with China. This Office
would be tasked with:

e Establishing a dedicated Supply Chain Mapping Unit to de-
termine requirements, set priorities, and coordinate efforts to
continuously map, monitor, and analyze the most critical sup-
ply chains, including but not limited to semiconductors, rare
earths, life-saving and life-sustaining medications and their
active pharmaceutical ingredients, and castings and forgings.

o The unit would be tasked with developing interoperable
performance measures to monitor and assess current U.S.
supply chain resiliency and risk mitigation efforts, in-
cluding data collection on U.S. supply chain dependencies
on direct and indirect Chinese suppliers, prioritizing de-
fense-critical supply chains.

e Establishing a Defense Mobilization Unit responsible for co-
ordinating and setting priorities for:

o Assessment of the requirements for weapons, munitions,
supplies, and other equipment necessary to equip and sup-
port U.S. forces and to assist friends and partners in the
Indo-Pacific region in a potential conflict with the People’s
Republic of China, including conflicts of varying duration;

o Determination of the adequacy of existing stocks and avail-
able productive capacity to meet those needs;

o Identification of potential shortfalls or bottlenecks that
might impede production and resupply in some scenarios;
and
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o Recommendation of corrective measures to address these
problems.

¢ Including in its assessments the effects of potential disrup-
tions in U.S.-China trade on defense mobilization and domes-
tic availability of critical materials, products, and supplies.
Where it identifies likely requirements for additional capaci-
ty, the unit shall determine funding and support mechanisms
to ensure the timely development of such capabilities and
capacity.

e Consulting with other departments and agencies to identify
shortfalls in current defense industrial base and supporting
industrial capabilities and what additional measures might
be needed to address them.

. Congress enact legislation creating a permanent interagency
committee in the executive branch charged with developing op-
tions and creating plans for the imposition of sanctions or other
economic measures in a range of possible scenarios, including
(but not limited to) a Chinese attack, blockade, or other hostile
action against Taiwan. This committee would evaluate the po-
tential economic and political consequences of various options,
coordinate their implementation, and advise Congress of any
amendments to statutory authorities or mandates required to
enhance their effectiveness. The committee should coordinate
and seek to devise joint plans with the relevant agencies of oth-
er governments that may be contemplating similar measures.
The committee should include participants from the U.S. De-
partments of State, Treasury, Commerce, Defense, and Home-
land Security.

. Congress direct the U.S. Food and Drug Administration in co-
operation with other federal agencies, within one year and on
an ongoing basis thereafter, to identify pharmaceutical products
that utilize active pharmaceutical ingredients (APIs) and other
ingredients and inputs that are sourced directly or indirectly
from the People’s Republic of China and develop alternative
sourcing arrangements through available tools and resources,
including Defense Production Act authorities. The United States
should maximize the production of such goods domestically or,
as appropriate, from trusted countries.

. Congress direct the Administration as part of the Indo-Pacif-
ic Economic Framework (IPEF) to negotiate a prohibition on
the utilization of China’s National Transportation and Logistics
Public Information Platform (LOGINK) or similar systems pro-
vided by Chinese state-affiliated entities within IPEF member
ports. A two-year transition period shall be provided for exist-
ing users of LOGINK or similar Chinese-controlled or -affiliat-
ed systems to terminate use of such systems and transition to
secure logistics systems with no Chinese control or affiliation.

. Congress direct the U.S. Department of the Treasury to require
U.S. corporations and U.S.-registered subsidiaries of foreign cor-
porations to publicly disclose, on an annual basis, all holdings in
firms linked to China’s military, including those that maintain
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any production permit, qualification, or certification issued by
the People’s Liberation Army or China’s State Administration
for Science, Technology, and Industry for National Defense.

Congress create an authority under which the president can
require specific U.S. entities or U.S. entities operating in spe-
cific sectors to divest in a timely manner from their operations,
assets, and investments in China, to be invoked in any instance
where China uses or threatens imminent military force against
the United States or one of its allies and partners.

Congress direct the U.S. Department of Defense to produce a
classified report on current and future military posture, logis-
tics, maintenance, and sustainment requirements to bolster the
United States’ “capacity to resist force” in the event of a Chi-
nese attack and attempted invasion of Taiwan. The report shall
assess the requirements for all scenarios, including protracted
combat in a contested environment (e.g., anti-access, area de-
nial), and evaluate how to best enable a dispersed, distributed
force in the Indo-Pacific.

Congress should make available significant additional mul-
tiyear defense funds in conjunction with: (i) a joint planning
mechanism made up of Taiwan and U.S. defense officials iden-
tifying sets of interoperable and complementary capabilities
required for the defense of Taiwan; and (ii) Taiwan legislative-
ly committing significant additional funds to procure its share
of those capabilities for its military.

Congress, pursuant to the Hong Kong Human Rights and De-
mocracy Act, amend the International Organization Immunities
Act to remove Hong Kong Economic and Trade Offices as a cov-
ered organization, thereby eliminating diplomatic privileges en-
joyed by such offices and their employees in the United States.
This amendment could be reversed under one of the following
conditions:

e The People’s Republic of China negotiates an agreement with
the United States to have Hong Kong Economic and Trade
Offices considered an official part of the People’s Republic of
China’s mission to the United States, and subject to the same
requirements.

e China alters its treatment of Hong Kong to allow for suffi-
cient autonomy and abides by One Country, Two Systems as
enumerated by the Hong Kong Policy Act.






CHAPTER 1

CCP DECISION-MAKING AND
XI JINPING’S CENTRALIZATION
OF AUTHORITY

Abstract

Over the past ten years, General Secretary of the Chinese Com-
munist Party (CCP) Xi Jinping has undertaken a wide-ranging ef-
fort to restructure decision-making processes within the Chinese
Party-state that will continue to have effects at the 20th Party Con-
gress and beyond. Xi has augmented his own authority and system-
atically centralized decision-making power across all policy areas,
preserving and enhancing the CCP’s capacity to dominate policy-
making and expanding his own authority to drive China’s policy
agenda. This top-down approach aims to unify the government and
the nation under the Party and deliver on Xi’s aspirations of en-
hancing China’s strength while avoiding what he perceives as the
shortcomings of his predecessors’ leadership. Nevertheless, Xi’s cen-
tralization of decision-making power may reduce the adaptability
of lower-level governments and encourage the CCP’s reliance on
policy approaches that are poorly suited to address China’s struc-
tural challenges. Should these trends continue, challenges to the
United States may include more unpredictable economic policy de-
cision-making, a more assertive foreign policy agenda, and a more
aggressive military posture.

Key Findings

¢ General Secretary Xi’s decision-making power has increased
dramatically over the past decade, to the point that CCP me-
dia have recast the previously negative term “decision by one
authority” as a positive feature of China’s system. Xi has also
overhauled Party rules to give himself an outsized role in the
overall governance of the CCP and of China. Xi will likely main-
tain his high level of control after the October 20th Party Con-
gress and the spring 2023 National People’s Congress.

e Under Xi’s leadership, the CCP has restructured China’s poli-
cymaking apparatus by taking decision-making functions away
from government bodies and placing them into Party organs,
such as leading small groups and commissions. This shift bol-
sters the CCP’s oversight of policy formulation and implemen-
tation to ensure stricter adherence to the Party line and marks
a departure from prior CCP leaders’ more broadly consultative
policy-making process.

(25)
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e Policy decision-making is increasingly centralized and synon-
ymous with Xi’s personal leadership, equating loyalty to the
Party with loyalty to him. This trend improves policy coordina-
tion at the possible expense of policy flexibility, leading to cam-
paign-style governance that effectively addresses short-term
issues but limits CCP leaders’ ability to correct policy mistakes.

e Xi seeks to avoid the perceived errors of the Soviet Union and Chi-
na’s reform-era leaders. He asserts that previously lax and weak
governance by his immediate predecessors damaged the CCP’s
reputation, cohesiveness, and national governance abilities.

¢ Xi is enhancing central control over economic decision-making
in an effort to ensure the preservation of the regime. Xi justifies
this centralization by claiming he and the Party are uniquely
capable of steering China toward an increasingly ambitious and
nationalistic set of modernization plans. These intentions fail
to reconcile with the systemic ailments afflicting China’s econ-
omy, which Xi and the CCP have chosen to mask by replacing
the previous metric of gross domestic product (GDP) maximi-
zation with a proliferating number of top-down mandates and
increased central enforcement.

e Xi has restructured the foreign policy decision-making appa-
ratus to facilitate a unified and centrally directed approach to
addressing international threats and achieving national objec-
tives. The conduct of Chinese diplomacy now reflects his prefer-
ence for a more aggressive and confrontational style.

e Xi has restructured the military and paramilitary apparatus
to increase centralization and vest more authority in his own
hands. Decisions on the use of China’s military and paramili-
tary forces are subject to an increase in the personal discretion
exercised by Xi.

Recommendations
The Commission recommends:

e Congress pass legislation creating a new Federally Funded Re-
search and Development Center (FFRDC) (to replace the Open
Source Center closed in 2015) that will translate and maintain
a publicly available collection of important open source material
from the People’s Republic of China (PRC) and other countries of
strategic interest. This legislation should require existing FFRDCs
to provide to this new entity a copy of all open source Chinese-lan-
guage materials collected or used in any government-sponsored
analytical or related projects on an ongoing basis.

e Congress direct the Office of the U.S. Director of National In-
telligence to produce an unclassified directory of Chinese Com-
munist Party (CCP) senior members and organizations, similar
to the “Directory of PRC Military Personalities” produced and
updated by the U.S. Department of Defense.

o The directory should be updated on an annual basis and con-
sist of an unclassified public report on the CCP, including the
Party’s organizational structure (including organizations affil-
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iated with the United Front Work Department) and profiles of
leaders and organizations at least to the level that the CCP
defines as “senior cadre.”

o The contents of each year’s directory should be retained in
the form of an unclassified, publicly available, searchable da-
tabase of CCP members and organizations.

Introduction

At the 20th National Congress of the CCP, scheduled to begin on
October 16, 2022, roughly 2,300 CCP delegates will likely extend
Xi’s leadership and endorse new candidates for positions within the
Party.* This reshuffle will be followed shortly thereafter by the Na-
tional People’s Congress (NPC) in early 2023 for turnover of the
state leadership.! These major political events are occurring against
the backdrop of Xi’s intense consolidation and assertion of power
over the last decade. Xi’s likely priorities for the Party Congress are
to continue strengthening his ability to exercise complete political
control and ensure personal loyalty from all levels of the CCP. An
evaluation of how Xi has changed decision-making processes in Chi-
na’s political system helps to understand the outcome of the Party
Congress and how the United States can prepare for it.

Xi is upending recent patterns of decision-making and policy for-
mulation that emerged in the post-Mao era.2 In response to the
Party’s perceived weaknesses under prior leaders, Xi has sought to
strengthen the mechanisms for the Party’s leadership over all or-
gans of governance, neutralize threats to CCP authority, and equip
the CCP with the governance tools it needs to achieve its objec-
tives.3 Xi’s emphasis on protecting and promoting the CCP’s author-
ity in governing China means the Party is expanding its role in
decision-making across all policy areas. Furthermore, Xi’s style of
leadership makes personal loyalty to him synonymous with loyalty
to the Party. These dynamics mean Xi’s policy preferences have an
outsized impact on decision-making, as national and local govern-
ment bodies must implement policies that adhere to his agenda.

This section evaluates the CCP’s decision-making structure and pol-
icy formation process under Xi’s leadership. The section begins with an
assessment of how and why the CCP’s decision-making norms have
evolved under Xi’s leadership. It then reviews the specific features of
CCP decision-making processes under Xi across economic, foreign, and
security policy. The section draws on the Commission’s January 2022

*As of this Report’s writing, the CCP is expected to convene its 20th National Congress on
October 16, 2022. These congresses are held once every five years. Delegates to the Congress
elect the CCP Central Committee and the Central Commission for Discipline Inspection. The
CCP Central Committee is a political body comprising China’s top political leadership (currently
204 members and 172 alternates). According to the CCP charter, the Central Committee is vested
with the power to select the Politburo (a group of 25 people who oversee the CCP). Within the
Chinese political system, the ultimate power resides with the Politburo Standing Committee
(nominally elected by the Central Committee). The current Politburo Standing Committee has
seven members, with Xi Jinping serving as the General Secretary of the CCP and China’s head
of state. Xinhua, “The CCP Central Committee Politburo Meeting Suggests that the Party’s 20th
National Convene on October 16 in Beijing” (13t Jetif /i & e i —+ K10 A 16 HEEAL T #
JF), August 31, 2022. Translation; Susan Lawrence and Mari Lee, “China’s Political System in
Charts: A Snapshot before the 20th Party Congress,” Congressional Research Service, November
24,2021, 2, 9, 11; State Council of the People’s Republic of China, 19th Party Congress Concludes
in Beijing, Xi Jinping Presided over the Congress and Delivered an Important Speech (H1[EL7=
SEHETNREERRR AR DT BRI KRR ELIHT), October 24, 2017. Translation.
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hearing on “CCP Decision-Making and the 20th Party Congress,” con-
sultations with experts, and open source research and analysis.

The Evolution of CCP Decision-Making

As one of the CCP’s most revered revolutionary leaders and the
founder of the People’s Republic of China (PRC), Mao Zedong en-
joyed a position of singular authority in China’s political system
until his death in 1976.4 At the Zunyi Conference during the CCP’s
Long March in January 1935, Mao for the first time overcame the
intra-Party disputes that had placed an upper limit on his political
control of the CCP to become the Party’s undisputed leader.® With
the founding of the PRC, Mao was in a position to play a decisive
role in shaping the construction of China’s nascent governance insti-
tutions and guiding the country’s policy direction. He was known for
his hands-on involvement in policy decision-making, particularly in
the foreign policy and security realms where his personal diplomacy
with foreign leaders largely set the course for China’s diplomatic re-
lations.® Mao did not always exercise his decision-making authority
through the formal bureaucratic mechanisms of the Party-state, and
he even stopped attending Politburo meetings after 1959.7 Despite
his domestic position at the pinnacle of China’s Party-state, Mao
possessed a profound distrust of institutions that led him to repeat-
edly circumvent both government and Party bureaucracies in favor
of stirring up mass movements to accomplish his policy goals.® His
domination had destabilizing and deadly consequences, such as the
economic disaster of the Great Leap Forward that led to millions
of deaths by starvation and the ideological excess of the Cultural
Revolution that persecuted China’s political elite.? Although Mao
established the leading role for the CCP in Chinese society, his lead-
ership approach also sometimes threatened the CCP’s stability as a
ruling organization.

CCP leaders in the post-Mao era, up through Hu Jintao’s ten-
ure, made deliberate efforts to prevent the concentration of deci-
sion-making power in one top leader. Mao Zedong’s unassailable
authority over the CCP and his dictatorial governance of China led
to continued disastrous policies despite mounting evidence of their
failure.19 To prevent leaders from exercising such outsized power
and influence, successive CCP leaders in the post-Mao era gradually
adopted a “collective leadership” model* to ensure the top leader
consulted with an executive group of other leaders in the Politburo
Standing Committee when making decisions.11

Hu Jintao’s leadership of the CCP from 2002 to 2012 saw the peak
of the collective leadership model.12 A communique from the CCP’s
17th Party Congress, held in 2007, formally defined the model as “a
system with a division of responsibilities among individual leaders
in an effort to prevent arbitrary decision-making by a single top
leader.”13 The CCP’s adoption of a collective leadership model insti-
tuted a consensus-based approach toward decision-making whereby
the top leader builds consensus around his specific policy proposals.

*Deng Xiaoping first articulated the need for the CCP to adopt a collective leadership system,
writing in 1980 that CCP leadershlp required radical reform to guard against the risk of overcon-
centration of power. Alice Miller, “What Would Deng Do?” Hoover Institution, February 14, 2017;
Deng Xiaoping, “On the Reform of the System of Party and State Leadershlp, 1980.
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Achieving consensus can be difficult partly because members of the
Politburo Standing Committee may owe their position to political al-
legiance to different constituencies, interest groups, and influential
Party elders whose interests they informally represent.* 14

Women in China’s Leadership {

The emphasis on consensus building does not include the voice
of women. Despite stated commitments to equal opportunity and
fair representation by the CCP and the Chinese government,i
women have limited representation and voice across the top eche-
lons of China’s political system.1> Historically, female representa-
tives have rarely constituted more than 10 percent of the roughly
300-member CCP Central Committee.1® Only 6 women have ever
served in the 25-member Politburo, half of whom were the wives
of other top leaders.1” No woman has ever served on the Politbu-
ro Standing Committee or held any of the top three positions in
China’s political system: CCP general secretary, chairman of the
Central Military Commission (CMC), and state chairman.§18 Fe-
male representation in key government roles such as ministries
and provincial governorships is also extremely low.1® The percent-
age of People’s Liberation Army (PLA) servicemembers who are
female is not publicly available, but a Chinese military newspa-
per estimated in 2015 that approximately 5 percent or fewer were
women.20 Currently, no women hold senior command or political
commissar positions in the PLA.21

Informal rules and procedures have emerged alongside a shift to
collective decision-making. These norms include mandatory retire-
ment age and term limits for CCP Politburo members, cadre eval-
uation systems, and regional representation in the CCP Central
Committee. Some analysts argue these norms have contributed to

*Difficulties in consensus building extend throughout the broader Party-state bureaucracy. A
provincial Party secretary, for example, has the same bureaucratic rank in China’s political sys-
tem as the minister of a State Council-level ministry. The interests and policy preferences of one
minister may correspond with or diverge from those of a broader array of other ministries and
local governments, with central Party leaders serving as the ultimate arbiters of decision-mak-
ing. As a result, decisions from the top are often 1nterpreted in different ways by localities and
ministries, creating a “fragmented authoritarianism” style of governance in China’s political
system. Kenneth Lieberthal, “Introduction: The ‘Fragmented Authoritarianism’ Model and Its
Limitations,” in Kenneth Lieberthal and David Lampton, eds., Bureaucracy, Politics, and Deci-
sion Making in Post-Mao China, 1992, 1-30; David Lampton, “A Plum for a Peach: Bargaining,
Interest, and Bureaucratic Politics in China,” in Kenneth Lieberthal and David Lampton, eds.,
Bureaucracy, Politics, and Decision Making in Post-Mao China, 1992, 33-58.

fFor more, see Sierra Janik, Daniel Blaugher, and Jonathan Ray, “Women in China’s Leader-
ship,” U.S.-China Economic and Security Review Commission, March 30, 2022.

#PRC law on the protection of women’s rights states that “women shall enjoy equal rights with
men in all aspects of political... life.” China has also espoused a commitment to “strengthen[ing]
the work of training and selecting women cadres” and instituted quotas for female representation
in certain positions in the CCP. Valarie Tan, “Women Hold Up Half the Sky, but Men Rule the
Party,” Mercator Institute for China Studies, June 3, 2021; State Council Information Office of the
People’s Republic of China, Gender Equallty and Women’s Development in China (1 [E M5
514 ﬁ?;ﬁﬁ- ), August 2005. Translation; People’s Republic of China Law on the Protection of
Women’s Rights and Interests (#h# AR3E *Ulﬁ lkﬁnﬁgklsg{f) 2005. Translation.

§The top leader of the state in the PRC is called the “state chairman” (JHZ ¥ J%). Beijing
misleadingly translates this title as “president” for the English-speaking audience. The Chinese
word for “president” (&4t), which is used in the title of the president of the United States and
other presidents in democratic countries, is not used in any of Xi’s titles. Xinhua, “Xi Jinping
Elected State Chairman, State Military Commission Chairman” (31T LIEE K TR, AR ERE
Ji), March 14, 2013. Translatlon Embassy of the People’s Republic of China in the Umted States
of America, “Xi Jinping Elected Chinese President,” March 14, 2013.
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a more “institutionalized” political system in China.22 For example,
expert on China’s elite politics Cheng Li argues that at least two
loose factions* in the CCP leadership have created an “intraparty
mechanism approximating a system of checks and balances in the
CCP leadership,” with leaders of these two groupings alternating
occupancy of top leadership positions.23 Bruce Dickson, professor
of political science and international affairs at George Washington
University, adds that existing and retired leaders negotiated over
future leadership appointments in order to maintain a factional bal-
ance of power.24

In reality, any apparent norms or institutions in China’s political
system are little more than flexible rules that do not constrain the
top CCP leaders but are instead selectively mobilized by them to
advance their interests.2> For example, while analysts point to for-
mal and informal retirement age rules and term limits as indicative
of institutionalization of China’s political system,f top CCP leaders
have manipulated these norms to protect their position. At the 15th
Party Congress in 1997, then General Secretary Jiang Zemin im-
posed a mandatory retirement age on the CCP leadership, and all
leaders aged 70 or older resigned.26 This rule, issued in spite of the
fact that then General Secretary Jiang himself was 71, forced Qiao
Shi, a member of the Politburo Standing Committee and disliked
by Jiang, to retire.2? Then General Secretary Jiang lowered the re-
tirement age to 67 at the 16th Party Congress in 2002 to remove
another political rival, Li Ruihuan.28

While these norms have always been informal and abused at the
margins by his immediate predecessors, General Secretary Xi has
fully taken advantage of their informality to strengthen his con-
trol. He has proven more effective than Jiang Zemin and Hu Jin-
tao in preventing opposing factions from challenging his leadership,
upsetting any prior trend toward factional balancing. Whereas the
nine-member Politburo Standing Committee of the 17th Party Con-
gress (2007-2012) featured four members of the Communist Youth
League faction, the seven-member Politburo Standing Committee of
the 19th Party Congress (2017-2022) featured only one (Premier Li
Keqiang).29

Xi’s Justification for Reasserting Party Control

Xi’s drive to reassert the CCP’s role in decision-making springs
from what he perceived to be critical weaknesses in China’s gover-
nance capacity under his recent predecessors.30 A document known
as a “historical resolution” that Xi directed in order to reinforce his

*Dr. Li categorizes these factions as an “elitist coalition” of leaders from the families of CCP
revolutionaries (e.g., Jiang Zemin, Xi Jinping) and a “populist” faction of leaders who advanced
their careers by way of the Communist Youth League and have oriented policy toward economic
equality and regional development (Hu Jintao, Li Keqgiang). The factional groups Dr. Li identifies
are not exhaustive, with several other loose groupings of political networks also observable in
China’s elite politics. Cheng Li, Chinese Politics in the Xi Jinping Era: Reassessing Collective
Leadership, Brookings Institution Press, 2019, 251-256; Cheng Li, “A Biographical and Factional
Analysis of the Post-2012 Politburo,” China Leadership Monitor, June 6, 2013.

TFor example, analysts at MacroPolo observe that retirement rules, retained since 1997 and
consistently enforced since 2002, have worked to usher in new political leadership every 5-10
years. Damien Ma and Joshua Henderson, “Age Rules: The Arrival of the Post-60s Generation in
Chinese Politics,” MacroPolo, December 31, 2021.

+A “historical resolution” is a high-level Party document that presents an official summary of
CCP history. CCP leaders including Mao Zedong, Deng Xiaoping, and Xi Jinping have used the
production of a historical resolution to address important political issues of their time with bear-
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own leadership ahead of the 20th Party Congress claims that “pre-
viously lax and weak governance” under his reform-era predeces-
sors had damaged the CCP’s reputation, cohesiveness, and national
governance abilities.3! First, the document assesses that a “lack of
awareness” by the previous Party leadership had permitted “weak,
ineffective, diluted, and marginalized efforts in implementation” of
the Party’s major policies and “feigned compliance” from lower-level
officials, jeopardizing the CCP’s ability to enact its desired policies.32
Second, 1t argues that previous failures to stringently govern Par-
ty organizations had fostered “a serious lack of political conviction”
among Party members and officials as well as “a startling level of
corruption” that damaged the Party’s public image and therefore
threatened its authority.3 In the economic sphere, the historical
resolution argues that an “undue emphasis on the rate and scale of
growth” since the beginning of “reform and opening up” had created
“institutional and structural problems in China’s economy” that only
a strong Party could address.*34 In military affairs, it assesses that
weak Party control over the armed forces under recent leadership
had endangered both the Party’s political security and China’s mili-
tary effectiveness.35 Finally, it argues that China needs to bolster its
abilities to defend its national security and navigate an increasingly
complex international environment.36 The solution to all of these de-
ficiencies, in Xi’s analysis, was strengthening Party leadership over
the organs of governance.3”?

Xi also justifies his own personal elevation as a means to strength-
en the overall authority of China’s political leadership. Xuezhi Guo,
professor and chair of the political science department at Guilford
College, argues in his book The Politics of the Core Leader in Chi-
na that having a clear paramount leader facilitates penetration of
Party authority into society because the aura of unified leadership
fosters greater willingness to acquiesce to Party directives.38 It also
allows the leader to imprint the force of his personality on import-
ant policies.3? Party sources advance this argument by framing the
expansion of Xi’s authority as beneficial for both Party unity and
China’s overall future.i Chinese politics expert Alice Miller assesses

ing on their personal leadership and legacy. (For more on Xi’s historical resolution, see Chapter 3,
Section 1: “Year in Review: Security and Foreign Affairs.”) Bert Hofman, “China’s Third Historical
Resolution: A Preview,” National University of Singapore East Asian Institute, November 16, 2021,
1; David Bandurski, “Deciding History, Sealing the Future,” China Media Project, November 8,
2021.

*Deepening the integration of the CCP into China’s administrative state bureaucracy aims
to overcome internal tensions in this domestic development agenda, such as the need to break
through vested interests and manage politically contentious redistributions of resources across
regions, income groups, and powerful sectors. Neil Thomas, written testimony for U.S.-China Eco-
nomic and Security Review Commission, Hearing on CCP Decision-Making and the 20th Party
Congress, January 27, 2022, 6; Neil Thomas, “Party All the Time: Xi Jinping’s Governance Re-
form Agenda after the Fourth Plenum,” MacroPolo, November 14, 2019; Nis Grunberg and Katja
Drinhausen, “The Party Leads on Everything,” Mercator Institute for China Studies, September
24, 2019.

TA 2016 People’s Daily editorial justifying Xi’s political elevation asserted, “In order for a large
country and large party such as [China’s] to cohere the entire party, unite the whole people, [and]
triumph over challenges... the CCP Central Committee and the whole Party must have a core.” It
further describes Xi’s adoption of this role as necessary for maintaining the authority of the CCP
Central Committee, the unified leadership of the Party, and China’s overall long-term stability.
An authoritative article released by a media platform affiliated with the CCP’s Central Political-
Legal Affairs Commission in March 2022 argues that “only a political party that has a strong core
can have formidable power” and supports this statement with quotations from Karl Marx, Friedrich
Engels, Mao Zedong, and Deng Xiaoping. It then credits Xi, serving as the core of the Party, with
enabling China to overcome serious challenges, both domestic and international. Central Political
and Legal Affairs Commission Chang’an Daulun, /Chang’an Introduction] Zhong Zhengsheng:
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that prior to Xi’s rise in 2012, the CCP elite may have groomed him
for the precise purpose of Party institution building and shoring
up governance capacity.*40 In his testimony before the Commission,
Neil Thomas, analyst for China and Northeast Asia at consultancy
Eurasia Group, similarly argued that a perception existed among
CCP elites that Hu Jintao’s weak leadership had endangered Party
authority and may have given Xi an “elite mandate” to restore the
Party’s authority, which he has also used to consolidate his own
power dramatically.41

Xi’s Lessons from the Fall of the Soviet Union

Xi’s emphasis on reasserting Party control likely also reflects
a desire to prevent the CCP from repeating mistakes he believes
contributed to the Communist Party of the Soviet Union’s (CPSU)
fall from power and the ensuing collapse of the Soviet Union it-
self. While Xi is not the first CCP leader to emphasize learning
lessons from the fall of the Soviet Union, his conclusions about
which lessons to draw differ in some areas from those of his pre-
decessors.42

A series of high-profile CCP propaganda documentaries on the
topic produced in 2006, 2013, and 2022 illustrate this difference.
Although all three documentaries emphasize the dangers of cor-
ruption, media liberalization, and hostile influences from outside
powers, the 2006 documentary also includes a critique against
overconcentration of power that is noticeably absent from the two
films produced under Xi.{43 It criticizes the CPSU for repeatedly
allowing the top leader too much discretion to make decisions
without consulting others.£44 The 2013 and 2022 documentaries
produced under Xi do not share this assessment and instead
place a pronounced emphasis on maintaining the authority of the
Party’s top leader.45

According to Xi’s remarks and propaganda aimed at the Par-
ty bureaucracy under his leadership, the most important factors
behind the Soviet collapse include ideological competition and

ly Understand the Decisive Signi cance of the Two Establishes from Four Major Dimensions

f;z%ml BB MDRAREEIR I PN FYUETER S0, March 14, 2022. Transla-

tlon Xinhua, “People’s Dail; Edltorlal Unswerving Promote Comprehensive and Strict Gover-
nance of the Party” (AR EH%H:'HQ % 5 ANFEHERE 42T ™6 %), October 27, 2016. Translation.

*Alice Miller observes that then General Secretary Hu Jintao’s work report to the 18th Party
Congress in November 2012 called for several specific initiatives that explicitly emerged under
General Secretary Xi’s leadership. These include upgrading the National Security Leading Small
Group into a full-fledged commission and strengthening the role of Party organizations in non-
public entities. Alice Miller, “Xi Jinping and the Evolution of Chinese Leadership Politics,” in
Thomas Fingar and Jean C. Oi, eds., Fateful Decisions: Choices That Will Shape China’s Future,
Stanford University Press, 2020, 35-39.

TAccording to research by David Shambaugh, a similar critique of the over-centralization of
power was also visible in other Chinese assessments around and prior to this period. One of
many themes common in works at the time was that Stalin introduced an over-concentration
of power and a “dictatorship of the supreme leader” which led to a range of secondary problems
throughout Soviet government and society. David Shambaugh, China’s Communist Party: Atrophy
and Adaptation, Woodrow Wilson Center Press, 2008, 62, 65—66.

iThe documentary accuses most of the Soviet leaders for violating the poorly defined principle
of “democratic centralism.” It criticizes Stalin for regularly “acting on his own will without con-
sulting others” which led to a widespread problem of Party members “not speaking truth and cur-
rying favor[s].” Khrushchev and Brezhnev are similarly chastised for restricting decision-making
power to only a small group of individuals and neglecting intra-Party oversight mechanisms. Gor-
bachev is accused of walking away from the principle of democratic centralism entirely through
a unilateral decision to force democratization upon the Soviet Union. ChinaScope, “Eight-Episode
TV Documentary Series: Preparing for Danger in Times of Safety, Episode Six.”
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Xi’s Lessons from the Fall of the Soviet Union—Continued

confusion, loss of Party control over the historical narrative, de-
creasing effectiveness of the Party’s organizational structure, and
loss of Party control over the military.46é Xi-era propaganda and
both the 2013 and 2022 documentaries feature an excerpt from a
speech he delivered to the newly selected 18th Central Commit-
tee in January 2013, two months after taking power:

Why did the Soviet Union disintegrate? Why did the
CPSU fall from power? An important reason is that com-
petition in the ideological field was extremely intense;
there was a complete negation of the Soviet Union’s his-
tory [and] CPSU history, negating of Lenin, negating of
Stalin, engaging in historical nihilism; ideology [was]
confused, each level of Party organization had become al-
most useless, [and] the military was no longer under the
leadership of the Party....This is a lesson from the past!*7

The changes Xi has wrought on China’s governance system
align closely with this diagnosis of the CPSU’s failures, suggest-
ing his agenda is informed in part by a desire to arrest these
trends in China’s own governance.48

Features of CCP Decision-Making in the Xi Era

The CCP’s decision-making under General Secretary Xi has bro-
ken away from the models of collective and consensus-based de-
cision-making developed over time during Deng, Jiang, and Hu’s
periods of rule. Xi has reversed these emerging governance norms,
overseeing an absorption of government functions once under the
State Council into the CCP and elevating his personal leadership in
a manner not seen since Mao Zedong. He also emphasizes a broad
conception of national security in all policy areas so that the Par-
ty can address anything the leadership judges to be a threat. Xi’s
sweeping anticorruption campaign complements these efforts by re-
moving potential rivals, shoring up Party discipline, and incentiviz-
ing loyalty to his leadership.

Expanded CCP Decision-Making Power

Xi is restructuring China’s policymaking apparatus to grant great-
er decision-making authority to central Party bodies across policy
areas, including in some areas previously delegated to the State
Council and other government bodies.#® Xi’s elevation of “top-level
design”* is emblematic of his push to increase the Party’s control
over policy formulation and implementation in China’s broader na-
tional development.5° Top-level design is intended to ensure more

*The phrase “top-level design” predates General Secretary Xi’s rule over the CCP. According
to Alex He, senior fellow at the Centre for International Governance Innovation, the phrase was
first introduced in recommendations prepared by the CCP Central Committee for the 12th Five-
Year Plan in October 2010: “It is necessary to comprehensively move reform forward in every
sector, with greater determination and courage; pay even more attention to a top-level design
and an overall plan for reform; and clarify the priorities and sequences for reform.” Alex He,
“Top-Level Design for Supremacy: Economic Policy Making in China under President Xi,” Centre
for International Governance Innovation, May 2020, 3.
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unified implementation of central policies throughout the system.51
By recentralizing policy formulation to Party-led organizations,
top-level design seeks to overpower vested interests and bureau-
cratic resistance to Xi’s agenda.52 For Xi, this recentralization is
important because it enables him to overcome diverging interests of
State Council Ministries* and local governments that may hinder
their implementation of policy directives from the Party center.53

To bring this top-level design to fruition, Xi has increased the
number and bureaucratic power of Party leadership groups on core
policy topics. Between 2013 and 2018, Xi elevated the bureaucratic
status of existing Party leading small groups{ on national securi-
ty, finance and economics, and foreign affairs by converting them
into permanent commissions.54 Compared to leading small groups,
commissions are higher-ranking, more formalized bodies with more
bureaucratic power to coordinate policy development.55 Xi also es-
tablished new Party groups on topics such as “comprehensively
deepening reform,” “law-based governance,” cybersecurity, audits,
and military-civil fusion, all of which were either founded as com-
missions or later elevated to that level.56 While some of these com-
missions’ offices are located within the offices of the CCP Central
Committee, others have been physically placed within corresponding
State Council ministries.?” For example, in March 2018 the CCP
established a new Central Commission on Comprehensively Govern-
ing the Country According to Law with its own permanent offices at
the Ministry of Justice.58

March 2018 marked a key milestone in Xi’s efforts to centralize
Party control. Following its Third Plenum in February 2018, the 19th
Central Committee under Xi’s leadership released a plan in March
directing a broad reorganization of many elements of the Party-state
bureaucracy.5? This included the establishment and upgrading of six
of the aforementioned Party commissions as well as several other
measures that explicitly moved key functions from State Council
bodies under new Party leadership (see Table 1).6° The reorganiza-
tion plan published jointly by the CCP Central Committee and the
State Council emphasized the importance of furthering integration
between Party and state offices.6! It also explained that the changes
aimed to improve the CCP’s ability to “design policy.”62

*The State Council is the cabinet of China’s government and is the highest organ of day-to-day
governance and administration. It is officially responsible for implementing policies formulated
by the CCP. It is led by the premier and composed of 26 constituent departments and an array
of other public institutions. Susan V. Lawrence and Mari Y. Lee, “China’s Political System in
Charts: A Snapshot before the 20th Party Congress,” Congressional Research Service, November
24, 2021, 27, 30.

TThe CCP has used leading small groups since at least the 1950s for a variety of oversight
and decision-making purposes depending on the top leader’s preferences. Under Mao Zedong, for
example, the Party Central Committee formed a five-person and then a ten-person leading small
group to guide the 1955 campaign to “suppress counterrevolutionaries.” As the Party moved to a
collective leadership model with a consensus approach to decision-making, leading small groups
gradually became more policy focused and led by different members of the Politburo Standing
Committee. The CCP has also established task-oriented, short-term groups in response to policy
crises. On January 25, 2020, the Central Committee established a new central leading group on
pandemic response as CCP leaders finally publicly acknowledged the severity of the COVID-19
outbreak in Wuhan. Xinhua, “Xi Focus: Chronicle of Xi’s Leadership in China’s War against Coro-
navirus,” September 7, 2020; Christopher K. Johnson and Scott Kennedy, “Xi’s Signature Gov-
ernance Innovation: The Rise of Leading Small Groups,” Center for Strategic and International
Studies, October 17, 2017; Alice Miller, “More Already on the Central Committee’s Leading Small
Groups,” China Leadership Monitor, July 28, 2014, 3—4; Alice Miller, “The CCP Central Commit-
tee’s Leading Small Groups,” China Leadership Monitor, September 2, 2008.
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Table 1: March 2018 Reorganization of Select State Council Functions
under CCP Leadership

Original State Council Body

Reorganization under the CCP

Ministry of Supervision

Absorbed by the National Supervisory
Commission

Bureau of Corruption Prevention

Absorbed by the National Supervisory
Commission

State Office for Public Sector Reform

Reorganized under the CCP Organiza-
tion Department

Civil Service Department

Reorganized under the CCP Organiza-
tion Department

National Academy of Governance

Merged with the Central Party School

State Administration of Press, Publica-
tion, Radio, Film, and Television

Absorbed by the CCP Propaganda
Department

State Ethnic Affairs Commission

Leadership transferred to the CCP
United Front Work Department

State Administration for Religious
Affairs

Reorganized under the CCP United
Front Work Department

State Council Overseas Chinese Affairs
Office

Reorganized under the CCP United

Front Work Department

Source: Adapted from Nis Grunberg and Katja Drinhausen, “The Party Leads on Everything,”
Mercator Institute for China Studies, September 24, 2019.

Anticorruption Campaign and Discipline Inspections as
Tools of Governance

Upon assuming power in 2012, Xi launched a sweeping anti-
corruption campaign to both restore faith in the legitimacy of
the CCP and remove political rivals.63 The campaign has been
notable in quickly reaching the upper echelons of the Party and
military leadership. Purges of several high-level officials have
included former Secretary of the Central Political-Legal Affairs
Commission and member of the Politburo Standing Committee
Zhou Yongkang and two former vice chairmen of the CMC, among
others.64 In targeting such officials, the campaign allowed Xi to
increase his popular appeal by rooting out egregious corruption
of China’s political elite.65 It also enabled Xi to sideline rivals
and instill fear of running afoul of his preferences throughout the
Party’s upper and lower ranks.66

The campaign and associated discipline inspections have been
gradually institutionalized and now serve as tools to ensure ad-
herence to Xi’s policy agenda across all levels of government. In
late 2016, the CCP’s Central Committee launched pilot superviso-
ry commissions in the Beijing municipality and Shanxi and Zheji-
ang provinces, leading to the establishment of a National Super-
visory Commission that integrated the anticorruption functions of
several government organizations.6” This commission ultimately
joined with the Party’s Central Commission for Discipline Inspec-
tion (CCDI), the CCP’s top disciplinary body, at the 2018 Two
Sessions.68 The new National Supervisory Commission formal-
ized Xi’s anticorruption campaign and equipped the CCP with
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Anticorruption Campaign and Discipline Inspections as
Tools of Governance—Continued

oversight of China’s wider government bureaucracy and public
officials, including non-Party members that were formerly beyond
the CCDI’s jurisdiction.®® These increased intragovernmental
and intraparty coordination efforts have been complemented by
changes to laws, regulations, and Party strictures to further for-
malize the campaign.’? The anticorruption campaign’s long-term
persistence, expansion, and institutionalization provide increased
evidence of its underlying political motivation and Xi’s intention
to use it as a multipurpose governing tool.”1

As Xi’s efforts to root out corruption and bolster Party discipline
become more formalized, investigations are reaching down deeper
into the Party’s rank and file and becoming a means of gover-
nance. The number of corruption cases at or below the county
level grew nearly 20 percent from 523,000 in 2017 to 624,000 in
2021.72 According to think tank MacroPolo’s analysis of CCDI dis-
cipline inspections from 2019 to 2021, performance-related cases™
made up 54 percent of cases investigated, compared with 46 per-
cent for financial corruption, suggesting the CCP is attempting to
shape cadre behavior to ensure they perform their duties.”® These
shifts toward larger numbers of investigations into lower-level
cadres seem to point to an increased emphasis on ensuring broad-
based responsiveness to the Party center.74 There is also evidence
that the ever-present threat of inspection has resulted in higher
levels of risk aversion among local-level bureaucrats.f

Xi as the Core of CCP Decision-Making

Over the past decade, Xi has consolidated power and elevated his
personal authority over the Party to an extent not seen since Mao
Zedong.75 First, Xi took control of the Party, state, and military more
quickly than Jiang Zeming or Hu Jintao, becoming CCP general
secretary and chairman of the CMC in November 2012 and state
chairman in March 2013.% Then in 2016, only three years into Xi’s

*The institutionalization of the National Supervision Commission within the CCDI is resulting
in a more concerted effort to modify cadre behavior and ensure they implement the top CCP
leadership’s policy agenda Since 2018, the CCDI has stressed the importance of “addressing
bureaucratic inefficiency,” with 1nspect10ns now focusing on officials’ failure to implement Party
directives or the adoption of a lax work style, such as holding too many meetings and side-step-
ping administrative duties. Ruihan Huang and Joshua Henderson, “From Fear to Behavior Mod-
ification: Beijing Entrenches Corruption Fight,” MacroPolo, March 8, 2022.

FIn a study on the anticorruption campaign’s impact on local-level governance, Erik H. Wang,
assistant professor of political science at the Australian National University, found disciplinary
inspections and anticorruption activities made local-level bureaucrats more risk averse. Dr. Wang
used local government land auctions as an indicator of local bureaucrats’ governance activity, as
these auctions typically drive infrastructure development. According to Dr. Wang’s findings, pro-
vincial disciplinary inspections were followed in the subsequent month by a 15 percent decline
in land development projects proposed by bureaucrats in the inspected province. Erik H. Wang,
“Frightened Mandarins: The Adverse Effects of Fighting Corruption on Local Bureaucracy,” Com-
parative Political Studies, October 16, 2021, 1-2, 10, 25-26.

idiang Zemin and Hu Jintao each served a whole term as the top leader of the Party and the
state before their predecessors (Deng Xiaoping and Jiang Zemin, respectively) ceded control of
the military to them. Xi, by contrast, attained leadership of the Party, military, and state each
at the first available opportunity. National People’s Congress of the People’s Repubhc of China,
“Xi Elected Chinese President, Chairman of the PRC Central Military Commission,” March 14
2013; Xinhua, “Xi Jinping Appointed Chairman of the Central Military Commission” (33 AT 1
B HHZE 512 ), November 15, 2012. Translation; Xinhua, “Xi Jinping - General Secretary of
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first term, the 18th CCP Central Committee formally declared him
the “core” of the Party.”6¢ The designation of the “core” is reserved for
particularly influential top leaders in CCP politics, and prior to Xi,
only Mao Zedong and Deng Xiaoping had attained the title without
it being directly bestowed upon them by the outgoing leader.*77 At
the end of Xi’s first term in power, his namesake political theory
“Xi Jinping Thought on Socialism with Chinese Characteristics for
a New Era” was incorporated into the Party Charter and the Pre-
amble of the PRC Constitution, respectively, further elevating him
above his predecessors whose contributions to Party doctrine carry
less political weight and drawing a parallel with Mao’s “Mao Zedong
Thought.”{ 78 In addition to formal political designations, Xi has ac-
cumulated informal titles deeply reminiscent of those last used to
refer to Mao Zedong: that, to the domestic audience, carry a clear
political message that places Xi on similar footing with Mao.”® They
also elevate him above his other predecessors, including Deng Xia-
oping, who did not use any comparable honorifics.80

the CPC Central Committee,” People’s Daily Online, November 15, 2012; James Mulvenon, “The
King is Dead! Long Live the King! The CMC Leadership Transition from Jiang to Hu,” China
Leadership Monitor, January 30, 2005.

*Jiang Zemin was declared the “core” on the authority of his powerful predecessor Deng Xia-
oping, likely to promote stability amid the turbulent aftermath of the 1989 Tiananmen Square
massacre. Hu Jintao was never granted the designation. Neil Thomas, written testimony for
U.S.-China Economic and Security Review Commission, Hearing on CCP Decision-Making and
the 20th Party Congress, January 27, 2022, 2; Chris Buckley, “China’s Communist Party Declares
Xi Jinping ‘Core’ Leader,” New York Times, October 27, 2016; Alice Miller, “‘Core’ Leaders, ‘Author-
itative Persons,” and Reform Pushback,” China Leadership Monitor, July 19, 2016, 1.

fJiang Zemin’s “Three Represents” and Hu Jintao’s “Scientific Outlook on Development” do not
bear their names and were not incorporated until after the conclusion of their terms as general
secretary. Xi’s contribution is considered more politically significant because it includes his name
and was formalized during his time in office. National People’s Congress of the People’s Republic
of China, Explanation of the “Amendment to the Constitution of the People’s Republic of China
(Draft)” O (R NRIEAEEZAEIEE (FZE) ) 1WitH), March 20, 2018. Translation; Reuters,
“China to Enshrine Xi’s Thought into State Constitution amid National ‘Fervor,” January 19,
2018; 19th National Congress of the Chinese Communist Party, Chinese Communist Party Char-
ter (FEIL= 5 B FE), October 24, 2017. Translation.

iMao Zedong’s informal titles included the so-called “Four Greats,” namely “Great Teacher”
(weida de daoshi), “Great Leader” (weida de lingxiu), “Great Helmsman” (weida de duoshou),
and “Great Commander” (weida de tongshuai). Xi has thus far received titles reminiscent of the
latter three, although without the adjective “great” associated. Over the course of Xi’s tenure,
state and Party media, government websites, and officials have variously referred to him as
“Leader” (lingxiu), “People’s Leader” (renmin lingxiu), “Pilot at the Helm” (linghang zhangduo),
“Helmsman” (zhangduozhe), “Helmsman” (duoshou), and “Commander” (tongshuai). In the past,
the People’s Daily has also referred to Stalin as “Great Leader” (weida de lingxiu), while both
Stalin and Lenin have been called “Helmsman” (duoshou). Manoj Kewalramani, “‘People’s Leader’
Xi at Two Sessions - Paralympics Closing - Yang-Sullivan Meeting - He Yiting on Xi Thought &
Two Establishments,” Tracking People’s Daily, March 14, 2022; People’s Daily, “General Secretary,
Your Fellow Countrymen Long to See Youl— Two Sessions Representative Committee Mem-
bers Bring Regards to General Secretary from the People Everywhere” (i3, £3EA14EH 48
Sl ——ﬂﬁ%ﬁ‘;?@ﬁEﬁ%ﬂ%ﬁ-iﬂ)\%ﬁﬂ%iﬂﬁ’d‘b%), March 10, 2022. Translation; Qiushi, “Read
and Understand the Decisive Significance of the ‘Two Establishes’” (i “PiAMf. " W P&
), January 10, 2022. Translation; Qian Gang, “A Brief History of the Helmsmen,” China Me-
dia Project, November 2, 2020; Xinhua, “The Commander’s Deep Emotion and Concern— PLA
and PAP Representatives Tell the Story of Chairman Xi Jinping’s Care for Grassroots Construc-
tion” (Gt (IR 1% 2 b —— RIS ZE AN R AR FR YRR 2J 0 2 % O R IR g % (W ), May 25, 2020.
Translation; People’s Daily Online, “People’s Daily Editorial: The Country’s Helmsman the Peo-
ple’s Leader” (NI HHA®: BWEFEME AR N), March 17, 2018. Translation; Xinhua,
“History’s Choice, the People’s Expectation— Commentary on the Management of State Affairs
since the 18th Party Congress by the CCP Central Committee with Comrade Xi Jinpini as the
Core” (JisIikHE, NRATHIRF——3E 101+ UK DR L ST Rl 8 0 10 36 vh R ih B BEEG TR, Jan-
uary 2, 2017. Translation; Chris Buckley, “China’s New ‘Helmsman’ Offers a Strident Nationalist
Message,” New York Times, March 20, 2018; Nectar Gan, “Why China Is Reviving Mao’s Gran-
diose Title for Xi Jinping,” South China Morning Post, October 28, 2017; Javier C. Hernédndez,
“China’s ‘Chairman of Everything”: Behind Xi Jinping’s Many Titles,” New York Times, October
25, 2017; Nectar Gan, “What Do You Call Xi Jinping? China’s Elite Echo Language of Mao to
Sing the Praises of Their ‘Leader and Helmsman,” South China Morning Post, October 22, 2017;
Yan Changgui, “Who Put Forward the ‘Four Greats™” ( “VUAMHK” &L k1), People’s Daily,
August 18, 2006. Translation.



38

Xi’s decision-making power has increased dramatically over this
same period, to the point that CCP media have begun alluding to
his expanding role in the CCP’s decision-making by recasting the
previously negative term “decision by one authority” as a positive
feature of China’s system.81 Most importantly, Xi has taken over
the chairmanship of most of the CCP’s powerful commissions and
leading small groups, granting him a guiding role in defining goals
for most major policy issues and expanding the remit of his deci-
sion-making power.82 Xi currently chairs nine Party commissions
and leading small groups, all but one of which were either elevated
in status or created during his tenure (see Table 2).83 Hu Jintao,
in comparison, chaired four.8¢ The head of each commission’s staff
office handles daily administration for the commission and reports
directly to Xi as the commission chairman.85

Table 2: CCP Commissions and Leading Small Groups Chaired by Xi

Party Group Name

Establishment

Staff Office Head

Central Comprehensively
Deepening Reform Com-
mission

Established in 2013 as a lead-
ing small group.

Upgraded to a commission in
2018.

Jiang Jinquan

Central Finance and
Economic Affairs Com-
mission

Established in 1958 as a lead-
ing small group.

Upgraded to a commission in
2018.

Liu He

Central Foreign Affairs
Commission

Established in 1958 as a lead-
ing small group.

Upgraded to a commission in
2018.

Yang Jiechi

Central National Security
Commission

Established in 2000 as a lead-
ing small group.

Upgraded to a commission in
2013.

Ding Xuexiang

Central Commission for
Cybersecurity and Infor-
mationization

Established in 2014 as a lead-
ing small group.

Upgraded to a commission in
2018.

Zhuang Rongwen

Central Commission for
Integrated Military and
Civilian Development

Established in 2017 as a com-
mission.

Han Zheng

Central Commission on
Comprehensively Govern-
ing the Country Accord-
ing to Law

Established in 2017 as a lead-
ing small group.

Upgraded to a commission in
2018.

Guo Shengkun

Leading Small Group

ing small group.

Central Audit Commis- Established in 2018 as a com- | Hou Kai
sion mission.
Central Taiwan Affairs Established in 1954 as a lead- | Yang Jiechi

Source: Various.86
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Xi’s elevated role is also reflected in other Party processes. For
example, Xi has presided over the creation or amendment of sig-
nificantly more Party rules and regulations than his predecessors.87
In his testimony before the Commission, Mr. Thomas estimated
that Xi is responsible for creating or editing about 70 percent of
current central Party regulations, giving him an outsized impact
on the overall governance of the CCP itself.*88 In 2021 alone, Xi
passed new CCP rules that increased central control over personnel
selection, strengthened central supervision of high-level cadres, and
elevated the general secretary’s control over the agenda, convening,
and operations of the Central Committee, Politburo, and Politburo
Standing Committee.89 Xi also has significant ability to control very
high-level Party documents that carry great authority in China’s
ostensibly consensus-driven political system. According to Party me-
dia, Xi personally directed and supervised the document drafting
group for the 19th Central Committee’s Fourth Plenary Session in
2019 “from beginning to end” for more than 200 days.?0

Xi’s expansion of his own authority alongside concurrent efforts to
strengthen Party control blurs the line between the Party’s authori-
ty and his own, creating conditions under which challenging him is
tantamount to challenging the Party. Some experts argue that the
leadership of the Party is now personified in the personal leadership
of Xi.?1 For example, Guoguang Wu, professor at the University of
Victoria, Canada, remarks that the most striking feature of the 2019
Fourth Plenum Xi personally supervised is “the parity of the leader-
ship of the party, of the party center, and of the party chief Xi Jin-
ping.”92 The line between Xi’s authority and the Party’s authority
is also increasingly blurred in state media.?3 Mr. Thomas explains,
“[Xi’s] ideological control makes him virtually synonymous with Par-
ty rule ... rais[ing] the public cost for elites to move against him.”94
According to Minxin Pei, professor of government at Claremont
McKenna College, rule changes under Xi have also “systematically
enshrined Xi’s personal authority and made support for and loyal-
ty to Xi’s authority a litmus test to determine discipline violations,
job performance, and appointments and promotions of officials.”95 A
condition to maintain Xi’s status as the core and the center of the
entire Party is now included in the CCP’s Disciplinary and Penal-
ty Code, Inspection and Work Code, CCP and Government Cadre
Evaluation Code, and Cadre Appointment and Promotion Code.%
Support for Xi even appears to be a criterion for participation in the
upcoming 20th Party Congress.{ 97

*Xi has also amassed the political power to alter more authoritative rules than his pre-
decessors in a way that further entrenches his own power. For example, in 2016 Xi oversaw
the revision of Several Principles on Political Life in the Party, one of the core documents
developed under Deng Xiaoping to prevent the return of Mao-era strongman rule. The revised
document notably decreased the emphasis on “collective leadership” and watered down pro-
hibitions against the promotion of a personality cult. Minxin Pei, “Rewriting the Rules of the
Chinese Party-State: Xi’'s Progress in Reinvigorating the CCP,” China Leadership Monitor,
June 1, 2019, 1-5.

TAfter the November 2021 Sixth Plenum, CCP media began emphasizing that delegates se-
lected for the upcoming 20th Party Congress must “firmly uphold General Secretary Xi Jinping’s
core position in both the Party’s Central Committee and the Party as a whole.” Neil Thomas,
written testimony for U.S.-China Economic and Security Review Commission, Hearing on CCP
Decision-Making and the 20th Party Congress, January 27, 2022, 11.
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The “Two Safeguards” and the “Two Establishes”

Xi has used a pair of political formulations known as the “Two
Safeguards” and “Two Establishes” to enshrine his status in offi-
cial Party documents and to build a political defense for his per-
sonal leadership. In the runup to the 20th Party Congress, the two
formulations have served as a vehicle for expressing obeisance to
Xi in public statements by officials and organizations of the Party,
government, and military at both central and provincial levels.98

e The Two Safeguards, introduced in early 2018, stipulate that
the CCP must “safeguard General Secretary Xi Jinping’s po-
sition as the core of the CCP Central Committee and the core
of the whole Party” and “safeguard the CCP Central Com-
mittee’s authority and centralized, unified leadership.”9° The
Two Safeguards were incorporated into the CCP Regulations
on Disciplinary Actions on August 26, 2018, making them a
powerful tool for enforcing political loyalty to Xi.100

e The Two Establishes build on the foundation of the Two Safe-
guards while taking steps toward greater personalization of
power,* declaring that the Party has “established Comrade Xi
Jinping’s status as the core of the CCP Central Committee
and the core of the whole Party” and “established the guid-
ing role of Xi Jinping Thought on Socialism with Chinese
Characteristics for a New Era.”101 Though first mentioned in
2018, the Two Establishes have been most heavily promoted
since their incorporation into the 19th Central Committee’s
Sixth Plenum Communique and Xi’s historical resolution in
November 2021.102

Emphasis on National Security in All Policy Areas

Xi has embedded a broad definition of “national security” into
decision-making in nearly every policy area (see “Xi’s ‘Compre-
hensive National Security Concept’” below), which complements
his emphasis on coordinated, centralized leadership.193 Since
2014, the CCP claims to have made “security development a com-
mon thread in every domain of national development,” and the
majority of Party and state organs now directly support some as-
pect of China’s so-called “national security work.”104¢ As Timothy
Heath, senior international defense researcher at RAND Corpo-
ration, explained in 2015, the adjustment means “anything [CCP]
authorities deem an impediment to the realization of any of the
country’s developmental objectives—regardless of whether it is
economic, political or another category—may now be deemed a
‘security threat.’”105

*While only one of the Two Safeguards mentions Xi by name, both of the Two Establishes
concern him directly. Additionally, while the Two Safeguards refer to the leader by his current
position as “General Secretary Xi Jinping,” the Two Establishes refer to him as “Comrade Xi
Jinping,” thereby promoting him as an individual with authority independent of his particular
position in the Party apparatus. Qiushi, “Read and Understand the Decisive Significance of the
‘Two Establishes’” (I “P/MfSL” AIPUE MR ), January 10, 2022. Translation; Propaganda
Department of the Chinese Communist Party Central Committee, “Two Safeguards” and “Four
Consciousnesses” ( “ /N4 Al “PUASEIR” ), August 27, 2018. Translation.
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Xi’s “Comprehensive National Security Concept”

Xi has introduced a so-called “Comprehensive National Secu-
rity Concept”* that argues that threats to the CCP regime may
originate from any field in the domestic or international arena
and that these threats require coordinated, proactive efforts to
manage. Its introduction in 2014 heralded a dramatic broadening
and elevation of the concept of national security within China’s
policy framework.16 As Sheena Chestnut Greitens, associate pro-
fessor at the Lyndon B. Johnson School of Public Affairs at the
University of Texas at Austin, testified before the Commission,
the concept is primarily concerned with threats to the security
of the CCP regime and political system.107 According to official
descriptions, it covers a wide and expanding range of policy areas
within the definition of national security.198 To date, this includes
at least political security, military security, territorial security,
economic security, cultural security, societal security, scientific se-
curity, internet security, environmental security, resource securi-
ty, nuclear security, security of overseas interests, space security,
deep sea security, polar security, and biological security.f 199 The
concept considers both internal and external threats in each of
these areas as well as the potential for the two types of threats to
interact with and exacerbate one another.110 It further emphasiz-
es the importance of proactive efforts to neutralize threats before
they cause lasting damage.111

To better coordinate the expansion of security responsibilities
throughout the bureaucracy, Xi has strengthened central control by
creating the Central National Security Commission (CNSC) and its
associated hierarchy.112 Xi presided over the creation of the CNSC
in 2014 by elevating the previously ad hoc Central National Securi-
ty Leading Small Group to the status of a permanent commission,
thereby granting it a permanent staff office, a regular membership,
and a position of greater influence within the bureaucracy.113 Since
2014, the CNSC has served as the CCP Central Committee’s official
“coordinating mechanism for decision-making and discussion” on the
broad range of issues now deemed “national security” affairs and the
institutional manifestation of Xi’s Comprehensive National Securi-
ty Concept.114 It functions as the highest decision-making body for
integrated national security issues, merging the bureaucratic stove-

*The term is also sometimes translated “overall national security concept” or “holistic na-
tional security concept.” Manoj Kewalramani, “Xi’s Boao Forum Speech - 20th Party Congress
Nominations - State Council on Agriculture & Energy Security - Xinjiang Secretary Ma Xingrui
on National Security - Wang Yi’s South Caucasus Diplomacy,” Tracking People’s Daily, April 21,
2022; Joel Wuthnow, written testimony for U.S.-China Economic and Security Review Commis-
sion, Hearing on CCP Decision-Making and the 20th Party Congress, January 27, 2022, 2; Sheena
Chestnut Greitens, written testimony for U.S.-China Economic and Security Review Commission,
Hearing on U.S.-China Relations at the Chinese Communist Party’s Centennial, January 28, 2021,
1

TParty sources often describe the relationship between various areas as: “the security of the
people as the aim; political security as the fundamental principle; economic security as the foun-
dation; military, cultural, and sometal securlty as guarantees; and the promotion of international
securlty as the source of support.” Tarlljg “Ideolo ical Securlty in the Framework of the
Overall National Security Outlook” ﬁiﬁ%‘ﬁx%i)uﬁ W I ERIEAS %24, Socialism Studies,
December 12, 2019. Translation; thua “Xi Jinping: Persist in the Comprehenswe Natlonal
Secunty Concept Walk the Road of National Security with Chinese Characteristics” (2Ji1F:
FRRARIE F e a0 kb R (B 51 22 418 B%), April 15, 2014. Translation.
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pipes of national security work through its inclusion of top political,
military, and economic leaders.* 115 An official readout of the CNSC’s
first meeting states that the group exists “to establish a centralized,
unified, efficient, and authoritative national security system; and to
strengthen the leadership of national security work.”116 This body
is responsible to the Politburo and Politburo Standing Committee
and is chaired by Xi himself.117 A hierarchy of subordinate national
security commissions have also been integrated into the Party struc-
ture at the provincial, prefectural, municipal, district, and county
levels.118 These lower-level commissions take direction from above
and are mainly tasked with implementation,f creating a system of
supervision and coordination that extends from Xi in his role as
CNSC chairman to the localities.119

Consequences for CCP Decision-Making in the Xi Era

The recentralization of the CCP’s decision-making power under
Xi streamlines policy coordination in China while undermining the
flexibility of lower-level bodies and contributing to other policy chal-
lenges. Consequences arising from this recentralization include:

e Centralized decision-making encourages further reliance on
campaign-style governance, which is ill-suited to addressing lon-
ger-term, structural challenges: As a Leninist party, the CCP is
inherently mobilizational and often formulates and implements
policy in a campaign-style manner.120 Campaigns are appealing
because in demanding rapid and clear results, they can over-
come bureaucracy and give the impression of responsiveness to
policy problems.121 By increasing the system’s responsiveness to
centralized directives, Xi’s streamlining of the system increases
the attractiveness of the mobilizational approach to policy for-
mulation. Mr. Thomas testified that a mobilizational approach
can yield results in policy areas with short-term, measurable,
and easily defined goals, such as the improvement of air quality
in China’s industrial northeast.122 Campaign-style governance
is less effective in resolving longer-term structural challenges
such as China’s economic slowdown, declining productivity, and
high debt levels, which require careful balancing between dif-

*The groups broad membership reflects the requirements of the comprehensive national secu-
rity concept’s expansive and integrated nature. In 2017, the CNSC membership reportedly includ-
ed Zhang Dejiang (Politburo Standing Committee Member Chair of National People’s Congress);
Wang Huning (Politburo Member, Director, Policy Study Office of Central Committee); Liu Qibao
(Politburo Member, Chief of Propaganda Department); Sun Zhengcai (Politburo Member, Party
Secretary of Chonggqing); Fan Changlong (Politburo Member, Deputy Chair, CMC); Meng Jian-
zhu (Politburo Member, Secretary of Central Political-Legal Affairs Commission); Hu Chunhua
(Politburo Member, Party Secretary of Guangdong); Li Zhanzhu (Politburo Member, Director of
General Affairs Office); Guo Jinlong (Politburo Member, Party Secretary of Beijing); Han Zheng
(Politburo Member, Party Secretary of Shanghai); Yang Jing (State Councilor, Secretary of Central
Secretariat); Guo Shengkun (State Councilor, Minister of Public Security); Zhang Yesui (Party
Secretary and Deputy Minister of Foreign Ministry); Yang Jiechi (State Councilor, Director of the
Foreign Affairs Office); Zhou Xiaochuan (Chief, People’s Bank of China); Fang Fenghui (Chief of
Staff, CMC); Zhang Yang (Chief, Political Department, CMC); Zhao Keshi (Chief, Logistic Depart-
ment, CMC); and Zhang Youxia (Chief, Equipment Development Department, CMC). Yun Sun,
written testimony for U.S.-China Economic and Security Review Commission, Hearing on CCP
Decision-Making and the 20th Party Congress, January 27, 2022, 8-9.

FInformation from local Party and government sources suggests the lower-level commissions
meet two to three times per year to review decisions from commissions at the higher levels,
receive reports from other agencies, and discuss national security issues. Joel Wuthnow, writ-
ten testimony for U.S.-China Economic and Security Review Commission, Hearing on CCP Deci-
sion-Making and the 20th Party Congress, January 27, 2022, 2.
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ferent stakeholders, including central and local government of-
ficials and state and nonstate businesses.123

e (Centralized decision-making reduces flexibility in local-level gov-
ernance, a historically important source of regime resilience: In
testimony before the Commission, Middlebury College associate
professor of political science Jessica Teets explained that the
previous encouragement and tolerance of local-level experimen-
tation and adaptation of central-level policy directives enabled
the CCP to maintain broad-based support for its rule.*124 Lo-
cal experimentation has also encouraged provinces to calibrate
their tax and investment regulations to compete for investment
from private and foreign firms.125

e Xi’s centralization of political power and decision-making in the
CCP and himself makes it difficult to correct policy mistakes:
As Xi has consolidated power within CCP bodies and himself,
the Party’s policy choices increasingly reflect his personal judg-
ment with minimal if any checks from other parts of the Par-
ty-state bureaucracy.126 Concentrating policy formulation and
decision-making in leading small groups and commissions per-
sonally led by Xi means cadres also become fearful of adjusting
and implementing policy in any manner that might run counter
to the general secretary’s pronouncements.127

Economic Decision-Making

Like other domains, economic policymaking under General Sec-
retary Xi has been characterized by increasing centralization. The
economic domain is unique, however, in the degree to which decen-
tralization and devolution of economic decisions had become core
features of China’s economy prior to Xi’s ascension. In contrast to
speculation at the beginning of his term that Xi might accentuate
these trends as a market-oriented reformer, he has rather proven
to be a reformer of a very different kind: a Leninist aiming to re-
vive the Party’s ability to more assertively penetrate and steer the
economy, enact control over economic agents, and neutralize coun-
tervailing centers of economic power.7128 Centralized economic deci-
sion-making under Xi aims to steer China’s economy toward a new
“high-quality” growth model, aiming to not only entrench and legiti-
mize the CCP’s position at home in the process but also buttress its

*Strict pollution standards, for example, might lead wealthier provinces to invest in clean en-
ergy technologies and poorer provinces to pare back pollutive manufacturing activity. Guangdong,
a wealthy province along China’s eastern seaboard, for example, pledged in its provincial 14th
Five-Year Plan to “implement renewable energy replacement [of fossil energyl,” invoking Xi’s call
from March 2021 to “establish a new type of power system with new energy as the mainstay.”
“New energy” in CCP policy pronouncement often refers to recently developed energy generation
technologies such as wind and solar power as opposed to traditional fossil or hydrogeneration
technologies. Jessica Teets, written testimony for U.S.-China Economic and Security Review Com-
mission, Hearing on CCP’ Decision- Making and the 20th Party Congress, January 27, 2022, 3;
Edmund Downie and Jeremy Lee Wallace, “Gatekeepers of the Transition: How Provinces Are
Adapting to China’s National Decarbonization Pledges,” Columbia University Center on Global
Energy Policy, November 22, 2021.

T Leninism defines and characterizes the CCP’s authoritarian organizational structure. Adopted
originally from the Soviet Union, Leninism calls for a “vanguard” party organized along strict hi-
erarchical lines not only to firmly dominate and control the government but also to penetrate and
control society more broadly. For more, see Joseph Fewsmith, written testimony for the U.S.-Chi-
na Economic and Security Review Commission, Hearing on CCP Decision-Making and the 20th
Party Congress, January 27, 2022, 1; Neil Harding, “Leninism,” Duke University Press, 1996.
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influence globally.* 129 To accomplish this, Xi is reviving, enhancing,
and building new levers of central control over China’s sprawling
economy.

The Fragmentation of Economic Decision-Making Prior to
the Xi Era

In the decades preceding Xi, decentralization and devolution of
economic decision-making came to characterize China’s political
economy. “Fragmented authoritarianism” became a widely used
term to describe the sprawling nature of China’s economic bureau-
cracy, which consists of two vertical hierarchies, the Party (e.g., Par-
ty committees) and the state (e.g., ministries), intermeshed with ter-
ritorial-level governments (e.g., mayors) and replicated at five levels:
central, provincial, county, city, and township. Around the period of
China’s Reform and Opening, the prominence and discretion of local
implementation increased sizably.7 As Dr. Teets argued in testimony
before the Commission, the great strength of this model was the
adaptability it afforded an otherwise rigid authoritarian state. Local
governments were able to compete, innovate, and move quickly to
encourage GDP growth.130

The problem CCP leaders perceived, however, was that their for-
mal control over economic decision-making had eroded. Halting at-
tempts to adjust the growth model under the Hu Jintao and Wen
Jiabao Administration highlighted conflicts between the central gov-
ernment, local governments, and emerging corporate class.131 In-
ability to push forward central directives also revealed the relative
decline of Party control mechanisms as well as rampant corruption
and state capture by networks of regime insiders.132 Vested inter-
est groups across various sectors (e.g., real estate, infrastructure, fi-
nance, and energy) and geographic areas developed centers of power
challenging Beijing. Characterized by informal patronage and loyal-
ty networks, these blocs proved capable of influencing national pol-
itics and stymying central government initiatives in favor of paro-
chial interests.i While this collusion between local governments and
business may have fostered China’s rapid growth, it undermined the
effectiveness of central governance, often requiring Beijing to bar-
gain informally with influential interest groups in exchange for com-
pliance with top-level decisions.133 As vested interests undermined

*As Neil Thomas explained in testimony before the Commission, “For Xi, political power also
has a policy purpose. Xi is not a simple megalomaniac. His personalist rule is an effort to ‘con-
centrate power to do big things.”” Neil Thomas, written testimony for the U.S.-China Economic
and Security Review Commission, Hearing on CCP Decision-Making and the 20th Party Congress,
January 27, 2022, 4.

TSome analysts and scholars identify the centralization versus decentralization paradigm as
the perpetual source of both development and conflict in authoritarian systems, as a “continuous
struggle” and “mutual interdependence” of a “despotic, universal state” contends with “a decen-
tralized, particularistic aristocracy in actual possession of much of the power infrastructure of
society.” Mark Lupher, “Power Restructuring in China and Russia,” Westview Press, 1996, 10. As
an example of this struggle within China, following the establishment of the People’s Republic in
1949, China was originally governed via six greater administrative areas, all headed by powerful
revolutionaries. However, this system was abolished quickly in the 1950s in favor of smaller pro-
vincial governance units, as Mao feared that large local power bases were a mounting challenge
to central authority. Xiao Ma, “Localized Bargaining,” Oxford University Press, 2022, 194.

%A recent insider-turned-defector’s account of this process is captured in Desmond Shum’s book
Red Roulette, wherein the author demonstrates the informal networks of wealth and influence
that proliferated in the Hu-Wen era involving intimate members of Premier Wen Jiabao’s own
family, high-ranking Party personnel, private businessmen, and a variety of other elites. In one
chapter, Shum reveals that he, a non-Party member, was able to influence the promotion track of
several cadres. Desmond Shum, Red Roulette, Simon & Schuster, September 7, 2021.
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the Party internally, sources of wealth and influence outside the
Party structure also rose precipitously, leading to the rapid relative
decline in importance of the Party’s formal control mechanisms.134

Increasingly aware of their dwindling influence, CCP leaders came
to view economic decentralization and fragmentation of authority as
a threat to their rule. Thus, while many within and outside China
saw liberalizing market-oriented reforms—moves that would have
promoted transparency, increased bottom-up input and accountabil-
ity, and decreased the role of regime insiders over the economy—as
the solution to increasingly obvious systemic defects, CCP leaders
opted instead for top-down reform, revivifying the Party’s influence
over the economy.

Power and Preservation Motivate Centralized Economic
Decision-Making in the Xi Era

General Secretary Xi came into power with a mandate to pre-
serve and recentralize the Party’s authority, increase compliance
with top-level economic directives throughout the Party-state bu-
reaucracy, and crack down on vested interests.135 At the highest
levels, agreement was reached that reform from above via hierar-
chical, formal, Leninist Party structures was crucial to the Party’s
preservation. Xi’s efforts are thus oriented around subjecting eco-
nomic decision-makers to strict adherence to his “top-level design
approach.”136 As Xi elaborated in a speech at the Fifth Plenum of
the 19th Central Committee in October 2020, his “new development
dynamic” is intended to “strengthen planning and design at the
top level, and delegate detailed tasks to lower levels with priorities
assigned.”137 Xi’s approach is intended to counter the fragmented
nature of the economic system that had arisen in the decades pri-
or to his rule, in particular aiming to weaken centers of economic
influence inside and outside the Party-state system that complicate
or undermine his top-level direction. As Dr. Teets addressed in tes-
timony before the Commission, this represents a decisive—though
as of yet incomplete—move toward a new type of economic model
wherein the center exerts greater control and the localities have
far less autonomy.138 Xi notes his intentions for consolidating and
centralizing in his Fifth Plenum speech, arguing that his “new de-
velopment dynamic must be built upon a unified national market,
not on small and fragmented local markets.” 139

In addition to Party preservation, Xi’s drive to centralize control
over the economy is motivated and justified in terms of engineer-
ing a comprehensive modernization drive to augment China’s na-
tional power and global influence, particularly vis-a-vis the United
States.*140 The Party’s evolving economic development ambitions

*In a speech given shortly after becoming general secretary in 2013, Xi outlined his guiding
motivation: “we must concentrate our efforts on bettering our own affairs, continually broadening
our comprehensive national power, improving the lives of our people, building a socialism that
is superior to capitalism, and laying the foundation for a future where we will win the initiative
and have the dominant position.” In the third volume of Governance of China, Xi explains that a
“well-founded system is the biggest strength a country has, and competition in terms of systems
is the most essential rivalry between countries.” Beijing’s nationalist pursuit of “the great reju-
venation of the Chinese nation” is routinely framed as part of this broad competition of systems,
particularly with the United States, and it is in turn used to justify the need for strengthening
the Party and enhancing its position over and within the economy. For more, see U.S.-China Eco-
nomic and Security Review Commission, Chapter 1, Section 1, “A Global Contest for Power and
Influence: China’s Views of Strategic Competition with the United States,” in 2020 Annual Report
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are rhetorically and practically connected with the preservation of
its domestic political position as well as its ability to exert glob-
al influence. Xi and his authorized propaganda regularly promote
the idea that the Party is uniquely capable—informed by allegedly
scientific assessments stemming from its Marxist analytic frame-
work—of leading China and its economy to what he calls the “great
rejuvenation.”141 Barry Naughton, China economist at the Universi-
ty of California at San Diego, succinctly captures Beijing’s evolving
approach to its economy as a process of “grand steerage.”142 At the
19th Party Congress, Xi introduced a new and expedited timetable
for bolstering China’s so-called “comprehensive national power” by
way of having “basically achieved modernization” by 2035.143 For
Xi, achieving these expedited modernization goals simultaneously
requires and justifies centralization, unity, and disciplined adher-
ence to top-level economic directives. The CCP’s preservation and
reinvigoration is thus, at least in Xi’s assessment, in a symbiotic
relationship with his modernization goals and his ambitious vision
for global leadership.

Xi’s confident pursuit and enunciation of his nationalistic mod-
ernization plans, however, coexist uneasily with the stark reality of
an unbalanced economy that has experienced extended overreliance
on unproductive debt. Misallocated resources have led total factor
productivity growth (an economist’s primary measure of economic
efficiency) to drop precipitously from an average of 3.5 percent in
the 2000s to only 0.7 percent in the 2010s, at the same time total
debt has ballooned.144 It is increasingly evident to those inside and
outside Beijing that a decisive economic slowdown is unavoidable
and happening. These unwelcomed realities have only added urgen-
cy to Xi’s centralization drive as he seeks to make a virtue out of
necessity: concentrating control to not only cut off local governments
and vested interests from piling up debts in unproductive sectors
but also steer resource allocation in centrally approved directions.
As Beijing deepens a belated effort to cut off credit to old growth
drivers, principally real estate construction activities, these moves
have become embedded in a larger, politicized effort to shift China’s
growth model from “quantity” to “quality,” wherein investment is
channeled in accordance with a top-down definition of “quality” that
conspicuously serves Xi’s modernization drive. Centralization and
the revivification of top-down control mechanisms simultaneously
aim to strengthen Xi’s capacity to guide this process and to ensure
the regime’s preservation amid potential economic instability.

Politicized Economic Decision-Making Replaces GDP
Growth Maximization

Faced with a drastic slowdown in China’s economy, the CCP
has invoked Xi’s modernization agenda as a rationale for deem-
phasizing growth rates and elevating the importance of several
other aspects of economic development, prominently including
environmental health, concerns over inequality, and shifting the

to Congress, November 2020; Xi Jinping, “Uphold and Improve the Chinese Socialist System and
Modernize State Governance,” Governance of China, Volume 3, October 31, 2019, 144; Tanner
Greer, “Xi Jinping in Translation: China’s Guiding Ideology,” Palladium, May 31, 2019.
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Politicized Economic Decision-Making Replaces GDP
Growth Maximization—Continued

growth model to “high-quality” innovation-driven growth.* Exter-
nal observers initially expressed optimism that reducing a singu-
lar emphasis on growth would cut back on the negative external-
ities of China’s model. In practice, however, deemphasizing GDP
growth as the lynchpin of economic decision-making has had the
opposite effect, greatly increasing the politicization of economic
decision-making as the CCP takes a top-down approach to deter-
mining what constitutes high-quality growth. Numerical targets
often allowed officials and enterprises leeway to experiment in
how they fulfilled state-directed objectives. GDP targets, however,
have been replaced by a “confusing welter of political, social, and
environmental mandates,” according to Andrew Batson, director
for China research at economic research firm Gavekal. The shift
has led officials and enterprises to adhere more closely to signals
from Beijing than the market.145 Rather than liberal market re-
form, Xi’s “grand project to reorient the Communist Party’s mo-
bilizational machinery away from the pursuit of economic growth
and toward a broader set of goals, which can be summarized as
the pursuit of ‘national greatness’” is instead far more “consistent
with Xi’s renewed focus on ideology and political discipline.”146

The Structures of Economic Decision-Making under Xi

Xi is revivifying formal Leninist structures to discipline and con-
trol lower-level economic decision-making, enforce adherence to cen-
tral directives, deepen the Party’s penetration into all aspects of the
economy, and expand and deploy macroeconomic policy planning
and guidance. Structures of economic decision-making under Xi can
be segmented into two areas: (1) discipline, command, and control
of the Party and state bureaucracies; and (2) increased penetration
and efforts to steer the nonstate sector. Xi aims to overcome the
structural challenge of exerting control over a sprawling economic
system, enormous geographical expanse, and massive population by
conditioning the bureaucracy, local officials, state-owned enterprises,
and—increasingly—nonstate actors to faithfully enact his nation-
alist modernization plans. Xi’'s address to the 19th Party Congress
stressed the importance of developing the Party so the Party can
guide the country and the economy toward modernization.147 This
belief will continue to animate Xi’s agenda at and beyond the 20th
Party Congress.

*The 19th Party Congress was the locus of a major change in this dlrectlon as Xi altered the
CCP’s “principal contradiction” facing Chinese society away from Deng’s “ever- growmg material
and cultural needs of the people and backward social production” and to his own “unbalanced and
inadequate development and the people’s ever-growing needs for a better life.” As Neil Thomas
explained in his testimony, this change in the “principal contradiction” is an arcane but extremely
important aspect of China’s governance. Neil Thomas, written testimony for the U.S.-China Eco-
nomic and Security Review Commission, Hearing on CCP Decision-Making and the 20th Party
Congress, January 27, 2022, 5-6.
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Reconsolidating the Control Center: The Party-State’s
Economic Bureaucracy

Whereas Mao Zedong was broadly “[d]istrustful of bureaucracy”
and “sought means of administration which minimized the role of
bureaucracy,” Xi seeks to rule through the bureaucracy, increasing
its conditioning and adherence to central directives so that it may
be harnessed and relied upon to faithfully steward his top-down
economic program.148

Centralizing Economic Decision-Making Power through Institutional
Restructuring

The ability of central leaders to restructure both Party and state
institutions is a major source of power.14? Concentration of economic
decision-making within Party commissions, and the expansion in re-
sources and institutional capacity of these bodies, provides Xi great-
er leverage to penetrate and guide the state bureaucracies responsi-
ble for carrying out economic policy and ensure they are responsive
to his top-level design.* By moving decision-making to these com-
missions, Xi has shifted the locus of economic decision-making out
of the Politburo Standing Committee and to himself and his coterie
of loyalists that run the economic commissions. Xi has also empow-
ered Party organs he more directly controls to reclaim command
over economic policymaking and implementation processes that had
devolved to the State Council, enabling his influence over economic
policy to far outpace that of Li Keqiang who, as premier of the State
Council, would historically have had more power over economic mat-
ters.t 150

The two most important Party entities for economic policy-mak-
ing in China, both upgraded from leading small groups to commis-
sions in March 2018, are the Central Comprehensively Deepening
Reform Commission and the Central Finance and Economic Affairs
Commission.!51 The former, although not principally focused on eco-
nomics, is nonetheless the most important commission impacting
economic policy. Nis Griinberg, lead analyst at the Mercator Insti-
tute for China Studies and an expert on China’s governance, called
the Central Comprehensively Deepening Reform Commission the
“powerhouse for Xi Jinping’s ‘top-level design’ policymaking, issuing
policy on a broad array of topics, including economic issues.”152 The
Central Comprehensively Deepening Reform Commission outranks
ministries and commands more political clout than China’s State

*Resources and personnel were syphoned away from functional ministries to staff these now
expanded bodies, likely leading to “larger permanent staff and even their own office buildings.”
Victor Shih, written testimony for the U.S.-China Economic and Security Review Commission,
Hearing on CCP Decision-Making and the 20th Party Congress, January 27, 2022, 2

T Prior premiers, such as Zhu Rongji, have been given the latitude to oversee momentous eco-
nomic policy programs, including banking system reorganization and state-owned enterprise re-
form. Beyond the structural changes, recent Party proceedings further point to the sidelining of
the State Council and its leadership in matters of economic affairs. Li Keqiang was notably not
referred to as “Premier” in the readout of the CCP’s 2021 Central Economic Work Conference,
whereas he was in the 2020 readout. Xinhua, “The Central Economic Work Conference Was Held
in Beijing, Xi Jinping and Li Keqiang Delivered Important Speeches, Li Zhanshu, Wang Yang,
Wang Huning, Zhao Leji, and Han Zheng All Attended the Meeting” (-h 522 3¢ 1E 2 FEAE 512847
7)&?%%@ 3 L#lg IRARASETE T TR AR BRI 1 2310, December 10, 2021. Translation;
Xinhua, “Central Economic Work Conference Held in Beijing, Xi Jinping and Li Kegiang Made
Important Speeches, Li Zhanshu, Zhao Leji, Wang Yang, Wang Huning, and Han Zheng Attended
the Meeting” (1255 TAES LXEthTVT YT v A YRR SRR TSR VE I T R R PR I
#2210, December 18, 2020. Translation.



49

Council, which it uses “to steer and accelerate structural reforms
under guidance by the central leadership,” and it includes but is
not limited to economic policymaking areas such as “structural re-
forms in the financial sector, market regulation, and trade policy.” 153
The Central Comprehensively Deepening Reform Commission for-
mulates policies and hierarchically guides subordinate functional
bodies such as the People’s Bank of China, the Ministry of Finance,
the China Securities Regulatory Commission, China Banking and
Insurance Regulatory Commission, the Ministry of Science and
Technology, and the Ministry of Industry and Information Technol-
ogy.* 154 The Central Finance and Economic Affairs Commission, as
the second-most-important economic policymaking body, fulfills a
similar role but with a more specialized remit focusing specifically
on finance and economics, and it is “not as involved in the concrete
policy formulation as the Central Comprehensively Deepening Re-
form Commission.” 155

The most noteworthy downgrading of state power at the expense
of the Party’s recentralization of economic policymaking may be the
de facto demotion of the National Development and Reform Commis-
sion (formerly the State Planning Commission){, an entity of the state
government once so powerful it was known as the “mini State Coun-
cil.”156 In the Hu-Wen era, the State Council guided China’s economic
development, with the National Development and Reform Commission
leading coordination of the national five-year planning process and
making relevant policy decisions.17 Under Xi, the Party-led commis-
sions identified above have taken on more of these responsibilities at
the same time as the 2018 restructuring removed key economic poli-
cymaking areas from the commission’s jurisdiction, further curtailing
its influence.i The National Development and Reform Commission
remains the leading state body for macroplanning and still conducts
preliminary five-year planning research at the direction of the Polit-
buro and the Central Committee, presenting them with initial policy
proposals. The Party’s Central Finance and Economic Affairs Commis-
sion, however, now coordinates the drafting of the actual five-year plan
and makes relevant decisions on its content.15® Centralized econom-
ic decision-making power in Party bodies that are more pliant to Xi’s
commands and increasingly resourced and empowered to steer China’s
economic bureaucracy demonstrate Xi’s desire to ensure greater com-
pliance with his top-level directives.

*In recent years, significant economic policies were made by the State Council, but they need-
ed to be discussed and approved by the Politburo and Politburo Standing Committee. In the
late 1970s, during the transition away from Maoism, the CCP authorized the State Council to
manage day-to-day administration of the country. Alex He, “The Emerging Model of Economlc
Policy Making under Xi Jinping: China’s Political Structure and Decision- making Process,” Cen-
tre for International Governance Innovation, December 2018, 11; Susan Lawrence and Mari Lee,
“China’s Political System in Charts: A Snapshot before the 20th Party Congress,” Congresswnal
Research Service, November 24, 2021, 27.

FThe State Plannlng Commission was first established in 1952 and charged with managing the
central planned economy. In 1998, it was renamed the State Development Planning Commission,
which in 2003 merged with the State Council Office for Restructuring the Economic System and
part of the State Economic and Trade Commission to form the National Development and Reform
Commission. Peter Martin, “The Humbling of the NDRC: China’s National Development and
Reform Commission Searches for a New Role Amid Restructuring,” China Brief, March 6, 2014.

£When Xi came to power in 2012, the National Development and Reform Commission was
also “one of the first major bureaucracies to fall under Xi’s anticorruption radar. Dozens of [Na-
tional Development and Reform Commission] officials were netted, including Deputy Director
Liu Tienan, who managed the energy portfolio.” Neil Thomas, “Change of Plans: Making Market
Capitalism Safe for China,” MacroPolo, December 30, 2018.
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Increasing Supervision and Control of Local
Experimentation beyond the 20th Party Congress

Despite Xi’s centralization drive, economic policy implemen-
tation of top-level directives retains decentralized features. The
reasons for this are structural, pragmatic, and strategic. Structur-
ally, given China’s geographic and population size, central leaders
have little choice but to rely on local-level implementation of their
plans. Pragmatically, central leaders continue to derive utility
from local governments and officials figuring out what high-level
directives such as “supply-side structural reform” should mean
in practice. By passing responsibility to local levels, the central
government puts the onus of resource expenditure on them while
preserving its own resources. Further, the center can actively pro-
mote the specific implementation solutions that work well at the
local level. Strategically, the central government is able to shift
blame onto local governments whenever anything goes wrong. As
Ran Ran and Yan Jian, scholars of Chinese politics, explain, “Up-
per level Chinese officials are inclined to deflect the blame down-
ward to those at the lower levels who are in a less powerful posi-
tion in the administrative system.”160 All of these factors enable
Xi to take credit when things go right, blame others when things
go wrong, and allow those below him to do the difficult work of
trying to implement vague and contradictory top-level guidance.

Dr. Teets emphasized in testimony before the Commission, how-
ever, that policy experimentation in the Xi era is increasingly “su-
pervised,” with digital governance tools augmenting the center’s
ability to “directly monitor local compliance.”161 This has led the
governance structure to become “less fragmented between Par-
ty and State, and between the central and local levels of gov-
ernment, removing much of the previous policy discretion in the
system.”162 While reduced local discretion has benefits related
to better implementation, less corruption, and more mobilization
and standardization capacity, Xi’'s changes to governance have
also led to confusion and frustration among cadres who face less
clarity on promotion prospects, a sense of paralysis, and decreas-
ing morale.163 Centralization and bureaucratization remain ongo-
ing processes and are far from complete, but the shift to this style
of governance will increasingly endure “the same problems that
all rigid bureaucracies do: less innovation to solve local problems,
inadequacy of “one-size-fits-all policies,” challenges of collecting
enough information, and of regulating elite ambition within the
system.”164 Nonetheless, Dr. Teets assesses that through the 20th
Party Congress and beyond, “Xi Jinping’s belief that the Par-
ty-state system was facing existential threats under the previous

system makes any deviation from political centralization unlike-
ly.”* 165

*Optimistically, Dr. Teets forecasts that as “power accrues to the Party leadership and for-
mer veto players are pushed out of the system, we will observe policy reform in traditionally
challenging areas, such as the urbanization-household registration nexus, advanced economic
reform, and land reform. In the past, these reforms were not feasible because local or factional
leaders opposed them, but now these changes may be made.” Jessica Teets, written testimony for
U.S.-China Economic and Security Review Commission, Hearing on CCP Decision-Making and
the 20th Party Congress, January 27, 2022, 4.
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Placing, Promoting, and Rewarding Personnel in the Economic
Domain: Xi’s Network of Loyalists

Building and placing networks of loyalists in key domains is one of
the most important aspects of control in the CCP’s Leninist system.
In the sprawling economic domain in particular, wherein numerous
technical issue areas make it impossible for one individual to track
everything at the center let alone at the localities, Xi relies on a co-
terie of loyalists to carry out his will. Xi leans heavily on the CCP’s
Central Organization Department, a powerful Party organ that di-
rectly monitors, evaluates, and controls promotions for thousands of
positions throughout the Party system, thus making it an immense-
ly important institution to Xi’s plans for economic grand steerage as
well for the millions of cadres seeking promotion into positions of
prominence.* The Organization Department’s influence has only in-
creased since 2018, when the State Administration of Civil Service,
which formerly handled the appointment and assignment of state
officials, was abolished and its functions absorbed into the Organi-
zation Department.166 Xi has filled the Organization Department’s
leadership role, effectively his “chief personnel officer,” with close
associate Chen Xi, who was his roommate and close friend as a fel-
low “worker-peasant-soldier student” at Tsinghua University, when
they both studied the same subject (chemical engineering) at the
same time (1975-1979).167 Control over the Organization Depart-
ment allows Xi not only to promote loyalists to any position within
the “leading cadre system,” including the heads of the provincial
organization departments, but also to embed his preferred economic
promotion metrics into the evaluation criteria leading cadres com-
pete to meet, mobilizing China’s personnel apparatus to further his
own politically informed economic development agenda.168

Xi’s loyalists are also perched atop the key “comprehensive”
economic decision units, namely those that are more important
than specific functional bureaucracies. Most important in this
regard is Liu He, who handles the relevant economic issues at
both the Central Comprehensively Deepening Reform Commis-
sion and the Central Finance and Economic Affairs Commission.
Liu, as with Chen Xi, is a close associate from Xi’s youth.169 In
the state bureaucracy, Xi also placed He Lifeng, one of his closest
associates dating back to their time in Fujian in the 1980s, at the
head of the National Development and Reform Commission.170
He could become Xi’s top economic advisor, according to reporting
from the Wall Street Journal, taking over for Liu and overseeing
day-to-day economic work at the Central Comprehensively Deep-
ening Reform Commission and the Central Finance and Economic
Affairs Commission.17! Liu is over the implicit retirement age
and, if the implicit norm holds, would vacate these positions at
the 20th Party Congress.172

*The leading cadre system is estimated to contain over two million positions, with roughly
2,500 at the provincial/ministerial level. Cadre evaluation has also become substantially more
centralized over time, with the Organization Department promulgating a variety of more spe-
cific metrics, the provinces more closely monitoring the counties, and the center more closely
monitoring the provinces for compliance. Rui Qi, Chenchen Shi, and Mark Wang, “The Over-Cas-
cading System of Cadre Evaluation and China’s Authoritarian Resilience,” China Information
35:1 (March 2021): 67-88; Han Chan and Jie Gao, “The Politics of Personnel Redundancy: The
Non-Leading Cadre System in the Chinese Bureaucracy,” China Quarterly 235 (2018): 627.
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Controlling, Disciplining, and Punishing Personnel in the Economic
Domain: Fear as a Tool

While placement and promotion incentives are a key lever Xi
uses to induce compliance with his economic agenda, he has an
equally potent counterpart in his arsenal: discipline and punish-
ment. Christopher Carothers, postdoctoral fellow at the Universi-
ty of Pennsylvania’s Center for the Study of Contemporary China
and an expert on Xi’s anticorruption campaign, has documented the
rise of inspections and their transition from “corruption control to
everything control.”173 Dr. Carothers argues that the “Xi adminis-
tration initially strengthened inspections to combat corruption but
then repurposed them to serve as a top-down governance mecha-
nism in numerous other areas as well,” including implementation of
Xi’s economic development initiatives.174 Investigations and inspec-
tions have become tools to coerce a geographically and functionally
fragmented and decentralized bureaucracy and group of local elites
into compliance with top-down economic decisions.1”®> Dr. Carothers
notes that these visits “produce a great deal of fear among bureau-
crats and businesspeople,” as inspectors’ determinations, which are
increasingly focused on substantively monitoring policy implemen-
tation, can have “swift and dramatic consequences.”176 As in other
domains, Xi relies in particular on the Central Commission for Dis-
cipline Inspection (CCDI) and the National Supervisory Commis-
sion—both of which are headed by Xi loyalists—to enforce imple-
mentation of central economic decisions.* 177

Xi’s much-touted campaign to eliminate absolute poverty{ in Chi-
na is a prominent example of the involvement of these commissions
in disciplining lower-level decision-makers and implementers. The
National Supervisory Commission and CCDI worked at Xi’s person-
al instruction to pressure and closely monitor Party and govern-
ment officials to enact his campaign-style poverty reduction efforts,
investigating and disciplining more than 99,000 people in 2019 for
corruption related to poverty alleviation efforts.17® More recently,
investigations have been ongoing into leaders in areas related to
China’s flagging technological upgrading ambitions. Xiao Yaqing,
responsible for overseeing industrial policy initiatives in semicon-
ductors and other high-technology areas as the Minister of Industry
and Information Technology, was removed from his post as minister
in July 2022 and placed under investigation for a “violation of dis-
cipline and law,” making him the highest-ranking official ensnared

*The head of the Central Commission for Discipline Inspection, Zhao Leji, is considered one of
Xi’s two closest allies on the Politburo Standing Committee. The head of the National Supervisory
Commission, Yang Xiaodu, served with Xi in Shanghai and was a deputy of Wang Qishan for
several years prior to his appointment in March 2018. Neil Thomas, “Ties That Bind: Xi’s People
on the Politburo,” MacroPolo, June 17, 2020; US-China Business Council, “National Supervisory
Commission Director Yang Xiaodu”; Matt Ho, “Xi Jinping Aide, Yang Xiaodu, to Head China’s
Anti-Corruption ‘Super Agency,” South China Morning Post, March 18, 2018.

TWhen Xi declared victory over absolute poverty in 2021, China’s standard for “absolute pover-
ty” was roughly $2.30 per day in 2011 dollars after adjusting for purchasing power parity. While
this exceeded the World Bank’s extreme poverty threshold of $1.90 in 2011 dollars, economists
have argued that the standard is nevertheless too low for a country with China’s aggregate
wealth. For more on limits of the metrics, methodology, and accuracy of the CCP’s assertion of
victory over absolute poverty, see Chapter 1, Section 1: “The Chinese Communist Party’s Ambi-
tions and Challenges at Its Centennial” in U.S.-China Economic and Security Review Commis-
sion, 2021 Annual Report to Congress, November 2021, 39; Maria Ana Lugo, Martin Raiser, and
Ruslan Yemtsov, “What’s Next for Poverty Reduction Policies in China?” Brookings Institution,
September 24, 2021.
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since 2018.179 Between June and August 2022, the president and
head of the National Integrated Circuit Industry Investment Fund,
China’s largest semiconductor government guidance fund, and four
other top executives were put under investigation.180 These inves-
tigations send a strong signal and warning to the rest of the bu-
reaucracy and those charged with implementing Xi’s technological
upgrading ambitions that he is not pleased with the progress.

CCP Investigates Major Financial Institutions to Ensure
Political Fealty

CCP leaders are increasing scrutiny of state financial regulators
and major financial institutions to ensure adherence to the Par-
ty’s top-level economic policy decisions. In October 2021, the CCP
Central Committee announced it would undertake a series of dis-
ciplinary inspections into China’s financial regulators, state-owned
banks, and major financial institutions, with a statement from the
CCDI describing the inspections as part of an effort to “strength-
en the Party’s leadership of financial work.”181 The probe began as
questions about China’s high debt levels and inability to shift toward
its “high-quality” growth model came into sharper relief for China’s
leaders: the 2021 CCDI investigation was notable for its inclusion of
China’s state-owned asset management companies, such as China
Huarong.182 The firm’s chairman, Lai Xiaomin, was executed fol-
lowing his conviction on bribery charges in January 2021.183 Lai’s
execution was followed by Huarong missing a deadline to release its
2020 Annual Report in April 2021, further rattling China’s financial
markets.*184 Asset management companies were not scrutinized in
a prior round of CCDI inspections into China’s financial sector in
2015.7185 Hugely indebted property developer Evergrande’s missed
bond payments in September and October 2021 likely also animated
Party concerns about ties between nonstate companies and state-
owned lenders.}186

*A host of other factors likely contributed to the Party’s concerns about Huarong and its ability
to dispose of nonperforming loans (NPLs). Huarong is one of the original four asset management
companies established by the Chinese government in 1999 to take NPLs off the balance sheets
of the country’s state-owned banks amid the government’s broader bailout of them at the time.
Beginning in 2006, Huarong expanded into several other lines of noncore business, including
banking, brokerage, and fund management services, as well as lending to property developers,
thereby departing from its original mandate of helpmg state-owned banks dispose of NPLs and
growing in systemic importance. Ling Huawei, “Ling Huawei: Huarong Can’t Be Treated Like a
Normal Company in Bankruptcy Restructurmg ” Caixin, April 12, 2021.

TThe CCDI previously investigated China’s financial sector in 2015 in the wake of a stock
market rout and as part of the CCP’s broader anticorruption campaign. In that investigation,
the CCDI dispatched 15 inspection teams across 21 financial institutions (compared to 15 in-
spection teams across 25 financial institutions in 2021). Analysts assess the 2015 investigation
was politically motivated, targeting patronage networks linked to specific political figures as Xi
moved to consolidate power. It also targeted specific forms of market malfeasance, with probes
into CITIC Securities General Manager Cheng Boming for insider trading and top officials at
the then China Banking Regulatory Commission for corruption. Reuters, “Four China Banking
Regulators Demoted as Anti-Corruption Crackdown on Financial Sector Continues,” South China
Morning Post, November 23, 2015; People’s Daily, “Third Round of Central Inspectlons Lineu
Expanded to 15 Teams, First Appearance of ‘One Supports Three’” (’-I-' P = I B E
T E I A ), November 3, 2015. Translation; Xinhua, “Central Inspectlon Storm
Blows to the Financial System, ‘One Bank Three Commlssmns and Related Inspections” (H HLi
PREE G RS 47— 27 46k, October 24, 2015. Translation; Agence France-Presse,
“The World’s Largest Sovereign Fund Is Being Scrutinized by China’s Anti-Corruption Watchdog,”
Insider, October 24, 2015; Gabriel Wildau, “China’s Anti-Corruption Probe Broadens into Finance
Sector,” Financial Times, February 3, 2015.

“For more on Evergrande, see U.S.-China Economic and Security Review Commission, “In Fo-
cus: Evergrande Debt Crisis Forces Tough Choices,” in Economics and Trade Bulletin, October
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CCP Investigates Major Financial Institutions to Ensure
Political Fealty—Continued

Particular scrutiny was applied to financial support of areas Xi
no longer wants to see expand, such as in real estate (e.g., lending
to Evergrande), as well as sensitive areas wherein Xi assesses
that the rapid growth and influence of nonstate firms threatens
the CCP’s political control (e.g., fintech giant Ant Group and ride-
sharing firm Didi Chuxing).187 The CCP is particularly concerned
that state regulators have become too close with large and influ-
ential nonstate firms.188 In a preliminary review of their inspec-
tion work in February 2022, the CCDI warned financial regula-
tors to be wary of problems arising from the “revolving door” of
staff moving between regulatory agencies and commercial insti-
tutions.189 The CCDI also called for improved efforts to prevent
the “barbaric expansion of capital.”190 Xi’s use of investigations,
discipline, and punishment aims to ensure political fealty and en-
force stricter adherence to his developmental agenda.

Ideology in the Economic Domain: Xi Conditions Thought to Induce
“Correct” Decisions

Xi’s efforts to increasingly guide and control the economy through
the bureaucracy suffer from what Xi and his Party propaganda organs
routinely refer to as “formalism” and “bureaucratism.”’°! These are
forms of the principal-agent problem and refer to issues of lackadaisi-
cal implementation and the development of independent bureaucratic
interests. Xi has warned China’s leading officials that “formalism and
bureaucratism kill people!”192 He has further denounced these two is-
sues as existential threats to the Party, describing them as the most
hated aspects and a core reason for the fall of the Soviet Union.193 In
contrast to Western critiques of “bureaucracy” that focused on struc-
tural issues, the CCP has routinely treated “bureaucratism” as stem-
ming from wrong thought, moral failings, and weak ideological commit-
ment.194 As made clear in an edited volume of Xi’s speeches against
formalism and bureaucratism that cadres were made to study in 2020,
formalism and bureaucratism result from an improper worldview and
ideology as well as lack of “faith” and weak “ideals and convictions.”195
Unlike Mao, who during the Cultural Revolution incited ideological
fervor among the masses to attack Party and government structures
and officials, Xi is seeking to use ideology to energize Party and gov-
ernment officials to faithfully and vigorously carry out his top-level
guidance and engage in a permanent “self-revolution” to internalize
his sanctioned approach to thinking, behaving, and ultimately making
decisions.*196

Ideologically molding official decision-making is a crucial corner-
stone of Xi’s approach to furthering his economic agenda, going well
beyond simple reward and punishment and venturing into deeper

20, 2021, 8-12.

#<Selfrevolution” is a common theme in Xi’s speeches. In context, it refers to a process of
self-evaluation and self-criticism, geared especially toward inducing the individual to be a better
c?%e who pursues a disciplined life and thoroughly imbibes the thought and policy preferences
of Xi.
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aspects of thought control.* The inculcation of what is termed Xi
Jinping’s Economic Thought has only grown more intensive in the
runup to the 20th Party Congress. In June 2022, the Central Pro-
paganda Departmentt and the National Development and Reform
Commission jointly organized and published a new book, the Out-
line for Studying Xi Jinping’s Economic Thought, which was imme-
diately made mandatory reading for all Party organizations at all
levels.197 In studying, cadres were told to “arm their minds with
Xi Jinping Thought on Socialism with Chinese Characteristics for
a New Era” so as to “guide practice, promote work, and more con-
sciously use Xi Jinping’s economic thought to guide and solve practi-
cal problems,” particularly in areas related to Xi’s “new development
philosophy.” 1198 In effect, Xi wants CCP cadres, particularly those
in the most important economic decision-making positions, to inter-
nalize his top-level economic development priorities and reflexively
produce economic decisions that align with those priorities.§ Correct
thought, in Xi’s view, translates into correct action, allowing “the
majority of Party members and the masses to feel the formidable
power of ideals and beliefs by means of practical actions.” {199 David
Ownby and Timothy Cheek, China scholars with expertise in politi-
cal ideology and governance, call Xi’s efforts a “revival of governing
by ideology” and consider them a direct response “to the increasing
social and intellectual pluralism that China’s economic development
and engagement with the world have produced.”200

Governing by Ideology: Zero-COVID Campaign Puts
Political Ideology over Economic Growth

China’s strict adherence to the Zero-COVID policy in 2022
demonstrates the extent to which top-down centralized manage-
ment has displaced local discretion under Xi. The CCP has de-
manded local officials treat containing the spread of the novel

*Xi explicitly notes in a speech to senior cadres that “to build our party well, we must gras
the key minority’” of Party-state leaders to ensure they all maintain “firm ideals and beliefs.”
Jinping, “We Must Be Consistent in Carrying on the Great New Undertaking of Party Bulldmg,
eSS IR BOB A K TRE 2 — LA B ), Qiushi, October 2, 2019. Translation.

THuang Kunming, another of Xi’s loyalists, runs the Propaganda Department and routinely
emphasizes the importance of studying Xi’s economic thought. Formerly, they both worked closely
in Fujian and Zhejiang. Neil Thomas, written testimony for the U.S.-China Economic and Securi-
ty Review Commission, Hearing on CCP Decision-Making and the 20th Party Congress, January
27, 2022, 22.

#An online graphic summarizing Xi’s newly compiled book titled “Study Outline of Xi Jinping’s
Economic Thought” states that Xi’s thought is the newest Marxist analytic innovation and that “it
is clear that strengthening the party’s overall leadershlp over economic work is the fundamental
guarantee for China’s economic development.” People’s Daily, “One Picture to Understand the
Basic Content of ‘Study Outline of Xi Jinping’s Economic Thought,” (— 31§ (] V458
SIEY FEARN ), August 12, 2022. Translation.

§In a particularly slavish example reminiscent of Mao-era exhortations, one article pubhshed
in Qiushi calls on cadres to “wholeheartedly love and respect the core emotmnally in their pur-
suit of truth for Xi Jinping Thought on Socialism with Chinese Characteristics for a New Era.”
Qiushi, “How to More Conscientiously Achieve the ‘Two Safeguards?” (1 S fi (1 5 M F] “ A4k

#1772 ), January 24, 2022. Translation.

‘I[In the same speech Xi casts lack of ideological “faith” and commitment in existential terms,
asking leading cadres rhetorically, “Isn’t that [lack of committed belief] the logic of the disintegTa—
tion of the Soviet Union, the collapse of the Communist Party of the Soviet Union, and the up-
heaval in Eastern European?” Xi also analyzes the historic cycle of dynastic rise and fall through
a paradigm of what he describes as the historical tragedy of great prosperity begetting decline,
wherein he sees comfort and wealth bringing on ideological laxity, corruption, moral depravity,
and lack of discipline, ultimately leading the ruling regime to fall apart. Xi Jinping, “We Must Be
Consistent in Carrying Forward the Great New Undertaking of Party Building” (i /) 22 487
IR TAEE— L), Qiushi, October 2, 2019. Translation.
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Governing by Ideology: Zero-COVID Campaign Puts
Political Ideology over Economic Growth—Continued

coronavirus (COVID-19) as a “political task.”201 In spite of con-
siderable economic costs and reports of popular resentment in
2022, local officials have prioritized strict containment measures
for fear of potential political and disciplinary consequences from
outbreaks.202 In May 2022, Bloomberg reported that more than
4,000 officials had been punished in relation to 51 outbreaks of
COVID-19 in China.203

Stringent lockdowns under Zero-COVID also showcase the pol-
icy confusion, conflicting imperatives, and political liability facing
cadres. Both the National Development and Reform Commission
as well as the State Council have issued measures pushing back
on excessive closures and mobility restrictions.29¢4 Other official
guidance, including a May 2022 virtual meeting of over 100,000
officials, has also urged local governments to focus on shoring up
economic growth.205 In at least one case, officials have even been
punished for excessive control measures, including cadres in Chi-
na’s northern Heilongjiang Province.206

The Party Commands All: Party Penetration of Nonstate
Enterprises and Market Steerage

While Xi reconsolidates the Party-state’s capacity to steer the
economy through systematic efforts at reward, punishment, and in-
doctrination, he is also directing an expansion of the Party into all
aspects of the economy, including prominent nonstate firms. Xi’s core
political principle that “the Party leads everything” was explicitly
edited into the Party charter at the 19th Party Congress, at the
same time Xi made very clear in his report at the 19th Party Con-
gress that “there must be no irresolution about working to encour-
age, support, and guide the development of the non-public sector.”207
The rapid expansion of Party organizations within economic entities
has been a lynchpin of economic decision-making under Xi. As of
2021, according to official statistics released by Xinhua News, the
CCP had over 4.8 million Party organizations embedded throughout
society, including 1.5 million in enterprises, 933,000 in public insti-
tutions, and 742,000 in government agencies.2°® Jude Blanchette,
Center for Strategic and International Studies Freeman Chair in
China Studies, documents that this resurgence of Party organiza-
tions in firms began between 2015 and 2017 as foreign companies
began to notice Party organizations becoming more active in day-to-
day activities of their firms, while Chinese companies increasingly
incorporated a role for the organizations into their articles of asso-
ciation.209

Xi hopes to attain two objectives with his increasing penetration
of and control over the nonstate sector: first, to rein in economic ac-
tivity he views as contrary to CCP goals and values; and second, to
enlist the nonstate sector in advancing key policy objectives. On the
former, policies and campaigns launched by Xi have aimed to limit
accumulation of resources and power in centers outside the Party. In
part, this stems from a belief that underregulated nonstate entities



57

will cause financial instability or otherwise undermine market in-
tegrity, for instance by building up and abusing monopoly positions.*
Relatedly, the CCP under Xi has ramped up regulation of nonstate
companies with extensive control over consumer data or issuance of
consumer credit.t Beyond control of resources and market influence,
Xi has targeted sectors dominated by nonstate firms that do not toe
the Party line, most notably major internet and education technol-
ogy companies in 2021.% On the latter—enlisting nonstate firms in
fulfilling policy objectives—CCP policy pronouncements expect that
market dynamism can deliver where state-owned enterprises and
the state-dominated banking system have not, particularly on goals
related to innovation.210

Financial Levers Aim to Tilt Capital Markets toward Funding Policy
Objectives

To achieve an economic outcome that balances these disparate
motivations, economic decisions under Xi have attempted to create a
financial system and regulatory framework that: (1) guides nonstate
capital and firms toward realizing objectives that enhance CCP au-
thority or China’s comprehensive national power while avoiding
misallocation of resources and other inefficiencies of central plan-
ning; and (2) keeps nonstate entities on message ideologically and
constrains their market influence and power vis-a-vis the CCP. To
these ends, economic decisions under Xi regarding the nonstate sec-
tor have focused on reinforcing carrots and sticks via financial mar-
ket development and regulatory campaigns.

Financial market development under Xi has focused on bringing cor-
porate fundraising onshore and encouraging inflows of foreign capital
while also enabling the CCP to influence which firms get funding.§ The
intended outcome is to finance China’s technology development objec-
tives by creating a pipeline of venture-backed firms able to raise large
initial public offerings (IPOs) on domestic exchanges.

¢ Private markets: Following the launch of Made in China 2025 in
spring 2015, China’s government attempted to supercharge Chi-
na’s domestic venture capital (VC) ecosystem through industrial
government guidance funds.211 Guided but not actively directed
by the central government, these funds position local govern-

*In a crackdown on monopolistic practices in 2020, China’s market regulator fined Alibaba a
record $2.8 billon (renminbi [RMB] 18.2 billion) or 4 percent of its revenue for imposing forcing
merchants into exclusivity arrangements with the platform. Meal delivery app Meituan similarly
faced a $534 million (RMB 3.4 billion) fine equal to 3 percent of its revenue for the same practice
in October 2021. Unless noted otherwise, this Report uses the following exchange rate from June
30, 2022 throughout: 1 U.S. dollar = 6.70 RMB. Brian Liu and Raquel Leslie, “Meituan Fined in
Latest Move to Rein in Chinese Tech Giants,” Lawfare, October 14, 2021.

TFor instance, Chinese financial regulators required Alibaba affiliate Ant Group, messaging
and gaming platform Tencent, and e-commerce giant JD to restructure their consumer lending
businesses as financial holding firms subject to the similar regulatory capital requirements as
banks. Zhang Yuzhe, Hu Yue, and Luo Meihan, “Exclusive: Tencent Ordered to Set Up Financial
Holding Company,” Caixin Global, May 26, 2021; Bloomberg News, “JD Digits Plans Finance
Holding Company as China Tightens Rules,” April 7, 2021.

“For more discussion of China’s regulatory tightening against technology firms in 2020, see
“Chinese Regulators Crack Down on Big Tech,” in U.S.-China Economic and Security Review
Commission, Chapter 2, Section 1, “Year in Review: Economics and Trade,” in 2021 Annual Report
to Congress, November 2021, 134-136.

§For a discussion of risks to USS. security from foreign investment in China’s capltal markets,
see U.S.-China Economic and Security Review Commission, Chapter 2, Section 4, “U.S. -China
Financial Connectivity and Risks to U.S. National Security,” in 2021 Annual Report to Congress,
November 2021.
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ments and agencies as VC investors raising both government
and outside investment to fund firms in sectors designated as
priorities under Chinese industrial policies, such as semicon-
ductor manufacturing or biotechnology.* In practice, the outside
investment is often still derived from the state-funded sourc-
es such as state-owned enterprises and state-run banks.{ 212
A study conducted by Gavekal, a research consultancy, at the
height of government guidance fund raising efforts in late 2018
found that it was typical for state sources to constitute at least
90 percent of the capital raised by many of the funds.213

e Public markets: Under Xi, China has launched two attempts
to create new stock exchanges that cater to Chinese tech
startups. Rules for listing on the main boards of the Shang-
hai and Shenzhen stock exchanges favor established firms
with larger revenue bases. The Shanghai Stock Exchange
opened the STAR market in July 2019 and shares began
trading on the Beijing Stock Exchange in November 2021.214
Both focus on listing technology firms; when the Beijing
Stock Exchange opened, nearly a quarter of the companies
listed on the exchange made engineering, agriculture, or
aviation equipment.21®> The design of capital markets could
further prioritize projects favored by the Party through a
“traffic light” mechanism proposed at the Central Economic
Work Conference in December 2021.216 No formal policy has
yet been released, but a report by the China Banking and
Insurance Regulatory Commission and comments by finance
officials suggest the mechanism would incentivize investment
in “green light” priority areas and prevent investment in “red
light” areas (for more on the traffic light system, see Chapter
2, Section 1, “Year in Review: Economics and Trade”).217

Under Xi, China’s financial regulators have also aggressively
choked off financing to nonstate entities they view as unaligned
with the CCP’s economic or political goals. Perhaps most notably, the
Shanghai Stock Exchange suspended Alibaba affiliate Ant Group’s
planned IPO in November 2020, a decision Xi reportedly issued him-
self after former Alibaba CEO Jack Ma publicly criticized China’s fi-
nancial regulators.21® China’s government also exacerbated China’s
economic slowdown in 2020 and 2021 by blocking bank lending to
highly indebted property developers.

Consequences for China’s Economy

Although Xi assesses centralization and his nationalist modern-
ization drive to be in a highly symbiotic relationship, in practice
these two trends may very well work at cross-purposes. First, the

*For more background on government guidance funds, see “Government Guidance Funds At-
tempt to Combine Policy Imperative and Profit Motive,” in U.S.-China Economic and Security
Review Commission, Chapter 2, Section 3, “The Chinese Government’s Evolving Control of the
Nonstate Sector,” in 2021 Annual Report to Congress, November 2021, 224—-226.

TAs researchers at Georgetown’s Center for Security and Emerging Technology note, govern-
ment guidance funds typically use the limited partnership structure common in private equity.
The guidance fund’s general partner is generally a fund manager established by a government
agency or a state-owned investment firm or third-party fund manager, while other investors,
though predominantly investing state funds, are limited partners. Ngor Luong, Zachary Arnold,
and Ben Murphy, “Chinese Government Guidance Funds: A Guide for the Perplexed,” Center for
Security and Emerging Technology, March 2021, 3.
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manner in which the CCP is pursuing its top-down drive to rein in
the fragmented bureaucracy, local governments, and vested inter-
ests may be undermining the local experimentation that has served
as an important source of regime adaptability and resilience. Low-
er-level officials and economic decision-makers are now simultane-
ously beset with an increasingly complex set of modernization man-
dates from the top as well as an increasingly coercive performance
monitoring regime, creating fear and paralysis.

Second, as in other areas of CCP economic decision-making, policy
toward the nonstate sector under Xi has been guided by a “Party
knows best” mentality. Further embedding of Leninist political in-
stitutions in China’s nonstate firms increases top-down control and
drives companies to fill political rather than market objectives. This
approach treats the market as a tool to allocate resources toward
ends predetermined by the CCP and is skeptical of any market
function beyond serving policy goals. As a result, policy rather than
the market increasingly determines where resources are allocated,
while greater involvement of the nonstate sector in fulfilling policy
objectives continues to lead to wasted investment and overcapacity.*
Encouragement of nonstate capital to invest in China’s speculative
VC and stock markets has also increased financial risks. Where in-
dustrial policy formerly relied on provision of bank loans to state-
owned enterprises, China’s current direction ties a greater share of
private wealth to the inefficiency and poor returns of the planned
economy. Leninist revival and reassertion of state intervention is,
and will continue, leading nonstate firms to look to Beijing rather
than the market for resources, permission, and guidance. Rather
than broadly promoting innovation-driven development and im-
proving productivity, factors fundamental to Beijing’s aspirational
rejuvenation, Xi’s centralization of economic decision-making may
undermine them.

Finally, Xi’s recentralization process to overcome parochial vest-
ed interests may simply be leading one set of regime insiders to
replace another. The Party-state’s growing control over economic
resources and capacity to steer the economy reinforces incentives
for corruption and state capture and only expands the role for
vested interests, at least in the economic arenas and industries
Xi favors. At the same time, a growing coterie of Xi loyalists is
nested throughout the Party-state structure, creating the poten-
tial for insiders to operate below the surface so long as they es-
pouse political loyalty and limit ostentatious signs of corruption.
Centralization may therefore not only work at cross purposes
with Xi’s aspirational modernization goals (i.e., success even on
his own terms) but also exacerbate some of the most pressing
problems he set out to resolve in the first place.

*Poor results of China’s various semiconductor funds, which have channeled an estimated $150
billion in state funding into developing the country’s semiconductor industry, are a case in point.
Most of the fabrication technologies acquired in China’s semiconductor push are generations be-
hind the cutting edge, and where China has managed to close the gap, production remains in very
small scale. For more on China’s semiconductor industry, see Chapter 2, Section 4, “U.S. Supply
Chain Vulnerabilities and Resilience.” Alex He, “China’s Techno-Industrial Development: A Case
Study of the Semiconductor Industry,” Centre for International Governance Innovation No. 252,
May 2021, 18; Karen M. Sutter, “China’s New Semicondcutor Policies: Issues for Congress,” Con-
gressional Research Service CRS R 46767, April 20, 2021, 4.
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Foreign Policy Decision-Making

General Secretary Xi’s concentration of power in the CCP and into
his own hands extends to China’s foreign policy decision-making sys-
tem.219 Under Xi, China’s foreign policy decision-making apparatus
is increasingly centralized and concentrated at the highest levels in
order to address perceived risks to the CCP’s authority emanating
from China’s international environment. Institutional reforms to the
foreign policy system under Xi stem from his and other CCP leaders’
perception of growing security risks in the international arena and
reflect a desire for a more rapid and efficient decision-making pro-
cess, better policy coordination, and more reliable implementation
in the changing environment.220 As CCP Politburo member and top
diplomat Yang dJiechi put it in 2017, China’s foreign policy approach
under Xi developed in response to “profound changes in China’s re-
lations with the world” and is designed to “enable [China] to firmly
occupy a position of strategic initiative amidst a complicated and
oft-changing international structure.”221

Foreign Policy Decision-Making Prior to Xi

The CCP leadership has been the central authority for China’s
foreign policy since the founding of the PRC in 1949.222 Under Xi’s
predecessors Jiang and Hu, this foreign policy decision-making ap-
paratus was headed by the Politburo and Politburo Standing Com-
mittee, which met frequently to decide on foreign policy issues on
behalf of the CCP Central Committee.223 Party sources described
the decision-making process as “collective leadership, democratic
centralism, individual preparation and decisions made at meet-
ings.”224 The general secretary had particular influence as the only
Politburo Standing Committee member with a specifically designat-
ed purview over foreign affairs.225 Nevertheless, he remained only
“first among equals” on all matters, while other members had the
liberty to dissent and at times even prevailed over his foreign policy
preferences, such as then Politburo Standing Committee member
Zhou Yongkang’s endorsement supporting China National Petro-
leum Corporation’s investment in an unstable Sudan.226

Beneath the top Party leadership, foreign policy formulation drew
on a deep and complex bureaucratic hierarchy that included the
former Central Foreign Affairs Leading Small Group and Central
National Security Leading Small Group, which assisted the Party
leaders in consensus building.227 It also included line ministries re-
sponsible for information gathering and the provision of policy rec-
ommendations in addition to implementation, such as the Ministry
of Foreign Affairs, Ministry of Commerce, and Ministry of State Se-
curity.228 Additionally, reforms instituted by Deng Xiaoping caused
a strong trend toward “diversification” of relevant actors in China’s
foreign policy system.229 Beginning in the 1980s, actors such as for-
eign affairs think tanks, local governments, and Chinese companies
emerged as important players in China’s foreign policy and creat-
ed a layered foreign policy with multiple stakeholders.230 Provinces
and major cities in particular took the initiative to advance their
own foreign relations and develop new links abroad.231
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Centralizing Decision-Making Power in the CCP

Xi has strengthened the role of central Party leadership in the
foreign policy decision-making process relative to the ministries and
other actors. As Yang Jiechi explained in 2018, the explicit end goal
of this centralization is an arrangement by which “the Party as-
sumes full responsibility for the overall situation and coordinates
the foreign affairs work of all parties.”232 As in other fields, the for-
malization of decision-making power in CCP commissions reflects a
strengthening of Party control relative to other actors.

As he has in other policy areas, Xi has advanced this goal by re-
constituting the CCP’s leading small groups as permanent standing
commissions of the Central Committee, turning them into a “true
nerve center” of the Party’s foreign policymaking process.233 This
change gives the CCP central leadership more power to coordinate
actions by various parts of the bureaucracy, cut through bureau-
cratic roadblocks, and override competing goals by other stakehold-
ers.234 An important example is the promotion of the Party’s Central
Foreign Affairs Leading Small Group to permanent status as the
Central Foreign Affairs Commission (CFAC)* in March 2018, which
strengthened the CCP’s ability to coordinate and manage everyday
foreign affairs work.235 Whereas the former Central Foreign Affairs
Leading Small Group was reportedly often bypassed by government
agencies who viewed it as ineffective, the CFAC, and more specifi-
cally the CFAC Office, has become the central executive organ for
foreign policy decision-making under Xi’s leadership.236 The head
of the CFAC Office, currently Yang Jiechi, reports directly to Xi in
the latter’s role as CFAC Chairman, and Xi in turn relies upon the
CFAC Office for information on major foreign policy issues.237 In
contrast, the Minister of Foreign Affairs (currently Wang Yi), does
not have a direct line to Xi and must report to the CFAC.238

Xi’s elevation of the CNSC further strengthened Party leader-
ship over the conduct of China’s foreign policy by overlaying foreign
policy decisions with considerations of regime security.23° Because
of the broad nature of Xi’s Comprehensive National Security Con-
cept, there is inevitable overlap between jurisdictions of the CNSC
and the CFAC when considering national security threats from
abroad.240 The CNSC is regarded as more prominent and import-
ant to foreign affairs than even the CFAC due to the former’s direct
association with Xi’s Comprehensive National Security Concept.{241

*The full membership of the CFAC has not been publicized, although it likely includes the
members of its predecessor, the Central Foreign Affairs Leading Small Group, namely the heads
of the Ministry of Foreign Affairs, CCP International Liaison Department, Propaganda Depart-
ment, Ministry of National Defense, Ministry of Public Security, Ministry of State Security, Min-
istry of Commerce, the Taiwan Affairs Office, Hong Kong and Macau Affairs office, the Overseas
Chinese Affairs Office, and the State Council Information Office. Jean-Pierre Cabestan, “China’s
Foreign and Security Policy Institutions and Decision-Making under Xi Jinping,” British Journal
of Politics and International Relations 23:2 (2021): 319-336, 324.

7The CFAC Office is the permanent staff organization that supports the operations of the
CFAC. It is also sometimes referred to as the Central Committee Foreign Affairs Office (CCFAO)
or the Central Office of Foreign Affairs (COFA). Guoguang Wu, “The Emergence of the Central
Office of Foreign Affairs: From Leadership Politics to “Greater Diplomacy,” China Leadership
Monitor, September 1, 2021; Jean-Pierre Cabestan, “China’s Foreign and Security Policy Insti-
tutions and Decision-Making under Xi Jinping,” British Journal of Politics and International
Relations 23:2 (2021): 324-325.

#While the exact division of responsibilities between the two commissions is not explicitly
defined in public information, it is likely that the CNSC would take priority over the CFAC in
the event of a conflict of interest. In addition to the CNSC possessing a direct affiliation with
Xi’s Comprehensive National Security Concept, the CNSC’s aggregate membership also outranks
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The practical implication of this difference in ranking is that any
decisions the CFAC makes on the conduct of diplomacy must com-
port with national security requirements set by the CNSC.242

In parallel with the centralization of authority in the Party, lat-
itude for local actors to design and drive foreign interactions has
also been constrained under Xi. Although the legacy of foreign policy
diversification under previous leaders means local governments are
still allowed to commit to some outbound international investment
projects without first acquiring central approval, Xi has increasing-
ly limited local government autonomy in foreign affairs.243 Since
Xi came to power, central government agencies involved in foreign
affairs have put a stronger emphasis on ensuring uniform policy im-
plementation at the local level.244 According to a written statement
submitted for the Commission’s hearing record from Jean-Pierre
Cabestan, research professor of political science at Hong Kong Bap-
tist University, the central government has especially strengthened
its control over the external relations of regions Beijing considers
sensitive, such as Xinjiang, Tibet, and Inner Mongolia.245

Putting Xi at the Core of China’s Foreign Policy

Xi has strengthened his personal role in foreign policy deci-
sion-making through his political elevation within the Party, a de-
emphasis on collective decision-making, and his increasing influence
over the Party’s official ideology.246 Yang Jiechi summarized the new
state of affairs in a July 2021 People’s Daily article, stating that “Xi
Jinping has made the strategies” for China’s foreign relations since
coming to power and attributing diplomatic achievements firstly to
“Xi Jinping’s personal commandership and actions.”247 Yun Sun, se-
nior fellow and codirector of the East Asia program and director of
the China studies program at the Stimson Center, assessed in her
testimony to the Commission that the model of foreign policy deci-
sion-making based around collective leadership “ended with [Gen-
eral Secretary] Xi’s ascension to power,” to be replaced by a system
centered on adhering to Xi’s ultimate authority.248 Although foreign
policy decisions remain subject to a level of approval by the Politbu-
ro or its Standing Committee, Xi’s elevated political status bolsters
his ability to impose his personal decisions on those bodies relative
to his predecessors.249 His position as chairman of both the CFAC
and the CNSC also multiplies his authority by giving him the abil-
ity to direct and supervise the work of both commissions and their
associated offices.250 On a purely operational level, compared to his
predecessors, Xi has made greater use of his authority to convene
high-level foreign affairs work conferences, conduct foreign diplo-
matic travel, and receive foreign visitors.251

Xi enforces his paramount authority to personally guide China’s
foreign policy decision-making through the official promotion of
so-called “Xi Jinping Thought on Diplomacy.” Authoritative Party
sources present this supposed summary of Xi’s foreign policy posi-
tions as the foundational theory and “guide for action” for China’s
foreign affairs work.252 Descriptions of Xi Jinping Thought on Diplo-

that of the CFAC, granting it greater relative bureaucratic power. Yun Sun, written testimony for
U.S.-China Economic and Security Review Commission, Hearing on CCP Decision-Making and
the 20th Party Congress, January 27, 2022, 8-9.
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macy also suggest his prerogative includes not only the right to give
high-level guidance on broad matters like “strategy,” “doctrine,” and
“principles” but also the ability to give direction on lower-level “re-
sponsibilities,” “mechanisms,” “operations,” and “tactics” of China’s
foreign affairs.253 A summary of Xi Jinping Thought on Diploma-
cy has been compiled and distributed across the Party and foreign
policy apparatus, and the study of its contents has been mandated
to ensure the bureaucracy’s compliance with Xi’s vision.25¢ Demon-
strating that the broader trend of Xi’s personal embodiment of Party
authority also applies in foreign policy, Yang dJiechi claimed in Q-
ushi in 2017 that Xi Jinping Thought on Diplomacy represents the
will and conclusions of the entire Central Committee.255

Xi’s Major Foreign Policy Initiatives: Case Studies

Belt and Road Initiative

The Belt and Road Initiative (BRI), which is widely considered
Xi’s “signature” foreign policy initiative, provides an illustration of
the top-down, Party-centered, and personalized foreign policymak-
ing process in the Xi era.256 Official descriptions™® of BRI trace its
development from an idea originating with Xi himself, through
high-level Party coordination, to elaboration within central govern-
ment ministries, and finally to lower-level implementation by local
governments and in the international arena.257 The process exhibits
a high degree of vertical coordination in which lower-level decisions
are mandated within the framework set out for them from above.258
Yuen Yuen Ang, associate professor at the University of Michigan,
describes BRI as a clear example of a “policy campaign” in which the
top leader mobilizes bureaucrats and other stakeholders to support
a single vision, which may initially be relatively loosely defined.25°
Throughout the process, Xi has remained both a driving force behind
BRT’s privileged status and a gatekeeper for policy adjustments. The
combination of his personal leadership and a strict interpretation of
China’s national security interests leave little space for meaningful
policy changes.

Top-Down, Party-Centric Mobilization

The guiding concept and overall design for BRI originated at the
top of the system, and Xi announced its original components in two
international speeches in September and October 2013.726° Since

*A speech by Xi in November 2021 clearly illustrated the top-down design of the BRI, insisting:
“It is necessary to persist in the Party’s centralized and unified leadership; the Leading Small
Group must grasp well the coordination and control of major plans, major policies, major items,
major issues, and annual key tasks. Relevant departments must incorporate joint construction of
the ‘Belt and Road’ into the important agenda and make overall plans for effective implementa-
tion of international project construction and risk prevention and control responsibilities. Local
governments must find an orientation to participate in the joint construction of the ‘Belt and
Road.”” Similarly, an official description of BRI posted by China’s representative mission to the
UN traces the idea directly from Xi’s introduction, to the creation of a CCP leading group, to the
publication of government plans, to the eventual consultation with other countries in internation-
al fora and BRI’s incorporation into the agenda in international organizations. China Internet
News Center and China Institute of International Studies, “Xi Jinping Thought on Diplomac
and China’s Diplomacy in the New Era: One Belt One Road” (>J3/z~1-4758 S AEATH I A i [ 4h 22
—iff—), Translation; Permanent Mission of the People’s Republic of China to the United Na-
tions Office at Geneva and Other International Organizations in Switzerland, “The Belt and Road
Initiative: Progress, Contributions and Prospects.”

TExperts assess that Xi came up with the idea along with some of his closest advisors. Xi
frequently describes himself as having proposed the initiative and in 2017 claimed “This ini-
tiative originates from my observation and reflection on the world situation.” Nadége Rolland,
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BRTI’s inception, Xi has mobilized the Party and government appa-
ratus to carry out the initiative as a priority task and established
a government hierarchy to implement 1t.261 Only a month after Xi’s
second speech, the CCP Central Committee endorsed the concept
as a component of China’s long-term economic strategy in its Third
Plenum.262 Party leadership further elevated the initiative in 2014
at the Central Economic Work Conference, the CCP-led economic
planning meeting between the CCP Central Committee and State
Council that lays out an economic policy agenda for the coming
year.263 In March 2015, the CCP demonstrated its intention to co-
ordinate the initiative at the highest level by creating a Central
Leading Small Group for BRI Development headed by a member
of the Politburo Standing Committee and including several other
Politburo members.264 The office for the leading small group was
established within the National Development and Reform Commis-
sion, ensuring a close link between the Party decision-makers and
government bureaucracy.265 The National Development and Reform
Commission, in turn, was put in charge of coordinating actual BRI
projects with support from the Ministry of Foreign Affairs and Min-
istry of Commerce.* 266

General Secretary Xi’s Personal Role

BRI is closely linked to Xi’s personal legacy,t giving it staying
power in China’s foreign policy system.267 Ms. Sun assessed in her
testimony that “through the Initiative, Xi successfully tied the whole
foreign policy apparatus to his personal leadership and authority
over Chinese foreign policy.”268 A close affiliation with Xi makes
BRI an unavoidable topic for all relevant agencies and means that
a lack of enthusiasm in participation risks being interpreted as po-
litical disloyalty.26° Xi has also used his status to continue involving
himself in the ongoing promotion, implementation, and redefinition
of BRI. According to commentary from China’s Ministry of National
Defense in 2021, BRI remains subject to “the personal planning, per-
sonal deployment, and personal promotion of General Secretary Xi
Jinping.”270 Since 2013, Xi has demonstrated a continued personal
commitment to BRI by promoting it in his own speeches, leading

written testimony for U.S.-China Economic and Security Review Commission, Hearing on Chi-
na’s Belt and Road Initiative: Five Years Later, January 25, 2018, 4; Bei An, Xiyao Xie, and Xin
Wen, “Commentary on General Secretary Xi Jmpm%f Plan to Promote the Joint Construction of
the ‘Belt and Road™” (=1 F s hic kIS gk “ —%” V"), China’s Ministry of National
Defense, November 19, 2021, 3. Translation; China Internet News Center and China Institute of
International Studies, “Xi Jinpi Tho ht on Diplomacy and China’s Diplomacy in the New Era:
One Belt One Road” (33 -4 f)c EiFDTJTBT R EAME: —H—#%), Translation.

*In March 2015, the National Development and Reform Commission jointly with the Ministry
of Foreign Affairs and Ministry of Commerce issued a general roadmap for the initiative, laying
out principles, priorities, coordination mechanisms, and planned Chinese government actions for
the implementation of BRI. Suisheng Zhao, “China’s Belt-Road Initiative as the Signature of
President Xi Jinping Diplomacy: Easier Said than Done,” Journal of Contemporary China 29:123
(2020): 319-335, 321; Nadege Rolland, written testimony for U.S.-China Economic and Security
Review Commission, Hearing on China’s Belt and Road Initiative: Five Years Later, January 25,
2018, 4; Permanent Mission of the People’s Republic of China to the United Nations Office at
Geneva and Other International Organizations in Switzerland, “The Belt and Road Initiative:
Progress, Contributions and Prospects.”

TThe CCP’s 19th Party Congress in 2017 officially incorporated BRI into the Party Charter
alongside Xi’s other contributions to Party doctrine, suggesting BRI will continue to frame Chi-
na’s foreign affairs for many years to come. Suisheng Zhao, “China’s Belt Road Initiative as the
Signature of President Xi Jinping Diplomacy: Easier Said than Done,” Journal of Contemporary
China 29:123 (2020): 319-335, 321; Nadege Rolland, written testlmony for U.S.-China Economic
and Security Review Commlsswn Heanng on China’s Belt and Road Initiative: Five Years Later,
January 25, 2018, 5.
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Politburo study sessions on the topic, presiding over international
symposiums and conferences, and carrying out both overseas visits
and domestic inspections.271

BRI also conforms to Xi’s Comprehensive National Security Con-
cept in its emphasis on coordinating all available national resourc-
es to pursue both internal and external security goals under strict
Party leadership. The project is designed to mobilize and coordinate
the use of political, economic, diplomatic, military, and ideological
resources in an integrated way to pursue both internal and external
security objectives.272 An independent task force report published
by the U.S. Council on Foreign Relations concluded that China’s
leaders hope BRI will improve China’s security by several means,
including by reorienting global economic activity toward China; in-
creasing economic growth and thus political stability in China’s mi-
nority-dominated regions; generating economic leverage China can
use to pressure other countries not to criticize its government and
policies; and providing intelligence and access to facilities that could
one day benefit China’s military.273 As in other policy fields, Xi’s
guidance on BRI also emphasizes the necessity of Party leadership
and control as well as the proactive management of risks.274

Top-Level Adjustment to an Unchanged Agenda

Although BRI has undergone some reframing in response to
changing international conditions, the policy adjustments have
largely been issued from the top and have not altered the policy’s
underlying objective. Poor financial, social, and environmental stan-
dards of BRI projects produced widespread international pushback
after the first few years of mobilization, and China has responded to
global criticism by attempting to rebrand BRI and improve its inter-
national reputation.275 Xi has personally led this effort from the top,
pledging in 2018 to reorient the initiative toward poverty allevia-
tion, green development, economic sustainability, and higher project
standards.276 Official sources credit Xi with “put[ting] forward a new
requirement for the next stage of work,” namely the new focus on
“high-quality development.”277 A comparison of Xi’s speeches before
and after this adjustment also reflect a shift in messaging toward a
greater emphasis on consultation, environmental impact, standards,
and project quality.278 Nevertheless, this messaging shift and any
accompanying adjustments to project type alter neither the overall
security benefits the Chinese leadership seeks from the initiative
nor its fundamental implementation process or its privileged place
in China’s diplomatic interactions.279

Global Security Initiative

Xi’s Global Security Initiative is another example of how major
diplomatic projects are conceived, introduced, and expanded within
his centralized foreign policy system. The Global Security Initiative
is Xi’s recently announced effort to reshape the norms of interna-
tional security and make them more favorable to China, primarily
by delegitimizing military alliances as a means of achieving security
goals.280 (For more on the objectives of the Global Security Initia-
tive, see Chapter 3, Section 1, “Year in Review: Security and Foreign
Affairs.”) The initiative has been described internally as a “concrete
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manifestation of Xi Jinping Thought on Diplomacy,” linking it to Xi’s
broader vision and instructions for the conduct of China’s foreign
affairs.281 As a relatively recent initiative, it provides a window into
the process of continuous policy development under Xi whereby new
initiatives are built upon the foundation of his previously estab-
lished concepts.

Like BRI, the Global Security Initiative is a framework Xi intro-
duced to guide China’s foreign policy that is being carried out and
elaborated upon through top-down Party leadership. It was intro-
duced as a relatively broad concept by Xi himself at the Boao Forum
for Asia* on April 21, 2022.282 Xi’s speech laid out six major ele-
ments of the initiative, which have since been officially designated
the “six commitments.”§283 In the months since the Global Security
Initiative’s introduction, the “six commitments” have been faithfully
echoed in other Party and government sources and gradually rolled
out in diplomatic statements around the globe.284¢ Although the
Global Security Initiative is still in its earliest stages, Dr. Greitens
assessed in her testimony that it is likely to closely follow the pat-
tern set by Xi’s other named initiatives over the upcoming one to
two years as the various levels of the Party-state work to transform
Xi’s initial directive into concrete policies.285

Policy concepts and Party structures Xi has put in place already
appear to have played a leading role in the development of the new
initiative. As Dr. Greitens explained in her testimony for the Com-
mission, the Global Security Initiative should be understood as the
international projection of Xi’s Comprehensive National Security
Concept that centers on regime security.28¢ Although the initiative
has not yet been widely presented as such abroad, authoritative
Chinese sources are very explicit about this framing and argue that
Xi’s national security concept forms the “theoretical foundation” for
the Global Security Initiative.287 For example, the Global Security
Initiative is referred to as “a vivid practice for guiding China’s diplo-
matic work based on the Comprehensive National Security Concept”
and a “further enrich[ment of] the ‘world chapter’ of the Compre-
hensive National Security Concept.”288 Based on an assessment of
its publications in 2022, a particular Party-affiliated research orga-
nization known as the Comprehensive National Security Concept
Research Center also appears to have played a leading role in both
laying the theoretical groundwork for and fleshing out the initial
details of the Global Security Initiative.28° The organization was
founded on April 14, 2021, with the mandate to develop and promote

*The Boao Forum for Asia is an international organization with a mission of promoting eco-
nomic integration and advancing development in Asia, headquartered in Boao in Hainan, China.
Boao Forum for Asia, “About BFA,” 2021-2022.

TThe “six commitments” are: (1) staylng committed to the vision of common, comprehensive,
cooperative and sustainable secunty (2) “staying committed to respecting the sovereignty and
territorial integrity of all countries”; (3) ‘staying committed to abiding by the purposes and prin-
ciples of the UN Charter”; (4) “staylng committed to taking seriously the legitimate security
concerns of all countries”; (5) “staying committed to peacefully resolving differences and disputes
between countries through dialogue and consultation”; and (6) “staying committed to maintaining
security in both traditional and non-traditional domains.” China’s Ministry of Foreign Affairs,
Global Security Inztzatwe—Chmas Latest Contribution to Peace and Development in a Changing
World, May 19, 2022; Wan “Implement the Global Security Initiative, Safeguard World Peace
and Tranquility” (7 5245 ;zé{aw(, SFAPHE AR % ), People’s Daily, April 24, 2022. Transla-
tion; China’s Ministry of Foreign Affairs, Xi Jinping Delivers a Keynote Speech at the Opening
Ceremony of the Boao Forum for Asia Annual Conference 2022, April 21, 2022.
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Xi’s Comprehensive National Security Concept.*290 This tight asso-
ciation with Xi’s guiding principle on China’s national security will
likely ensure the Global Security Initiative remains a foreign policy
priority as long as Xi is in power.

Consequences for Foreign Affairs

Xi lays out an assertive direction for China’s foreign policy, which
is then faithfully carried out by the institutional setup beneath
him.291 Xji’s vision for China’s foreign affairs is one that manages
China’s external environment to ensure China’s “rejuvenation” un-
der the CCP is accommodated and facilitated abroad.292 The CN-
SC’s domination of the bureaucratic level ensures that policy choices
conform to a strict interpretation of China’s national security inter-
ests, leaving little space for ambiguity or compromise.293 The man-
date from above in turn compels the diplomatic corps to adopt the
“Wolf Warrior” ethos, treating any perceived slight against China
internationally as an attack warranting an aggressive response.294

On a conceptual level, Xi’'s Comprehensive National Security
Concept acts as an important framework for foreign policy deci-
sion-making under Xi.295 In other words, the mandate of China’s
diplomatic corps is determined through a lens of regime security
and includes defending Beijing’s broad definition of territorial sov-
ereignty, combatting what it considers separatism and terrorism,
defending overseas interests, promoting economic and financial se-
curity, and—above all—maintaining the leadership of the CCP and
the socialist system.296 For example, China’s March 2021 retaliatory
countersanctions against entities and individuals in the EU were
applied not only to official government institutions and represen-
tatives but also to two independent think tanks and two private
scholars because the CCP alleged that their critical analysis of Chi-
na’s repressive Hong Kong and Xinjiang policies was a threat to
China’s “national sovereignty, national security and development
interests.”297 In a summary article on Xi Jinping Thought on Diplo-
macy in May 2022, Yang Jiechi further illustrated this concept by
highlighting China’s “forceful” responses to other countries’ so-called
“provocations” related to Taiwan, Xinjiang, Hong Kong, maritime is-
sues, and human rights as a key success for China’s diplomacy over
the past year.298

Xi’s political elevation produces a reinforcing “bandwagon ef-
fect” throughout the bureaucracy and in research institutions,
decreasing the channels for contrasting ideas to influence choices
at the top.299 According to Yun Sun, Xi’s leading role means offi-
cials who do not share his vision for foreign policy “are naturally

*The secretariat of the Comprehensive National Security Concept Research Center is located
inside the China Institutes of Contemporary International Relations (CICIR)—itself a leading
policy research organ under the supervision of the CCP Central Committee. According to CI-
CIR’s president, Yuan Peng, the Research Center’s work is currently oriented around the “study,
research, and promot[ion]” of an official outline of Xi’s Comprehensive National Security Concept,
which was produced by the CCP Central Committee’s Propaganda Department and the Office
of the Central National Security Commission, which Xi chairs. Yuan Peng, The Fundamental

the ‘Stud
Outline of the Comprehensive National Security Concept’” (ﬁ"JTEﬂV’ﬁF*U;EL.%ﬁk%ﬁ’]ﬁ%ﬂié
Pi——22] CohER WS JMNE) ), People’s Daily, April 26. Translation; Rule of Law Daily,

“‘Comprehensive National Security Concept Research Center Established” ({4 5 % 4 Wik 5 F
‘L“ﬁ:)%hki) April 15, 2021, Translation; Xinhua, “Comprehensive National Security Concept Re-
search Center Established” (iA%< 24 M It H 02 Ja7), April 14, 2021. Translation; DBpedia,
“About: China Institutes of Contemporary International Relations.”
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marginalized in the decision-making circle.”3%0 Xi has also over-
seen the imposition of stricter political controls on policy think
tanks.391 At the lower levels, scholars whose views contrast with
the top leadership’s position do not receive support for their
work, as resources are directed toward those who will defend Xi’s
chosen agenda.392 Thus, even though there has been an increase
in the number of think tanks during Xi’s tenure, there is little
reason to believe they will publicly question the assertive course
set at the top of the system.303

BRTI’s evolution as a foreign policy platform illustrates that Xi can
command rigorous implementation of his foreign policy initiatives
through all levels of China’s foreign affairs bureaucracy as well as
at the local levels and that his framing has staying power in China’s
system even in the face of international backlash. Although Chi-
na’s foreign policy apparatus is also capable of making adjustments,
such changes must still be centrally directed and may even be large-
ly cosmetic in nature, reflecting a change in the top’s assessment of
the best way to reach a consistent goal rather than a fundamental
policy reorientation. The Global Security Initiative further illumi-
nates the lasting effect of Xi’s initiatives by illustrating how new
policies can continue to grow out of the foundational ideas and in-
stitutions Xi created.

Military Decision-Making

China’s decision-making on the use of its military and paramili-
tary forces is highly centralized and increasingly personalized. Com-
mand authority for China’s military and paramilitary forces rests
with the CMC, the CCP Central Committee’s designated military
policy body.* Under General Secretary Xi, reforms increased cen-
tralization and vested more responsibility and final decision-mak-
ing power in Xi himself. Consequently, the goals and use of China’s
military and paramilitary forces are subject to immense personal
discretion by Xi, particularly in crisis situations. CCP leaders con-
tinuously scrutinize the military’s loyalty, with several reforms and
increased emphasis on “political work” in the military and paramili-
tary forces designed to strengthen loyalty to the Party and ultimate-
ly to Xi himself. This combination of central control and emphasis
on political loyalty leads to micromanagement and inefficiency in
some areas of military decision-making.

The CCP’s decision-making for the military must account for the
paradox of coercive power: that the very organizations with the ca-
pability to physically defend the Party and the regime from internal
and external threats definitionally also possess a latent ability to
threaten the regime itself. In recognition of this paradox, the CCP
has granted armed forces two primary missions: to “obey the Par-
ty’s command” and be able to “fight and win”—and notably in that
order.39¢ In 2015, Xi described his greatest concerns for the Chinese

*The CMC is the current iteration of a longstanding Party organ tasked with leadership of
the military since before the founding of the PRC. The name and exact composition of the organ
has changed several times. The current iteration, established in 1954, readopts the name “Cen-
tral Military Commission,” which it has held on several previous occasions. People’s Daily, “CCP
Central Military Commission” (1 &+ 9t %2 312 1 2%), Translation; People’s Daily, “Military Histor
Today Se£tember 28: CCP Central Military Commission Established” (%514 F9H28H : EPJ—'&‘:F)%
EHHR R 2 0T), September 28, 2018. Translation.
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military, saying, “What I think about most is, when the Party and
the people most need it, will our military be able to always adhere
to the absolute leadership of the Party, will it be able to take on
the challenge to fight and win.”3% Reforms of the decision-making
structure under Xi have sought to improve the armed forces’ ability
to fulfil both missions.306

Military Decision-Making Prior to Xi

Previous leaders’ inability to assert operational authority over the
military amid a fragmented decision-making system or to address
corruption raised concerns among the top leadership about the ero-
sion of CCP control over the military.397 The PLA itself exercised a
significant amount of autonomy from Party leaders.398 The PLA’s
four general departments* essentially operated as “independent
kingdoms” with the broad authority to make decisions in their areas
of responsibility without oversight from the CMC.3%99 Decision-mak-
ing was impeded by a lack of information sharing, as the PLA lev-
eraged tight control over military intelligence and information about
its own capabilities and operations as a bureaucratic advantage
against both Party leadership and state ministries.310 The amassed
power of the poorly supervised general departments and military re-
gions also led to growing financial waste and corruption throughout
the force, raising serious concerns about PLA combat readiness.311
Operational decision-making was also disjointed, with command
and control split between military regions and service branches.312
Reforms necessary for modern warfare in command and control, ad-
ministration, and other areas long eluded previous leaders like Ji-
ang and Hu due to their relatively weak position with the military
and stiff resistance from the general departments that were both
the strongest entrenched interests and the biggest prospective los-
ers in such reforms.313

Prior to Xi’s recentralization of full Party control over the mil-
itary, China’s governmental and local authorities exercised a no-
table amount of authority and discretion regarding the use of
the military and paramilitary forces. The State Council shared
authority with the CMC over the funding and operation of the
People’s Armed Police (PAP, China’s paramilitary force), which
then fell under the Ministry of Public Security (MPS) and sub-
divisions of authority tied to the provinces.314 Local government
and Party officials had some discretionary control over local PAP
units.315 Reports from the Hu era reveal that some local lead-
ers had coopted the PAP to carry out extralegal tax collection,
debt recovery, land seizure, and even political violence, causing
concern that local leaders might also be able to use them to re-
sist central authority.316 Local Party secretaries could also take
advantage of their leadership of local Party committees to direct
operations by local PLA reserve units for personal gain.317

*The four general departments of the PLA included the General Staff Department, General
Political Department, General Logistics Department, and General Armaments Department. Joel
Wuthnow and Phillip C. Saunders, “Introduction: Chairman Xi Remakes the PLA,” in Phillip C.
Saunders et al., eds., Chairman Xi Remakes the PLA: Assessing Chinese Military Reforms, Na-
tional Defense University, February 22, 2019, 6.
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Centralizing Decision-Making Power in the CCP’s CMC

Reconcentration of authority over the policies and operations of
all China’s armed security forces, both military and paramilitary,
is a defining feature of Xi-era decision-making reforms. The CMC’s
role as the central institution responsible for making decisions about
the use of China’s armed forces has been greatly strengthened. This
level of central control has come at the expense of previously auton-
omous PLA organizations, the State Council, and local officials of
both the Party and the state.

Broadening the CMC’s Central Control

Xi’s military reforms overhauled the broad division of labor
within the PLA such that the CMC provides overall management
and direction, the theater commands focus on operations and
warfighting, and the services are responsible for “force-building,”
or what the U.S. military refers to as “man, train, and equip”
responsibilities.* 318 A critical element of this effort involved dis-
banding the PLA’s four powerful general departments into 15
less individually powerful organizations in 2016 and incorporat-
ing their responsibilities directly into a restructured CMC.{319
The change reduced the accumulated power of the PLA’s “General
Headquarters” (the four general departments, but primarily the
General Staff Department) by placing its former functions such as
training, mobilization, and strategic planning under direct CMC
control with an eye toward improving information flows between
the PLA and Party leadership.320 Xi’s reforms also removed the
heads of the individual services (PLA Army, Navy, Air Force, and
Rocket Force) from direct involvement in decision-making at the
CMC level and assigned responsibility for directing warfighting
to the newly formed theater commands, taking away two key
functions from the service chiefs.321

Reforms to China’s paramilitary forces, namely the PAP and
Coast Guard, in 2017 and 2018 made them solely responsible to
the CMC and clarified their identity as part of the broader armed
forces. Prior to Xi’s reforms, the PAP operated under the dual
leadership of both the CMC and the State Council.322 The State
Council oversaw the PAP’s operations, budget, size, and composi-
tion.323 On January 1, 2018, the CCP Central Committee discard-
ed this dual-leadership system and granted the CMC full control

*For more on Xi’s reforms to the CMC, see U.S.-China Economic and Security Review Commis-
sion, Chapter 2, Section 2, “China’s M111tary Reorganization and Modernization, Implications for
the United States ”in 2018 Annual Report to Congress, November 2018, 205 258 and U.S.-China
Economic and Security Review Commission, Chapter 2, Section 1, “Year in Review: Security and
Foreign Affairs,” in 2016 Annual Report to Congress, November 2016, 193-254.

TThe CMC now has 15 major subordinate organizations, which replaced the previous four
general departments as part of the ongoing PLA reforms in 2016. They include the General
Office, Joint Staff Department, Political Work Department, Logistics Support Department, Equip-
ment Development Department, Training Management Department, National Defense Mobili-
zation Department, Discipline Inspection Commission, Political and Legal Affairs Commission,
Science and Technology Commission, Strategic Planning Office, Reform and Organization Office,
International Military Cooperation Office, Audit Bureau, and Organ Affairs General Management
Bureau. Joel Wuthnow and Phillip C. Saunders, “Introduction: Chairman Xi Remakes the PLA,”
in Phillip C. Saunders et al., eds., Chairman Xi Remakes the PLA: Assessing Chinese Military
Reforms, National Defense University, February 22, 2019, 6-7.

#For more on Xi’s reforms to the paramilitary forces, see U.S.-China Economic and Security
Review Commission, Chapter 2, Section 2, “China’s Military Reorganization and Modernization,
Implications for the United States,” in 2018 Annual Report to Congress, November 2018, 205-258.
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of the PAP.324 In March 2018 the CCP Central Committee also
divested the PAP of several law enforcement, economic, and other
non-paramilitary units (such as firefighters) and reassigned them
to the State Council.* 325 That same year, the China Coast Guard,
which previously reported to the State Council’s State Oceanic
Administration, became the Maritime Police Contingent of the
PAP.326 The result was a unified paramilitary organization with
both land and sea missions incorporated directly into the line of
military command.

Removing Local CCP Officials from the Chain of Command

Xi’s reforms removed local CCP officials from the command struc-
ture of PLA reserve and PAP units. Prior to 2016, regional Party
secretaries had frequently served as so-called “first commissars” of
PLA reserve units within Provincial Military Districts, a designa-
tion that had allowed them to act as the first among equals over
a reserve unit’s military commander and political commissar.327
Roderick Lee, research director at the U.S. Air Force China Aero-
space Studies Institute, assessed in his testimony to the Commis-
sion that this role granted local civilian leaders influence over the
operations of local units and hence a level of power they could easily
use for personal gain.328 After the reforms, local civilian authorities
could no longer use PLA reserve units for local purposes without
the relevant theater command assuming joint command over those
forces.329 Similarly, prior to Xi’s reforms, local Ministry of Public
Security (MPS) officials held the designation of “first commissar”
in local PAP detachments, affording them some discretionary con-
trol of those forces.330 As Joel Wuthnow, senior research fellow at
the National Defense University Center for the Study of Chinese
Military Affairs, testified before the Commission, in practice, local
government and Party leaders occasionally summoned PAP units
to stifle protests.331 Following the changes in 2017 and 2018, local
officials must request authority from the center in order to deploy
the PAP.332

Putting Xi at the Core of Armed Forces Decision-Making

Decision-making over China’s security forces is increasingly cen-
tered around Xi himself. His rise in power strengthened Party con-
trol over the armed forces, ensuring the implementation of military
reforms that not only helped improve the PLA’s operational capabil-
ity but also further consolidated his political power in China.333 As
a 2015 commentary in the PLA newspaper insisted, China’s armed
forces are responsible for “resolutely responding to the call sent out
by Chairman Xi, resolutely executing the requirements put forth by
Chairman Xi, and resolutely completing the tasks bestowed upon
them by Chairman Xi.”334

*The Border Defense Force and Guards Force were both absorbed by the MPS. The Firefighting
Force and the Forestry Force (responsible for fighting forest fires) were transferred to the State
Council Emergency Management Department. The Gold Force (responsible for securing gold and
other resources) and the Hydropower Force (responsible for managing hydroelectric dams) were
designated as “non-active-duty professional teams” and reconstituted as state-owned enterprises
under the supervision of the State Council. Joel Wuthnow, “China’s Other Army: The People’s
Armed Police in an Era of Reform,” China Strategic Perspectives 14, Institute for National Strate-
gic Studies (April 2019): 9, 15-16; CCP Central Committee, Plan for Deepening the Reform of Par-
ty and State Agencies (FFFEH LB (RALFEAE FHUM S5 %) ), March 21, 2018. Translation.
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Emphasizing the Role of the CMC Chairman

The position of CMC chairman is the main source of Xi’s author-
ity over China’s armed forces. Because the CMC chairman is the
only individual to sit on both the Politburo Standing Committee and
the CMC, the position gives Xi sole responsibility for coordination
between the two most powerful bodies in the Party.335 Xi has also
worked to strengthen the position’s authority by placing a renewed
emphasis on the “Chairman Responsibility System,” a stipulation in
the 1982 PRC Constitution that grants ultimate authority for mili-
tary affairs to the CMC chairman.336 Under Xi’s predecessors Jiang
and Hu, the CMC’s two uniformed vice chairmen took responsibility
for the majority of CMC decision-making on the chairman’s behalf
in a pattern that became known as the “Vice Chairman Responsibil-
ity System.”337 Xi identified this arrangement as a major contribu-
tor to a trend of excessive PLA autonomy and has done away with
it in favor of concentrating power in his own hands.338

A 2017 amendment to the PRC Constitution and a 2020 mili-
tary regulation on political work cemented this status by giving
Xi final say in all CMC work and the ability to set the military’s
agenda on all political and operational issues.*339 According to Mr.
Lee’s assessment in his testimony for the Commission, the anecdot-
al evidence available by cataloguing Xi’s military meeting agenda
since becoming CMC chairman in 2012 suggests he is particular-
ly involved in decision-making on defining PLA reform milestones
and objectives, transforming the Southern Theater Command into
a modern joint operations command organization, and modernizing
the PLA Army and Navy.340

Personal Ideological Promotion

Xi has also elevated his position by using official speeches, pub-
lications, and Party media to paint himself as a great military
strategist to whom the armed forces owe complete personal loyalty.
Shortly after Xi came to power, a series of high-ranking senior PLA
officers made public declarations of loyalty to him, with their state-
ments receiving an unusual level of coverage in Party media.341 Be-
ginning in 2016, official sources began using the title “Commander
in Chief” in a push to paint Xi as a leader who understands and
commands respect from the military, on some occasions even show-
ing him wearing a military uniform while sitting upon a throne-like
commander’s chair.342 Xi has promulgated a military component of
his personal ideology, so-called “Xi Jinping Thought on a Strong Mil-
itary,” and his treatises are required reading for soldiers.343 State
media encourage the armed forces to not only study and implement

*In 2017, the PRC Constitution was amended to stipulate that the CMC chairman “assumes
overall responsibility over the work of the [CMC],” indicating that Xi’s voice almost certainly
has the final say among the seven members of the CMC. Regulations on Party building in the
armed forces promulgated in 2020 further stipulate that the CMC chairman must lead and com-
mand the national armed forces and determine all major issues of national defense and military
building. This description reveals that the role of CMC chairman officially includes both political
leadership and command authority over the armed forces. Xinhua, “Comprehensively Strength-
en the Party Building of the Army in the New Era: Leaders of the Political Work Department
of the Central Military Commission Answer Reporters’ Questlons on the Regulatlons on Part
Buildin,; ng in the Military of the Chinese Communist Party” (4= [ il 58 i X 22 fA 3¢ (1 gt ik ——rh 5{
EREGE LIRS Ch B L 58 e d % %451) ), September 10, 2020. Translation; Xinhua,
“Xi’s Thoughts and ‘Absolute’ Party Leadership of PLA Written into the Constitution, # October
10, 2017.
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Xi Jinping Thought on a Strong Military but also appreciate it as a
“scientific” theory of military affairs.344 State media reinforces the
message that the armed forces owe loyalty to Xi personally, repeat-
edly insisting that they must “listen to Chairman Xi’s command, be
responsible to Chairman Xi, and reassure Chairman Xi.”345 In a
speech in January 2017, Xi called upon the PLA to “safeguard the
core and follow commands,” a phrase that was incorporated into a
formal CMC opinion two months later and made the subject of a
campaign to increase loyalty to Xi’s military leadership ahead of the
19th Party Congress that fall.346

Decreasing the Involvement of Other Party Leaders

In addition to elevating himself, Xi has gradually decreased the
involvement of other civilian leaders in military affairs.347 The del-
egation on Hu Jintao’s personal inspection tours™® of military orga-
nizations included senior civilian CCP members and at least one
Politburo member.348 Until 2015, Xi’s inspection delegations also
included several civilian CCP leaders, such as Politburo members
Wang Huning and Li Zhanshu.34® Since 2015, however, Xi has
ceased to include any other Party leaders, and his delegation has
consisted entirely of military officers.35° According to Mr. Lee’s tes-
timony before the Commission, the presence of other CCP leaders
in the inspection delegations prior to 2015 suggests they previously
had some hands-on involvement in military affairs, and their re-
moval was most likely intended to signal to the rest of the Party
leadership that Xi is now the only civilian who can be involved in
military decision-making.7351

Enforcing Control over the Military

Decision-making on the use of China’s armed forces, both military
and paramilitary, is designed to ensure the security of the CCP re-
gime. Xi’s experience in Party affairs positions within the PLA and
familiarity with the CMC likely gave him insight into the areas
where Party control over the PLA had been lacking under previous
leadership.i The CCP under Xi has consistently and explicitly stat-

*The CCP top leader frequently conducts inspection visits to military organizations. These vis-
its allow the top leader to strengthen his reputation as a military leader by visibly demonstrating
interest in PLA affairs and underscore his attention to developments within his military area of
responsibility. In addition to this performative function, inspection tours may also help the top
leader better understand the situation on the ground. Mark Stokes, Executive Director, Project
2049 Institute, interview with Commission staff, September 21, 2022; Joel Wuthnow, Senior Re-
search Fellow, Center for the Study of Chinese Military Affairs at the Institute for National Stra-
tegic Studies, National Defense University, interview with Commission staff, September 21, 2022;
Phillip C. Saunders and Joel Wuthnow, “Large and in Charge: Civil Military Relations under Xi
Jinping,” in Phillip C. Saunders et al., eds., Chairman Xi Remakes the PLA, National Defense
University, February 22, 2019, 519-555, 538; PLA Daily, “Hu Jintao Insrpection of Jinan Military
Region Emphasizes Not Relaxing Preparations for Military Struggle” (54741 425F 5 72 [X s i A
TN ZE i 2} 51k 4%), October 22, 2009. Translation; Xinhua, “On the Eve of the Spring Festival Xi
Jinping Inspects and Central Theater Command and Expresses New Year Greetings to All of the
Officers and Warriors of the People’s Liberation Army, Officers and Police of the People’s Armed
Police, Civil Officials of the Armed Forces, and Militia and Reserve Personnel” (>Jir 74 11§ 4/
ARG T I o 0 X ) 4 A N DR AR 2 i R 7 e 8 A B S ZE A ST RN B R T4 150 N 51 B AT R AR,
January 28, 2022. Translation.

TMr. Lee argued it is unlikely the change was due to Xi’s personal distrust of any particular
leaders, as Xi later elevated both Wang Huning and Li Zhanshu to the elite Politburo Standing
Committee in 2017. Roderick Lee, written testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on CCP Decision-Making and the 20th Party Congress, January 27,
2022, 5.

1Xi served on active duty in the military as a secretary in the CMC General Office beginning
at the age of 26 in 1979. From the mid-1980s to early 2000s, his official biography lists a series
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ed that concentration of authority over the security forces under the
CMC and CMC chairman is necessary to ensure the Party remains
in control and the security forces remain loyal to it rather than the
state or the nation at large.

Political Work in China’s Military: The Party Must Command
the Gun

Loss of Party control over the armed forces is one of several fac-
tors Xi has explicitly identified as having contributed to the fall
of the CPSU and the Soviet Union, making it a matter of critical
importance under his leadership.352 The November 2021 historical
resolution reveals Xi’s motivating concern for Party control over the
armed forces:

For a period of time, the Party’s leadership over the military
was obviously lacking. If this problem had not been com-
pletely solved, it would not only have diminished the mili-
tary’s combat capacity, but also undermined the key political
principle that the Party commands the gun.353

Increased emphasis on political work in the military and para-
military under Xi’s leadership has thus focused on ensuring that
the armed forces’ loyalty is to the Party and the Party alone.354 In
emphasizing the danger of the Party losing its leadership role and
control over the PLA, Xi has in part sought to combat discourse on
the idea of “nationalization” of the PLA as a national army of the
PRC rather than a Party army.355 Under Xi’s predecessors, nation-
alization of the PLA had become a topic of discussion in some PLA
circles, which Xi has openly sought to rectify.356

China’s military leadership does not perceive a tradeoff between
the political reliability and operational capability of its officers.357
Instead of officers being designated either “red” or “expert,” accord-
ing to Mr. Lee’s testimony before the Commission, “operational pro-
ficiency and political awareness are increasingly intermingled the
more senior one becomes,” the ideal being to embody what CCP
propaganda terms a “double expert.”358 According to testimony by
James Mulvenon, former director of the Center for Intelligence Re-
search and Analysis at SOS International, personnel choices in the
PLA are increasingly “political choices between professional offi-
cers.”359 In other words, he argues, political criteria are employed
to choose among two or more fully qualified professional officers.360
As the military capability and professionalism of the entire PLA
have risen, the system has not resulted in widespread promotion
of politically reliable people at the expense of professional military
competence, as is sometimes supposed.361

Personnel Decisions

According to the PRC’s Active Military Officer Service Law, the
CMC chairman officially appoints and removes all active-duty offi-

of Party affairs positions in the PLA, including as political commissar and Party committee secre-
tary of a reserve unit, in a military garrison, in a military subdistrict at the municipal level, and
at the provincial military district level. Finally, in a rare appointment of a civilian senior Party
cadre to the powerful position of CMC vice chairman, Xi served for two years on the CMC prior
to his appointment to general secretary of the Party and CMC chairman in 2012. People’s Daily,
“Resume of Comrade Xi Jinping” (>Jif~F-[[ & fii)Jj), March 2018. Translation.
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cers at the division grade (typically senior colonels and major gener-
als) and above.362 This authority means that as CMC chairman, Xi
has the sole authority to approve or disapprove all general and flag
officer promotions in the People’s Armed Forces, a category Mr. Lee
estimates has almost certainly numbered in the thousands since
Xi became CMC chairman.363 In his testimony, Mr. Lee noted that
while it is unlikely Xi has involved himself in all of these promo-
tions,* it is relatively safe to assume that since taking office he has
had a direct say in the promotion of at least all new full generals
and admirals in the PLA.364

Anticorruption Campaigns

Xi has used his anticorruption campaign both as a tool to at-
tempt to address the corruption issue and as an implied threat to
encourage compliance with his military reform agenda and personal
control.365 According to a compilation by the Center on U.S.-Chi-
na Relations at the Asia Society, at least 62 PLA officers had been
removed for corruption by 2018, with 46 of those officers possess-
ing a rank of major general or above.36¢ The continuous threat of
investigation is a potent tool to intimidate or remove officers who
might otherwise obstruct reform efforts or show insufficient loyalty
to Xi.367 In his testimony before the Commission, Dr. Mulvenon sim-
ilarly argued that the ever-present threat of replacement via the an-
ticorruption campaign “prevents the development of resistance and
factionalism within the PLA.”368 In particular, he assessed that the
coercive threat of the anticorruption campaign was instrumental in
allowing Xi to achieve such a dramatic reorganization of the PLA,
which necessarily generated a lot of opposition from the losers of
the reform.369

Xi demonstrated the centrality of anticorruption to his vision of
military discipline by raising the bureaucratic status of the investiga-
tion authority. In January 2016, the PLA Discipline Inspection Com-
mission, which had been housed in the General Political Department
since 1990, was returned to the CMC, giving the inspection organi-
zation greater independence from the PLA bureaucracy.370 After this
adjustment, CMC Vice Chairman Xu Qiliang reportedly encouraged
discipline inspectors to “take advantage of their new standing” within
the PLA when investigating PLA officers’ political loyalty, power, and
responsibility.371 In October 2017, the head of the newly relocated PLA
Discipline Inspection Commission was elevated to the rank of a CMC
member, further increasing the investigation organization’s authority
and acknowledging its heightened political significance.372

Party Control inside Military Decision-Making

Xi has led a dramatic reorganization of the upper echelons of
PLA decision-making, but below the CMC, the basic mechanisms
for Party control of the military—political officers, and Party
committees—have not changed significantly. Instead of reforming
lower Party structures, Xi is reinvigorating political work within

*Mr. Lee assesses that Xi likely delegates some responsibility for such promotional decisions to
the director of the CMC Political Work Department, Miao Hua. Roderick Lee, written testimony
for U.S.-China Economic and Security Review Commission, Hearing on CCP Decision-Making and
the 20th Party Congress, January 27, 2022, 9.
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Party Control inside Military Decision-Making—
Continued

these structures and pressing political officers to focus on learn-
ing military affairs to participate more in military decision-mak-
ing and make political work more relevant to success in war.

Dual Command and the Political Officer: Throughout the
PLA, from company to theater command, the PLA continues its
longstanding practice known as the “military and political du-
al-leadership system.”37¢ Under this system, every unit has two
principal officers, a commander and a political officer, who serve
as co-equals and share joint responsibility for issuing orders and
overseeing daily tasks.375 The roles are designed to be comple-
mentary, with the commander responsible for military decisions
and the political officer responsible for political and personnel
decisions.376 The political officer’s functions combine activities
similar to a chaplain, sergeant major, inspector general, judge
advocate, human resources officer, social worker, and Party whip.
His areas of responsibility range from ideological discipline to po-
litical and moral education, military law, soldier wellbeing, and
professional development.377

Party Committees: Like the rest of society under CCP rule,
the PLA also has Party organizations embedded in each military
unit and major staff organization.*378 “This Party committee
structure creates a ‘trusted agent’ in the aggregate,” explains Mr.
Lee.37 “Instead of having a single individual whom Xi trusts, a
collective group of individuals who are promoted based on both
political and military affairs traits are responsible for unit con-
trol and oversight.”380 The political officer and unit commander
usually serve as the secretary and deputy secretary of their unit’s
Party committee.381

Steady State vs. Wartime Decision-Making: In steady state,
commanders direct day-to-day military activities while political
officers ensure these operations are conducted in line with polit-
ical goals.382 In transition to crisis or wartime, Mr. Lee explains,
“most of a Party committee’s functions are relatively ‘high-lev-
el’ in nature and do not involve the Party committee needing to
approve every action made within a unit.”383 They do, however,
have the authority to review in committee any decision an indi-
vidual leader, such as the commander or political officer, makes
on the spot.384

A House Divided? A common PLA slogan, “division of labor
[does] not divide the house,” reminds commanders and political
officers they have different duties but must work together.385 In
2019, the PLA Daily reminded soldiers of the Gutian All-Mili-
tary Political Work Conference that CMC Chairman Xi personal-

*The term “Party committee” (3% %) is used for organizations that are established at the reg-
iment level and above. At the battalion level and in second-level functional and administrative
departments of the PLA, the relevant Party organ is called a “grassroots Party committee” (32
3%7%). At the company level, they are referred to as “Party branches” (5%37 7). The term “Party
small group” (3¢/N4) is used at the platoon level and for ad hoc organizations at any level that
are created for a specific purpose and have three or more Party members. Kenneth W. Allen et
al., “Personnel of the People’s Liberation Army,” BluePath Labs (prepared for the U.S.-China Eco-
nomic and Security Review Commission), November 2022, 17.
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Party Control inside Military Decision-Making—
Continued

ly hosted five years earlier where he raised concerns that some
political officers had become useless because they were afraid
to speak their voice or insert their hand in military affairs.386
Xi exhorted political officers to get more involved in operations,
training, and military command and control so that they could
learn to make political work a greater part of military success
in wartime. In late 2021, the Ministry of National Defense again
raised Xi’s exhortations at the Gutian conference, recommending
“Meritorious Li Yannian,” a new television series about a Korean
War political commissar who was an expert in both military and
political affairs.387 Despite these continuing efforts, tensions re-
main that raise questions about the degree to which this political
oversight will complicate or slow the PLA’s military decision-mak-
ing. As Mr. Lee cited in testimony to the Commission, a “PLA
Navy officer who attended the Rim of the Pacific exercise in 2016
expressed clear frustration with political oversight on military af-
fairs when he “lamented that the PLA’s ‘nanny command style’
was inadequate for modern operations.”388

Control over China’s Internal Security and the Political-
Legal Apparatus

Similar to his efforts to assert dominance over the PLA, Xi has
made it a priority since the earliest days of his leadership to control
China’s domestic public security apparatus.38® In addition to the
reforms to China’s paramilitary forces detailed above, Xi has dedi-
cated significant attention to reforming elements and overall control
of China’s political-legal system.390 The political-legal system is the
bureaucracy responsible for law enforcement, public security, and
domestic coercion in China, including the courts, procuratorates,
MPS, Ministry of State Security,* Ministry of Justice, and police
academies.i 391 Changes to the political-legal system under Xi have
sought to ensure the strict, hierarchical Party control and political
loyalty of the apparatus most directly linked to domestic regime
security.392

Motivation for Enhanced Control over Political-Legal Work

Xi perceives the domestic security apparatus as a foundational
guarantor of the Party’s control that must remain loyal in all cir-
cumstances.393 His focus on this area most likely reflects an under-

*The MPS is responsible for domestic law enforcement in China, including riot control and
the overall maintenance of “social order.” The Ministry of State Security is China’s main civilian
intelligence and counterintelligence agency whose missions include protecting China’s nation-
al security writ large, securing political and social stability, conducting counterintelligence, and
implementing security-related laws. Timothy Heath, written testimony for U.S.-China Economic
and Security Review Commission, Hearing on What Keeps Xi Up at Night: Beijing’s Internal and
External Challenges, February 7, 2019, 8-9.

TThe Chinese Communist Party Regulations on the Political Legal Work issued in January
2019 define “political-legal units” as “specialized forces engaged in political-legal work under the
leadership of the Party, primarily including judicial organs, procuratorial organs, pubhc security
organs, national security organs, judicial administrative organs, and other units.” Xinhua, “CCP
Central Committee Publishes “Chinese Communist Party Regulations on Political-Legal Work” (

oA e (R R R BGE TAEZB1) ), January 18, 2019. Translation.
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standing of the political-legal system as a necessary tool and weap-
on of the Party and top Party leadership.39¢ CCP sources commonly
refer to the public security apparatus as “the knife,” and Xi has
identified that a foundational principle of political-legal work must
be “ensur[ing] that the handle of the knife is firmly grasped in the
hand of the Party and the people.”395 Regulations on political-legal
work issued under Xi’s tenure also make clear that political-legal
work is an important channel for the Party’s leadership of so-called
“dictatorial functions,”* in other words, the coercive aspects of do-
mestic governance.396 This domestic monitoring and enforcement
capability, while theoretically targeted at enemies of the Party-state,
can nonetheless be turned even upon the CCP leadership itself.397
Without firm control over this lever of power, Xi would be unable
to secure his desired leadership for the Party or for himself in any
other policy area.

Nevertheless, upon his rise to power Xi perceived that the han-
dle of the knife had slipped dangerously out of the control of the
CCP top leadership.398 Under Hu Jintao, the public security appa-
ratus had enjoyed a significant level of autonomy and policy influ-
ence vis-a-vis the CCP top leadership in a manner similar to the
military.399 Then Politburo Standing Committee member and head
of the Party’s Central Political-Legal Affairs Commission (CPLAC)
Zhou Yongkang, for example, possessed a firm grip over the regime’s
intelligence and security bureaucracy and became a cautionary tale
of the dangers of such independent power.490 Zhou was suspected
of not only corruption but also conspiring with Bo Xilai against the
central Party leadership and attempting to contravene a Politbu-
ro Standing Committee consensus to purge the disgraced leader.401
Corruption and clientelism were also areas of concern.492 According
to analysis by Christopher Johnson, senior fellow at the Center for
Strategic and International Studies, published in conjunction with
the Mercator Institute for China Studies in Berlin, Xi perceived that
lax leadership by his predecessor had allowed the domestic security
apparatus so much leeway as to pose a threat to the cohesion of the
Party system itself. {403

*In his work entitled “On the People’s Democratic Dictatorship,” Mao Zedong defined the “peo-
ple’s democratic dictatorship” as the exercise of “democracy within the people” and “dictatorship
over the reactionaries.” He explains that “the people” who support China’s socialist revolution
should enjoy political freedoms, whereas the enemies of the revolution should be constrained
and oppressed. He argues that this principle is essential for the success of China’s socialist rev-
olution, the welfare of the people, and the survival of the country. The concept of the “people’s
democratic dictatorship” is still endorsed by the Chinese government and the CCP today. It is
included in Article 1 of the PRC Constitution as one of the core characteristics of the Chinese
socialist state. It is also mentioned three times in the opening section of the CCP charter. Xinhua,
“Charter of the Chinese Communist Party (Amended by the Nineteenth National Congress of the
Chinese Communist Party, October 24, 2017)” (*f[E3L) 75 85 (o E 3L 50 55+ Lk & ERE RS
Hor ik, 20174E10 3 24 H i) ), Communist Party Members Net, October 28, 2017. Translation;
People’s Government of the People’s Republic of China, “Constitution of the People s Republic of
China” (4 A 4L %DI&E/Z) Xinhua, March 22, 2018. Translatlon Mao Zedong, “On the People’s
Democratic Dictatorship” (1 )\EEI%H) June 30, 1949, in Selected Works of Mao Zedong: Vol-
ume 5 (GIFERILE: H1%), People’s Pubhsher 1981 1468 1482, 1475. Translation.

TA high-level speech by then head of the CPLAC Meng Jianzhu in 2015 elaborates on these
concerns, stating, “In recent years, some political and legal affairs leaders have embarked on
the road of illegal crimes. The most fundamental reason for this is that there are problems with
ideals and beliefs and their values are seriously distorted, breaking the bottom lines of Party
discipline and state laws....We must carry out the Party’s political discipline and organizational
discipline education in depth never allow anything to override to the organization, never allow
any compromises or choices in implementing the Party Central Committee’s decisions and de-
ployments, never allow the relationship between superiors and subordinates to become personal
relationships of dependency, and never allow the formation of cliques....At present, the anti-cor-
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Rewriting the Rules of Political-Legal Work under Xi

The CCP under Xi’s leadership has made many organizational and
personnel changes to the Party’s leadership of political-legal work.
The overall goal of these efforts appears to have been centralizing
Party control while simultaneously preventing the reemergence of
any position powerful enough to challenge the top leadership. Lines
of effort have included a realignment of the Party’s existing CPLAC
and its associated hierarchy;* the subordination of political-legal
work to Xi’s newly defined national security goals and institutions;
an ongoing series of campaigns to ensure loyalty from the system’s
leaders and personnel; and relentless promotion of Xi’s leading role
in political-security work.

Reorientation and Subordination of the CPLAC

In contrast to elevating the bureaucratic status of other key Par-
ty commissions, Xi lowered the bureaucratic status of the CPLAC
even while expanding its areas of authority to centralize Party con-
trol. This anomaly was likely intended to prevent any leader of the
domestic security apparatus from developing a unique power base.
Following Zhou Yongkang’s expulsion from the Party, his former
portfolio as head of the CPLAC was immediately downgraded from
the Politburo Standing Committee level, where it had been since the
early 2000s, to the Politburo level.494 The demotion would severely
limit the ability of any future commission head to contravene the
decisions of the top CCP leadership the way Zhou had attempted.
The CCP also began to phase out the dual-hatting of local-level po-
litical-legal committee heads as the heads of local public security
bureaus.#%5 This reversed a practice that had become common since
the late 1990s and 2000s and that had allowed the local political-le-
gal organs to play an extremely active role in local domestic secu-
rity affairs.406 With these changes in place, the CPLAC’s areas of
responsibility could be safely expanded as part of the broad Par-
ty-state reorganization effort. In March 2018, the CCP consolidated
responsibility for additional channels of political-legal work within
the CPLAC by directing it to absorb the majority of the functions of
three other Party leading small groups and commissions.407 These
were the Central Commission on Comprehensive Management of
Societal Security, the Central Leading Small Group on Maintaining
Stability Work, and the Central Leading Small Group for the Pre-
vention and Handling of Cult Issues.}408

ruption struggle on the political and legal fronts is still grim. We must not only deeply reflect on
the painful lessons of the Zhou Yongkang case, but also thoroughly eliminate the impact of the
Zhou Yongkang case.” Meng Jianzhu, Effectlvely Improve the Ablhty and Level of Political and
Legal Affairs Institutions to Serve the Overall Situation” (JJSZHmEBUEHL YRS AR IAfE FRIK
*¥), People’s Court Daily, March 18, 2015. Translation.

*The CPLAC sits atop a hierarchy of lower-level political-legal committees that manage po-
litical-legal work at the provincial and local levels. Minxin Pei, “The CCP’s Domestic Security
Taskmaster: The Central Political and Legal Affairs Commission,” China Leadership Monitor
(September 1, 2021): 3—-12.

TThe CPLAC absorbed all of the functions of the first two organizations, the Central Commis-
sion on Comprehensive Management of Societal Security and the Central Leading Small Group
on Maintaining Stability Work. In the case of the third organization, the Central Leading Small
Group for the Prevention and Handling of Cult Issues, the CPLAC took on the disbanded group’s
decision-making responsibilities while the MPS absorbed some of its administrative and imple-
mentation functions. The reorganization plan assigned responsibility for information gathering,
analysis, and policy implementation to the MPS as a government ministry, whereas the CPLAC
as a Party organization was tasked with policy coordination and making policy recommendations
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Like other parts of the bureaucracy under Xi, the CPLAC and
its associated hierarchy also appear to have been subject to the
overall authority of the CNSC and its hierarchy. Following the
establishment of the CNSC under Xi’s leadership, experts have
predicted that the new national security commission may sup-
plant the leadership of the existing political-legal commission
over domestic security issues.4°9 While the full details of the re-
lationship between the two Party groups remain unknown, there
are several indicators that the political-legal affairs organiza-
tions are required to follow the leadership of the CNSC. First,
as previously indicated, the head of the CPLAC is currently a
Politburo-level position, whereas the head of the CNSC is Xi
himself. Second, the last available list of the full membership
of the CNSC, which dates from 2017, includes the head of the
CPLAC (then Meng Jianzhu) as a member of the CNSC, along
with the Minister of Public Security.#1© Third, new regulations
released in 2019 require that political-legal work “adhere to the
Comprehensive National Security Concept” and explicitly direct
lower-level political-legal committees to “implement the decisions
and arrangements” of central and local national security commis-
sion leadership organizations at every level.411

Personnel Changes

Xi has also gone to great lengths to ensure the loyalty of the po-
litical-legal apparatus by replacing most of its leadership, many by
means of the anticorruption campaign, with people he trusts.412 Ac-
cording to Dr. Wu, since taking power in 2012 Xi has presided over
at least three purges of the MPS and political-legal apparatus.413
The first wave centered around the removal of Zhou Yongkang along
with many of Zhou’s proteges and much of the leadership of the
MPS. According to Dr. Wu, to accomplish this feat so early in his
time as general secretary, Xi relied on support from not only Wang
Qishan (then in charge of the CCP’s Central Discipline-Inspection
Committee) but also several other groups of officials both inside and
outside the public security apparatus.*44 Dr. Wu assesses that the
ensuing purges in 2018 and 2020 have represented “an ongoing pro-
cess of power redistribution” among those groups, with each wave
bringing to power individuals with closer ties to Xi than those who
had come before.415

The Party under Xi has demonstrated a strong focus on manag-
ing and developing the political quality of both the leaders in the
system and the rank-and-file public security personnel. A readout
of Xi’s guiding speech in January 2015 states, “It is necessary to
strengthen and improve the leadership of political-legal work; choose

to the CCP Central Committee. CCP Central Committee, Plan for Deepening the Reform of Par-
ty and State Agencies (P IEHILENE (R AIE ZHL L 7)), March 21, 2018. Translation.
*These groups were, in order of increasing closeness to Xi: (1) former proteges of Zhou Yong-
kang who betrayed Zhou in order to seek patronage from Xi, most of whom already had prom-
inent careers in public security, such as Fu Zhenghua and Huang Ming; (2) members of the
so-called “Shanghai Gang” of officials with close connections to Jiang Zemin and Zeng Qinghong,
most of whom were transferred into the public security system from other areas of the bureaucra-
cy to replace Zhou and his associates, such as Meng Jianzhu and Guo Shengkun; (3) individuals
affiliated with Xi allies like Li Zhanshu, such as Zhao Kezhi, who were also transferred into
public security from other Party positions; and (4) Xi’s longtime associates, such as Wang Xiao-
hong. Guoguang Wu, “Continuous Purges: Xi’s Control of the Public Security Apparatus and the
Changing Dynamics of CCP Elite Politics,” China Leadership Monitor, December 1, 2020, 2-3.



81

and match well the leadership group of political-legal organizations;
continuously raise the ranks’ ideological and political quality and
ability to perform their duties; [and] cultivate political-legal ranks
that are loyal to the party, loyal to the country, loyal to the people,
and loyal to the law.”416 Later guidance from other leaders echoes
the same themes, emphasizing the importance of both leaders and
the broader ranks below those leaders having strong political qual-
ifications and a good disciplinary record.417 Several Party sources
have mentioned a goal of building the public security forces into a
so-called “iron army” that is immune to corruption.#1® A series of
recent activities by an organization called the National Public Se-
curity Ranks Education and Rectification Leading Small Group and
its office confirms this is still an area of attention for the leadership
today.419

Elevation of Xi

Xi’s role in remaking and guiding the political-legal apparatus
has been heavily emphasized. As in other policy areas, his speeches
and instructions are consistently used as benchmarks for the correct
policy direction by leaders and organs under him.420 Remarks by
the heads of the CPLAC in 2015 and 2019 credit Xi’s instructions
with “point[ing] out the correct direction” and “provid[ing] a grand
blueprint” for political-legal affairs work as well as the guidelines
members of the bureaucracy need in order to “do their jobs well.”421
The 2019 regulations on political-legal work make implementing Xi
Jinping Thought on Socialism with Chinese Characteristics for a
New Era the first responsibility of political-legal commissions and
committees at all levels.#22 In 2021, when CPLAC Secretary Gener-
al Chen Yixin gave a speech outlining ten “key points” that should
serve as a focus for the year ahead, the first goal he highlighted
was the promotion of large-scale learning and training activities to
“set off an upsurge in the study and implementation of Xi Jinping
Thought on the Rule of Law.”423

Consequences for Security Decision-Making under Xi

Perhaps more than in any other field, the lack of constraints and
balances on Xi’s authority in the security space grants him immense
discretion over the use of China’s armed forces. Xi’s position at the
intersection of military and Party leadership, his restructuring of
the PLA and paramilitary forces, and his control over personnel de-
cisions grant him a highly streamlined and personalized command.
Consequently, the use and orientation of China’s military and para-
military forces are subject to Xi’s personal discretion. There are also
features of China’s military decision-making system that tend to-
ward micromanagement and potential inefficiency.

Unpredictability in Crisis Management and Escalation
Control

This combination of unparalleled authority and wide discretion
makes it difficult to reliably predict or influence the decisions Xi
will make, particularly in a crisis situation in which he may have
less time or desire to confer with other leaders. As an example, Xi’s
centralization of control and personalization of command in the nu-
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clear realm means that should China decide on a launch-on-warning
posture,* he alone could have somewhere in the range of ten min-
utes to make a personal decision about the use of nuclear weapons,
a scenario Mr. Lee described in his testimony to the Commission as
“incredibly concerning.”424

Xi’s overwhelming authority further complicates crisis situa-
tions by decreasing the likelihood that lower-level officials or in-
terlocutors have the authority to adapt to changing situations.
In his testimony before the Commission, Dr. Mulvenon expressed
concern about the personalization of command under Xi, saying,
“If in fact major military decisions require Xi Jinping’s personal
approval... rather than an institutional mechanism, that makes
crisis management, escalation control, and strategic communi-
cations potentially difficult... during the fog of war. It makes
it more difficult... to establish credible defense telephone links
with what we think are the operational elements of the PLA.”425
Xi’s emphasis on the Chairman Responsibility System likely also
gives him great discretion over which or how many subordinates
he chooses to consult on major decisions, making it difficult to
identify a reliable channel for crisis messaging. In a time-sensi-
tive situation, there is no guarantee Xi will convene the entire
CMC, and higher-ranking CMC members such as the CMC vice
chairmen may be more likely than the Minister of Defense and
other CMC members T to still be consulted.

In this context, the question of information inputs to Xi’s deci-
sion-making is paramount. Mr. Lee pointed out that the PLA’s rel-
atively well-developed and technologically supported information
flows likely present Xi with access to multiple, diverse sources of
information on the same situation at once, including potentially a
direct video feed from relevant tactical formations, which he can
use to supplement the reports of any subordinates he chooses to
consult.426 From this potential abundance of information, Xi has the
broad authority to draw his own conclusions and formulate his own
decisions absent any predictable filter or intervention from other
stakeholders.427

*A launch-on-warning posture is one in which a state’s military would launch nuclear weapons
in retaliation for an incoming strike that has been detected but not yet detonated on its territory.
Although China does not currently have a launch-on-warning posture, many recent advances in
the PLA’s nuclear capabilities could enable a shift to a launch-on-warning posture if desired. (For
more on China’s nuclear doctrine, posture, and capabilities, see U.S.-China Economic and Security
Review Commission, Chapter 3, Section 2, “China’s Nuclear Forces: Moving beyond a Minimal
Deterrent,” in 2021 Annual Report to Congress, November 2021, 340-385; U.S.-China Economic
and Security Review Commission, 2021 Annual Report to Congress, November 2021, 358, 360.

T Specifically, personalization of command under Xi may restrict the ability of the minister of
defense, the currently designated counterpart to the U.S. secretary of defense, to act as a reliable
channel to Xi in a crisis scenario. In his testimony, Dr. Wuthnow assessed that Xi’s final deci-
sion-making authority means that all CMC members will transmit messages to him at the top of
the system, regardless of the messenger’s relative rank on the CMC. This means that in normal
noncrisis scenarios, the minister of defense is likely a viable channel for messaging to Xi by virtue
of his CMC status and his presence at CMC meetings, as is every CMC member. However, Xi’s
emphasis on the Chairman Responsibility System likely means he does not necessarily need to
convene the entire CMC. If in a crisis scenario, Xi does not have time or chooses not to convene
the entire CMC, the Minister of Defense (currently the third-ranking uniformed member of the
CMC, Wei Fenghe) by virtue of his greater distance from Xi, would be a less reliable channel than
the CMC vice chairmen. Unlike Minister Wei, both CMC vice chairmen also sit on the Politburo,
making them the senior defense and mlhtary advisors to the senior-most political leadership of
the CCP. Joel Wuthnow, oral testimony for U.S.-China Economic and Security Review Commis-
sion, Hearing on CCP Decision- -Making and the 20th Party Congress, January 27, 2022, 225-226.
Peoples Daily, “China’s Important Leaders” (# [EF{ %), 2022. Translation.
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Micromanagement of Forces by Senior Leadership

Within China’s military there have been longstanding concerns
over micromanagement from senior leadership, a trend exacerbat-
ed by the centralization of decision-making under Xi and advances
in command and control technology. As Mr. Lee explains, although
the PLA appears to acknowledge warfighters’ need for some lev-
el of decision-making autonomy on a theoretical level, the system
nonetheless gravitates toward a highly centralized command and
control structure.#28 The CMC and theater commands both retain
the formal authority to engage in “skip echelon”* command of even
tactical formations and appear to actually use this capability as
a matter of course.429 All theater command joint operations com-
mand centers appear to have live video feeds from virtually every
weapons platform operating within their areas of responsibility.430
The upper-level leadership’s tendency to push down senior officers
to the tactical level appears to have become problematic enough to
interfere with operations.431 To mitigate this interference, the PLA
Navy issued new guidance stipulating that single-ship formations
could not have a senior officer embarked onboard, which appears
to be directed at affording the ship’s own commander and political
officer a chance to perform their job without excessive oversight.432
According to Dr. Mulvenon’s assessment before the Commission, this
pervasive culture of micromanagement creates risk aversion at the
lower levels of the PLA and results in “paralysis” whenever they are
cut off from upper-level command.433

Militarization of Internal Security Actions

Stronger central control over China’s paramilitary forces could po-
tentially also contribute to greater internal instability. The thorough
militarization and establishment of central control over the PAP may
raise the likelihood that the central government will conceive of do-
mestic societal concerns in military terms and enforce its domestic
agenda with military force.43¢ Local governments’ loss of ability to
independently deploy the PAP may also result in delays and slower
response times to local emergencies.435 Dr. Wuthnow assessed that
local governments may hesitate to request approval from the center
to deploy the PAP in emergencies for fear of appearing to have lost
control of the situation.436

Decision-Making Surrounding a Taiwan Invasion

A decision to take military action over Taiwan is ultimate-
ly a political one.437 Xi’s preeminent role in China’s military
decision-making contributes to dangerous uncertainty ¥ in the
Taiwan Strait by making it difficult to predict the timing of a
potential decision to invade Taiwan. As the Commission noted
in its 2021 Annual Report, factors such as a misreading of U.S.

*“Skip-echelon” command refers to a practice in which high-level command authorities bypass
intermediate command levels to directly command lower-level units.

T For more on decision-making surrounding a Taiwan invasion and recent changes to the mil-
itary balance generating uncertainty in the Taiwan Strait, see U.S.-China Economic and Secu-
rity Review Commission, Chapter 4, “A Dangerous Period for Cross-Strait Deterrence: Chinese
Military Capabilities and Decision-Making for a War over Taiwan,” in 2021 Annual Report to
Congress, November 2021, 387-438.
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Decision-Making Surrounding a Taiwan Invasion—
Continued

policy, a belief that a U.S. threat to intervene is not credible,
or a focus on Xi’s personal ambitions could all contribute to a
deterrence failure whereby the CCP leadership orders the PLA
to attack Taiwan.438 The structural changes Xi has undertaken
to make military decision-making responsive to his direction
mean that his personal beliefs and assessments on these mat-
ters could have an outsized or potentially even deciding role
in a decision to invade. Xi possesses broad authority over the
military situation by nature of his position as chairman of a re-
structured CMC, and he is the only individual on the Politburo
Standing Committee with a military portfolio.#39 Compounding
this risk, it is uncertain whether the PLA will truthfully report
to Xi about their capabilities and readiness to invade Taiwan,
since it may be politically dangerous to admit to the top leader
that the capabilities are not ready after being the focus of PLA
modernization efforts for so long.440

Implications for the United States

In the 20 years prior to General Secretary Xi, networks of top
leaders and their proteges deliberated policy choices, and an array
of interest groups contributed to decision-making on key policies.
Xi has claimed a decisive role for himself in formulating economic,
foreign, and security policy. This reversal from the increasing insti-
tutionalization, state bureaucratic control, and consensus leadership
of his predecessors back to central leadership by Party organiza-
tion—with Xi at the center of most decision-making bodies—has
several implications for how the United States should manage its
competition with China.

The elevation of Xi’s personalistic rule means U.S. policymakers
can confidently interpret any decision articulated by Xi as sure to
galvanize change in China’s policy direction. Because of Xi’s over-
whelming authority, the substance of policies directly affiliated with
him by name or through his public involvement is relatively un-
likely to be subject to major reinterpretation, even if public mes-
saging around them changes slightly. This may afford a degree of
predictability in China’s policy stance, but it also underscores that
Xi has a uniquely powerful role in economic, foreign, and security
decision-making. Absent avenues for communication with Xi and his
immediate advisers, the United States may face increased risk.

Because of China’s structure as a unified Party-state and the dra-
matic recentralization of Party control that has occurred over the
last decade, effective diplomatic engagements and communication
with China depend upon developing contact with the people within
China’s system who hold key Party positions and through those have
the authority to make recommendations and influence policy. This
requires looking beyond the government organs that most closely
match the United States’ own system and focusing on the positions
of influence one holds in the Party structure. The central manage-
ment of policymaking by the Party apparatus under Xi means that
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lower-level government interlocutors from State Council ministries
likely do not possess great ability to innovate or make compromises
in negotiation. Decisions to adjust course on China’s policy choices
most likely must be initiated or approved by either Xi or potentially
the head of a relevant Party commission.

Similarly, Xi’s unparalleled authority and wide discretion on mil-
itary affairs make it difficult to reliably predict or influence the de-
cisions he will make or which interlocutors he will involve in de-
cisions. This is particularly the case in a crisis situation, when he
may have less time or desire to confer with other leaders before
making a decision. It also means external pressure can only be ef-
fective if faithfully conveyed to key Party decision-making bodies for
consideration. Typically high-sounding state positions like minister
of foreign affairs and minister of defense are a full step away from
the Party leaders making decisions in their areas of responsibility.

The recentralization of decision-making power within the CCP
under Xi’s leadership accompanies tighter CCP supervision of the
entire Party-state bureaucracy to ensure adherence with Xi’s pol-
icy choices. As a result, the CCP can ensure rapid mobilization of
resources to advance Xi’s policy objectives and execution of his de-
cisions, but it may also limit the CCP’s ability to correct its policy
mistakes or adjust course. This inability to adjust course regard-
less of economic and security implications poses a challenge to U.S.
strategic planning and responses. This may be particularly relevant
in late 2022, when the CCP will reshuffle its leadership. Economic
headwinds buffeting the Chinese economy are occurring just as Xi
prepares to extend his leadership over the CCP at the 20th Party
Congress. This politically sensitive year may push Xi to dismiss the
economic costs of his policy choices as he looks to protect his posi-
tion.

Finally, even though the state bodies have always been led by
CCP officials and subject to Party guidance, China’s policy increas-
ingly grows out of Party structures and under the auspices of Par-
ty leaders who are concerned with ensuring the Party’s continued
supremacy. Effective assessments of China’s strategic intent must
take into account the worldview and organizational limitations of
the CCP as well as the material objectives the Party judges might
best suit “China” as a whole. Furthermore, because all major policy
decisions made by Xi are now couched in uncompromising national
security terms, the United States and other countries seeking to
defend their own interests in interactions with China should antic-
ipate and plan for vocal or even coercive retaliation against actions
the CCP is likely to interpret as harmful to its interests.
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Appendix: The CCP’s 2022 20th National Congress

Introduction

e Party Congress Overview: The CCP’s National Congress,
usually referred to simply as the “Party Congress,” convenes
every five years to determine the leadership positions within
the CCP.*441 As of this report’s writing, the CCP’s 20th Par-
ty Congress is scheduled to begin on October 16, 2022.442 The
event will determine key players in the Party system and set
the tone and agenda for China’s policymaking for at least the
next five years.443

¢ Xi’s Intentions for the 20th Party Congress: At this year’s
20th Party Congress, General Secretary Xi likely will seek to ex-
tend his leadership of the CCP, place additional individuals he
trusts in positions of power, further elevate his political profile
through amendments to the Party charter, further entrench his
policy agenda through speeches and high-level documents, and
continue the process of adjusting institutional arrangements of
power within the Party.444

Party Congress Process

¢ Sequence of Events: The roughly 2,300 delegates | participat-
ing in the Party Congress will convene in the Great Hall of
the People in Beijing.#45 The delegates will select the new CCP
Central Committee and the Central Committee for Discipline
Inspection in a modestly competitive process.i446 When the se-
lection process is complete, a list of the new Central Committee
Members and Alternate Members will be distributed and circu-
lated to the media.§ 447

Immediately following the conclusion of the Congress, usually
on the following day, the newly selected Central Committee con-

*The turnover of CCP positions at the Party Congress is only one of the two major events that
determine the national leadership of China’s Party-state system. It is followed by the turnover
of state positions in the meeting of the National People’s Congress in the next spring. Thus, the
process of leadership turnover begun at the 20th Party Congress in the fall of 2022 will not
be completed until the conclusion of the National People’s Congress in March 2023. Yew Lun
Tian, “Factbox: How China’s Communist Party Congress Works,” Reuters, October 14, 2022; Susan
Lawrence and Mari Lee, “China’s Political System in Charts: A Snapshot before the 20th Party
Congress,” Congressional Research Service, November 24, 2021, 23.

FAccording to Xinhua, delegates represent 38 provinces and other provincial-level entities
(autonomous regions, centrally administered municipalities, and special administrative regions),
certain central authorities, the central financial sector, and Beijing-based centrally administered
state-owned enterprises. The election process for delegates includes five steps Xinhua describes
as “the nomination of candidates by Party members; a nominee review; public notification of the
candidates for feedback; candidate shortlists; and the final vote in each electoral unit.” Xinhua,
“How CPC Elects Delegates to Upcoming Party Congress,” April 23, 2022.

At the CCP’s last Party Congress in October 2017, delegates selected 204 candidates out
of a list of 222 for full membership on the Central Committee. Susan Lawrence and Mari Lee,
“China’s Political System in Charts: A Snapshot before the 20th Party Congress,” Congressional
Research Service, November 24, 2021, 9-10.

§According to Susan Lawrence, specialist in Asian Affairs at the Congressional Research Ser-
vice, if Xi’s name is included in this list of Central Committee Members, it is an indication he will
likely be selected for a third term as CCP general secretary, as the position of general secretary
can only be held by a member of the Central Committee. If Xi’s name does not appear on this
list, it is an advance indication that he will not retain the position of general secretary. This could
mean either that he is expected to step down entirely or that he will take a different approach
to remaining in power that does not require him to be a member of the Central Committee. This
was the approach taken by Jiang Zemin in 2002 when he relinquished the position of general
secretary to Hu Jintao but retained the position of CMC chairman. Susan Lawrence, remarks
at “Toward Xi’s Third Term: China’s 20th Party Congress and Beyond,” January 20, 2022, 29.
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venes its first plenary session.448 It is at this meeting that the
new Politburo, Politburo Standing Committee, general secretary,
and CMC are selected.#4? After the conclusion of the Central
Committee’s first plenary session, the newly selected Politburo
Standing Committee, headed by the general secretary, have in
the past been revealed in rank order at a live, televised press
conference.450

e Indicators of Xi’s Influence on the Process: At the 17th and
18th Party Congresses in 2007 and 2012, Hu Jintao’s Adminis-
tration conducted straw polls for Central Committee members
to express their opinions on candidates for the Politburo.451 Al-
though the results of these polls were secret and nonbinding,
they reportedly did influence the ultimate selection of Politbu-
ro members.#52 At the 19th Party Congress, by contrast, Xi re-
placed straw polls with face-to-face consultations.453 Given an
emphasis in Party media on the delegates’ need to uphold Xi’s
position as the core of the Central Committee and the Party, Xi
may have used his influence to adjust the process in his favor
in the runup to the 20th Party Congress.454

Outcomes to Watch in 2022

¢ Xi’s Position and Title: The most visible and consequential
outcome of the 20th Party Congress will be a determination of
Xi’s status as the top leader of the CCP. Xi is widely expected
to break with recent precedent and remain at the head of the
CCP beyond the 20th Party Congress,* potentially securing a
third term as CCP general secretary. Some analysts have even
suggested Xi may use the occasion of the 20th Party Congress
to claim the position of “CCP chairman,” which was abolished
shortly after the death of Mao Zedong.45> Any continuation of
Xi’s leadership would likely presage a continuation and intensi-
fication of his existing policy agenda. His resignation or removal
would mark a significant shift in China’s political landscape.

e Succession: In the event Xi remains the Party’s top leader,
another important outcome will be whether he identifies one or
more potential successors. At the 19th Party Congress in Oc-
tober 2017, Xi broke with recent precedent by not indicating
any presumptive successors.t 456 Continued silence on this issue
at the 20th Party Congress would intensify existing concerns
about the potential for instability in the hypothetical event of
Xi’s untimely demise or departure from power.457 It may also
provide clues into Xi’s intended tenure at the top of the system
or his level of confidence in his political control.f

*The position of CCP general secretary does not have an explicit term limit, but Xi’s two im-
mediate predecessors, Jiang Zemin and Hu Jintao, served only two five-year terms. By this prece-
dent, Xi, who became general secretary in 2012, would be expected to step down at the 20th Party
Congress in 2022. Susan Lawrence and Mari Lee, “China’s Political System in Charts: A Snapshot
before the 20th Party Congress,” Congressional Research Service, November 24, 2021, 11.

TXi was identified alongside Li Keqiang as one of Hu Jintao’s two presumptive successors at
the 17th Party Congress in 2007, which began Hu’s second term as general secretary. Hu was
similarly anointed as the “heir apparent” to his predecessor Jiang Zemin in 1992. Congressional
Research Service, “China’s 17th Communist Party Congress, 2007: Leadership and Policy Imph-
cations,” EveryCRSReport com, December 5, 2007; Cheng Li, “China: Riding Two Horses at Once,”
Brookmgs Institution, October 23, 2007.

iThe meaning of this decision could nonetheless be interpreted multiple ways. A decision not
to designate any successors could be interpreted as a signal of Xi’s confidence and his intention
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e Appointments: Appointments to the CCP’s Politburo and Po-
litburo Standing Committee will likely reveal key supporters of
the CCP top leader. Assessing the level of adherence to informal
retirement and promotional norms for these senior positions
could also provide clues about the top leader’s political capital
to advance his allies.

o Politburo Standing Committee: Most new appointments
to the Politburo Standing Committee have historically come
from the ranks of the previous Politburo.4® From within the
Politburo, male, nonmilitary members below the prevailing re-
tirement age have accounted for most of the promotions.* 459
Appointments at the 20th Party Congress that do not con-
form to these trends would be particularly notable. In partic-
ular, younger leaders “helicoptered” to the Politburo Standing
Committee without first serving on the Politburo are relative-
ly likely to be targeted for serving in a top leadership posi-
tion in the future. For example, Hu Jintao, Xi Jinping, and
Li Keqiang were all elevated from the Central Committee to
the Politburo Standing Committee in this way in 1992 and
2007.460

o Politburo: Most new appointments to the Politburo have his-
torically been members of the previous Central Committee.461
A few individuals have also been elevated to the Politburo di-
rectly from the lower-ranking position of Central Committee
Alternate Member, skipping the intermediary step of Central
Committee Member.462 At Xi’s last Party Congress in 2017,
two new Politburo members came from outside the Central
Committee entirely, and both had personal ties to Xi.463 Any
further promotions of Central Committee Alternate Members
or individuals without experience in the Central Committee
at the 20th Party Congress would be noteworthy.

¢ Retirement Ages: Because expected retirement ages for CCP
leadership positions{ are informal norms that have been ad-
justed and manipulated by top leaders over time, appointments
that contravene these prevailing norms are notable when they
occur. At the 20th Party Congress, the selection of any indi-
vidual aged 68 or above to serve on the Politburo or Politburo
Standing Committee likely indicates a particular interest in

to remain China’s top leader beyond the 21st Party Congress in 2027. Conversely, even if Xi does
plan to step down in 2027, he may still refrain from publicly anointing a successor if he has
concerns that doing so could provide a platform for that individual to challenge him prematurely.
A decision to appoint a successor or successors could be a sign that Xi feels pressure from other
leaders to identify an end date to his rule, or it could indicate he is confident enough in his
political control that the identification of an eventual successor does not threaten his position
in the interim.

*No woman has ever served on the Politburo Standing Committee. There are also very few
recent historical cases of uniformed military officers in the Politburo moving up to the Politburo
Standing Committee level. Susan Lawrence and Mari Lee, “China’s Political System in Charts: A
Snapshot before the 20th Party Congress,” Congressional Research Service, November 24, 2021,
13; Joseph Fewsmith, Rethinking Chinese Politics, Cambridge, 2021, 79-80; Alice Miller, “Project-
ing the Next Politburo Standing Committee,” Hoover Institution, March 1, 2016, 1, 4-5, 7.

TAt the 15th Party Congress in 1997, the age limit to serve on the Politburo was 69 (with
individuals aged 70 or older expected to retire). Since the 16th Party Congress in 2002, the age
limit has been 67 (with no individuals aged 68 or older continuing to serve). Susan Lawrence and
Mari Lee, “China’s Political System in Charts: A Snapshot before the 20th Party Congress,” Con-
gressional Research Service, November 24, 2021, 11; Alice Miller, “Projecting the Next Politburo
Standing Committee,” Hoover Institution, March 1, 2016, 1.
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that individual by the top leader. Similarly, a lowering of the
retirement age may suggest a desire by the top leader to pre-
vent the advancement of one or more individuals within the age
band disqualified by the change.

¢ Party Charter: In the past, the CCP has used the occasion of
the Party Congress to add references to the top leaders’ person-
al contributions to Party doctrine into the CCP Charter.* 464 Xi’s
signature contribution, Xi Jinping Thought on Socialism with
Chinese Characteristics for a New Era, and BRI were included
in the Party charter at the 19th Party Congress in 2017.465 Any
additional changes that highlight the status of Xi’s contribu-
tions would signal a further elevation of his personal status in
the Party.466

e Speeches and Reports: The CCP’s political work reportT is
an extremely important indicator of the new leadership’s pol-
icy priorities that sets the tone for the next five years.467 Af-
ter the conclusion of the Party Congress, speeches and public
statements by newly selected CCP leaders are also important
to observe. In the event Xi retains his leadership of the Party,
the level of emphasis his major initiatives and policy slogans re-
ceive in these high-level statements will provide clues about his
political standing and intentions following the Party Congress.

*Similar adjustments to the text of the PRC Constitution are generally made at the National
People’s Congress the following spring.

TThe political work report summarizes the accomplishments of the previous Central Commit-
tee leadership and is traditionally presented by the previous general secretary at the opening
of the Party Congress. It informs resolutions passed at the Party Congress itself and acts as
an indicator of future policy priorities. Yew Lun Tian, “Factbox: How China’s Communist Party
Congress Works,” Reuters, October 14, 2022; Peter Mattis, “The Party Congress Test: A Minimum
Standard for Analyzing Beijing’s Intentions,” War on the Rocks, January 8, 2019; Rush Doshi, “Xi
Jinping Just Made it Clear Where China’s Foreign Policy is Headed,” Washington Post, October
25, 2017, CGTN, “New Central Committee Elected as CPC National Congress Concludes,” Octo-
ber 24, 2017 Chris Buckley and Keith Bradsher, “Xi’s Marathon Speech: Five Takeaways New
York TLmes October 18, 2017; David Child, Explamed National Congress of China’s Communist
Party, Al]azeera October 17, 2017 Yu Jie, “The Chinese Communist Party Congress: An Essential
Guide,” LSE Ideas, October 2017, 2-3.
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CHAPTER 2

U.S.-CHINA ECONOMIC AND TRADE
RELATIONS

SECTION 1: YEAR IN REVIEW: ECONOMICS AND
TRADE

Abstract

In 2022, China’s economic growth slowed significantly due to the
government’s stringent novel coronavirus (COVID-19) containment
measures, collapse in housing construction and sales, and slow in-
frastructure construction. Cut off from easy bank loans and other
financing, China’s highly indebted property developers faced a crisis
of confidence as home prices faltered and owners halted mortgage
payments on presold units throughout the country. Economic uncer-
tainty amid continued lockdowns also prompted households to save
rather than spend, deepening the economy’s dependence on exports
to drive growth. China’s economic slump and weak currency prompt-
ed an exodus of foreign capital from China’s financial markets and
contributed to cooling enthusiasm for expanding China-based opera-
tions among multinationals. Beijing also faced continued challenges
in its external economic relations throughout 2022, particularly as it
has attempted to maintain economic ties with Russia while avoiding
economic sanctions.

Key Findings

e China’s economy faltered in the first half of 2022 as protract-
ed Zero-COVID lockdowns caused local economies to grind to
a halt. The Chinese government attempted to employ a mod-
est infrastructure-led stimulus in the second half of the year,
though its impact may be limited as local governments struggle
to identify useful projects. Despite the economic damage caused
by the lockdowns, the Chinese Communist Party (CCP) remains
committed to its Zero-COVID policy, demonstrating its ability
to maintain political control even in the absence of economic
growth.

¢ Beijing’s credit tightening toward the property sector has be-
come a significant drag on economic growth as developers
strain to deliver on presold housing projects. Mortgage boycotts
throughout the country demonstrated growing public anger to-
ward property developers as well as broader pessimism about
the state of China’s economy. With about 60 percent of urban
household wealth concentrated in residential property, a pro-
tracted downturn in real estate values would likely exacerbate
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already anemic consumption among households and continue to
weigh on China’s economic growth prospects.

e US. businesses and investors are reevaluating their engage-
ment in China. Many multinational businesses are delaying
further expansion of their China operating segments as strin-
gent COVID-19 measures worsen the business climate and geo-
political tensions arising from Russia’s unprovoked invasion of
Ukraine strain global supply chains. Despite the CCP continu-
ing to encourage foreign capital to flow into its financial mar-
kets, U.S. investors in China’s financial markets have started to
reduce the investment positions they built up, causing capital
outflows to accelerate in 2022.

e In 2022, the Chinese government significantly reduced its lend-
ing to developing countries while developed countries pushed
back against the Chinese government’s use of economic coercion
and pursued supply chain diversification away from China. Al-
though it has been careful thus far to avoid triggering second-
ary sanctions, the Chinese government has maintained friendly
relations with Russia after its invasion of Ukraine, supporting
the regime by purchasing Russian oil and natural gas. Beijing
likely sees coordinated sanctions against Russia as an example
of potential repercussions for its intensified aggression against
Taiwan, driving China to accelerate ongoing efforts to harden
its economy against sanctions and undermine the dollar-led fi-
nancial system.

Introduction

In 2022, China’s economy suffered from strict self-imposed
COVID-19 lockdowns as the highly contagious Omicron variant
spread through the country’s economic and industrial hubs. A col-
lapse in housing construction and sales exacerbated the slowdown
and deepened signs of financial distress among highly indebted
property developers. Squeezed by slow income growth, mounting un-
employment, industrial shutdowns, faltering real estate values, and
continued economic uncertainty largely stemming from Zero-COVID
lockdowns, households continued to consume less. Beijing’s attempts
to spur infrastructure spending may provide only a small cushion
against economic deceleration in 2022 as local governments struggle
to identify revenue-generating projects.

The CCP’s external economic relations in 2022 faced challenges stem-
ming from China’s domestic economic slowdown as well as opposition
to its coercive economic practices and support for Russia’s unprovoked
invasion of Ukraine. Frictions persisted in bilateral commercial rela-
tions between the United States and China as the Chinese government
continued its unfair trade practices, and U.S. companies reconsidered
their presence in the Chinese market due to the Zero-COVID policy.
The Chinese government continued to pursue its coercive economic pol-
icies while providing an economic lifeline to Russia amid coordinated
sanctions and export controls. As a result, China faces growing back-
lash from a number of countries and possible secondary sanctions or
other countermeasures from countries intent on supporting Ukraine
and defending the rules-based international order.
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This section examines key developments and trends in Chi-
na’s domestic economy and external economic relations, including
U.S.-China bilateral relations and other key relationships. Section
2, “Challenging China’s Trade Practices,” examines China’s nonmar-
ket practices and the unilateral and multilateral options the United
States has to challenge them. Section 3, “China’s Energy Plans and
Practices,” explores China’s energy system and clean energy technol-
ogy ambitions. Finally, Section 4, “U.S. Supply Chain Vulnerabilities
and Resilience,” discusses U.S. supply chain vulnerabilities vis-a-vis
China and presents options for ameliorating them. For analysis of
the CCP’s decision-making processes, see Chapter 1, “CCP Deci-
sion-Making and Xi Jinping’s Centralization of Authority.”

China’s Economy Falters in 2022

China’s growth deteriorated in 2022, due in part to gov-
ernment-imposed Zero-COVID lockdowns. In 2021, Chinese
economic growth leveled out after the government curtailed support
intended to help the economy rebound from initial Zero-COVID lock-
downs in early 2020. When a series of COVID-19 outbreaks occurred
in China throughout 2022, the Chinese government maintained its
rigid approach to domestic COVID-19 outbreaks, enforcing strict
lockdowns and movement restrictions in major cities like Shanghai,
Beijing, and even Sichuan Province’s capital Chengdu during Sep-
tember, in spite of the 6.8 magnitude earthquake that struck the
city in the beginning of the month.! Response to locally identified
cases occurred through a policy known as “Zero-COVID” and later
“dynamic Zero-COVID.”2 Due to fear of punishment for inadequate-
ly managing the virus, local cadres throughout the country have em-
ployed a strict approach to containment. No sector of the economy
has been spared from the policy, as Zero-COVID lockdowns caused
consumption to plummet while causing business closures through-
out the employment-driving services sector. Zero-COVID lockdowns
further spurred supply chain disruptions due to factory closures
and restrictions on interprovincial transport.*3 Despite significant
economic damage caused by the lockdowns, the CCP expressed
unwavering commitment to its Zero-COVID policy, demonstrating
its willingness to accept immediate economic costs in order to use
public health as a way to maintain control (for more on the CCP’s
COVID-19 decision-making, see Chapter 1, “CCP Decision-Making
and Xi Jinping’s Centralization of Authority”).

Meanwhile, China’s property sector downturn has deep-
ened in 2022, becoming a critical drag on overall economic
growth. What began in 2021 as an attempt to stem credit to highly
indebted property developers has caused a wave of defaults and bled
into weakened demand for housing. China’s property sector accounts
for 25—-30 percent of gross domestic product (GDP) according to dif-
ferent estimates, and slower construction is having a ripple effect on

*As of April 2022, mass testing requirements and checkpoint systems for transportation creat-
ed severe supply chain disruptions. With about 75 percent of China’s domestic freight shipments
relying on truck drivers, differing local compulsory testing regimes and long lines at travel check-
points clogged China’s loglstlcs system. The requirements have created onerous conditions for
truck drivers, some of whom have reported being sealed into their trucks for over 24 hours while
they waited at checkpoints. Bloomberg, “Truckers Caught in Covid Controls Snarl China Supply
Chains,” April 13, 2022.
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other sectors of the economy.# Property also accounts for the major-
ity of urban household wealth, and sliding property valuations are
likely further dampening already weak household spending.® New
construction sank to an 18-year low in July. Developers also lacked
funding to finish construction on existing units, including those that
have already been sold. Protesting delays on delivery of housing
that cost many buyers their life savings, thousands of owners of
incomplete homes ceased mortgage payments, further complicating
developers’ cashflow challenges.

Lockdowns Halt Growth in 2022

The economic impact of China’s COVID-19 containment
measures was evident in official data, with China’s GDP re-
portedly growing 4.8 percent year-on-year in the first quar-
ter of 2022, then slowing to 0.4 percent growth in the second
quarter.* % Mounting economic headwinds ultimately forced Beijing
to walk back its 2022 growth target midyear, as dismal Q2 GDP
data revealed the economic damage of Zero-COVID. In March 2022,
China’s National People’s Congress set an annual GDP growth rate
target of 5.5 percent,f aiming to maintain strong economic growth
ahead of the 20th National Party Congress. While CCP officials ap-
peared intent on achieving the target in the first half of the year,
dismal GDP growth in Q2 combined with ongoing COVID-19 out-
breaks forced Beijing to soften its exhortations of local officials to
meet the target. In its July quarterly meeting, China’s Politburo
announced that provinces should “maintain economic operations in
a reasonable range and strive to achieve the best results,” while
“provinces in the position to do so should strive to achieve the ex-
pected economic and social development goals.”?

Topline Growth Claims Cast Doubt on Credibility

In the first half of 2022, Chinese data revealed an economic re-
ality that many analysts found implausible.8 Already viewed with
suspicion due to a lack of transparency and a history of falsified
statistics, irregularities in China’s economic data releases in the
first half of 2022 raised additional doubt. Likely in reaction to
this widespread skepticism, Beijing publicly attempted to demon-
strate its resolve to crack down on rampant data falsification.
Despite this, it has yet to admit that any falsification occurred
in 2022.9

*Foreign economists, investors, and analysts remain skeptical about the reliability of China’s
official reported economic data. As a key metric in official performance evaluations as well as
government legitimacy, economic data are highly politicized at all levels of government. For more
on the reliability of China’s GDP, see Iacob Koch-Weser, “The Reliability of China’s Economic
Data: An Analysis of National Output,” U.S.-China Economic and Security Review Commission,
January 28, 2013. For more on the reliability of China’s trade data, see U.S. Congressional Re-
search Service, What’s the Difference? Comparing U.S. and Chinese Trade Data, May 20, 2020.

TFollowing China’s reported growth of 0.4 percent for the second quarter of 2022, Chinese
officials began openly commenting that 4 percent may be a more realistic annual target. In 2020,
Chinese leaders refrained from setting a GDP growth target and claimed the economy grew 2.2
percent that year. In 2021, Chinese leaders looked to achieve growth at “above 6 percent,” with
the National Bureau of Statistics reporting 8.1 percent GDP growth that year. Trivium China,
“Bowing to the Inevitable,” China Markets Dispatch, July 18, 2022; World Bank, “GDP Growth
(Annual %)”; Evelyn Chang, “China Sets 2021 GDP Growth Target of More than 6% as Premier
Warns of ‘Formidable Tasks’ in Finance,” CNBC, March 4, 2021.
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Topline Growth Claims Cast Doubt on Credibility—
Continued

With a deepening contraction in the property sector and Ze-
ro-COVID lockdowns impacting industrial production and supply
chains, economists expressed skepticism that China’s economy ac-
tually grew by 4.8 percent year-on-year in Q1. According to analy-
sis from economic research firm Rhodium Group, when accounting
for the slowing property sector, the remaining sectors of China’s
economy would need to have grown at 7-8 percent amid the lock-
downs to achieve the growth rate posted by China’s National Bu-
reau of Statistics (NBS).10 Subcomponent data raised additional
questions. For example, in May the NBS reported that steel out-
put, an energy-intensive industry reliant on thermal power, had
increased by 12.1 percent year-to-date.!l This occurred despite
reporting from China’s Electricity Council that May utilization of
fossil fuel power-generating equipment had actually declined by
5 percent year-on-year.12

Such data irregularities are consistent with the government’s
pandemic response, in which it attempts to portray the superior-
ity of its model by masking the true extent of economic damage
caused by its Zero-COVID policies. In testimony before the Com-
mission, Shehzad Qazi, chief operating officer at economic con-
sulting firm China Beige Book, explained that survey data from
Chinese firms consistently portray the economy as weaker than
official data.13 In 2020, the Chinese government created a politi-
cal victory by claiming its economy was the first to recover from
the pandemic. To do this, China’s statistics bureau deflated the
previous year’s economic data to create the appearance of year-
on-year growth at the end of 2020.14 By contrast, independent
data from China Beige Book indicate that the economy actually
posted a full-year contraction in 2020.15

Due to the politicized nature of economic data in China, data
smoothing and falsification methods are likely already embedded
within headline indicators such as GDP growth. Statements by
top leaders in the first half of 2022 demonstrate a recognition of
challenges to CCP credibility posed by widespread data falsifi-
cation, prompting a flurry of data fraud investigations through-
out the country. For example, in March 2022 the CCP’s Central
Commission for Discipline Inspection announced it would increas-
ingly monitor NBS for data falsification, admitting that cases of
fraud were “still relatively prevalent” despite NBS attempts to
investigate and punish violators.16 Later in May, NBS claimed
it had uncovered data violations stemming from 2020 and 2021
in multiple provinces, leading to the dismissal or demotion of lo-
cal officials in Hebei, Henan, and Guizhou provinces.17 In citing
data releases from the past two years, NBS likely intended to
boost confidence in Beijing’s attempts to improve data credibility
without undermining data from the current year. With punished
officials hailing from relatively underdeveloped provinces that
contribute less to China’s GDP, the campaign to identify data vi-
olators has also left officials from more economically important
industrial hubs relatively untouched.
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Lockdowns weakened household consumption and the ser-
vices sector in 2022, contributing to rising unemployment
and causing pervasive supply chain disruptions. With strict
Zero-COVID lockdowns preventing Chinese consumers from going
to restaurants and shopping malls, Chinese households’ reduced
consumption became a drag on the economy and contributed to con-
traction in the services sector. Because nonstate small- and medi-
um-sized enterprises (SMEs) comprise the backbone of the services
sector, China’s policy response to COVID-19 continues to weaken
SMEs and the nonstate sector. Households also continue to bear the
brunt of lockdowns, with curtailed operations and closures among
businesses contributing to worsening unemployment and slow dis-
posable income growth in the first half of 2022, in addition to the
human toll of severe containment restrictions (see textbox below).
Finally, exports provided a small buffer against economic decelera-
tion; however, supply chain disruptions continued to hamper China’s
manufacturing industries.

e Consumption: China’s strict lockdowns of major population cen-
ters in the first half of 2022 contributed to a steep decline in
consumer spending. Retail sales, which serve as a proxy mea-
sure for consumption within the Chinese economy, declined by
11.1 percent year-on-year during the height of the lockdowns in
April.18 Even after easing lockdowns around the country, Chi-
na’s retail sales continued to reflect caution among households
about the likelihood of future restrictions and stiffer economic
headwinds, with sales declining by 6.7 percent year-on-year in
May and improving only slightly by July.1® Online retail sales
also showed slower growth in 2022 than in the previous two
years, reflecting deepening consumer pessimism and sluggish
disposable household income growth.20 While some businesses
and local governments have attempted to stimulate consump-
tion by slashing prices and issuing coupons, such measures have
done little to buoy consumer retail spending.21 Weak consump-
tion and household borrowing may be further indications of a
growing “balance sheet recession” among Chinese households as
they save a greater proportion of their income while spending
and investing less, deepening economic imbalances.* 22

e Services: China’s services sector has been particularly hard
hit by China’s Zero-COVID policy, as local governments forced
in-person businesses such as those in the tourism, entertain-
ment, and restaurant industries to shutter operations.23 The
sector contributed to only 1 percent of China’s GDP growth in
Q2, marking a continual decline from its peak of 9.3 percent
in Q1 2021.2¢ The sharp downturn in labor-intensive services
in particular has likely had a severe impact on employment
throughout China’s economy in 2022, in turn contributing to

*Chief Economist at Nomura Research Institute Richard Koo coined the term “balance sheet
recession” to describe economic contraction caused by private borrowers reducing debt and there-
fore expenditures, rather than a contraction from a downturn in the business cycle (i.e., a decline
in output, employment, income, and sales). Dr. Koo argues that a collapse in asset values is likely
to trigger a balance sheet recession, as firms and households reduce borrowing and expenditures
and focus on paying down debt to avoid or get out of negative equity. Richard Koo, “Balance Sheet
Recession Is the Reason for ‘Secular Stagnation,” VoxEU, August 11, 2014.
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anemic consumption, though full-year data will not be released
until 2023.%25

e Unemployment: With lockdowns forcing many service-based
businesses to cut back or shutter operations, China’s sur-
veyed urban unemployment rate reached 6.1 percent in April
2022, its highest level since the first wave of COVID-19 lock-
downs in February 2020.726 In July 2022, urban unemploy-
ment moderated slightly to 5.4 percent; however, unemploy-
ment among young workers aged 16-24 % increased to 19.9
percent in July, reaching its peak since China’s youth unem-
ployment survey began in 2018.27 The severe downturn in
employment opportunities for youth could lead to depressed
labor productivity for years to come, as young graduates are
forced to accept jobs that do not match their education and
skills. Despite the impact of Zero-COVID lockdowns on em-
ployment-generating sectors, the Chinese government has yet
to provide sufficient assistance to households grappling with
unemployment. According to a March 2022 report by a group
of Chinese university professors, a 2020 survey revealed that
only 8 percent of laid-off workers benefited from unemploy-
ment insurance, while 86 percent of total laid-off workers re-
ceived no social assistance whatsoever.28

e Export-oriented manufacturing: China’s General Administra-
tion of Customs reported strong export data in the first half
of 2022; however, China’s export-oriented manufacturing sec-
tor confronted mounting challenges due to rising input prices,
disruptions from lockdowns, and decreasing demand from the
global economic downturn. Exports grew only 7.1 percent in
August 2022 over the previous year, down from 18 percent in
July and below an industry forecast of 12.8 percent.2® Indus-
trial value added, an indicator for the amount China’s man-
ufacturing and extractive industries contribute to aggregate
economic output, contracted sharply in April, posting a 2.9
percent year-on-year decline before moderating in the sum-
mer months.3% The slowdown was caused by strict COVID-19
lockdowns between March and May that snarled domestic
supply chains and caused widespread factory closures de-

*Chinese official statistics indicate the services sector accounted for 48 percent of employment
in 2021 versus 46.1 percent in 2018, but job growth was not in industries most impacted by
the pandemic, such as restaurants and tourism. C. Textor, “Distribution of the Workforce across
Economic Sectors in China from 2010 to 2020,” Statista, July 27, 2022; China’s National Bureau
of Statistics, The Director of the National Bureau ()iStatistics Answers Reporters’ Questions on
the Operation of the National Economy in 2021 (|H 5 4iit R Rk i20214F E&f@?fﬁéﬁ“ﬁ%%iﬂ%‘
), July 17, 2022. Translation.

TAccording to China’s Ministry of Human Resources and Social Security, there were about 11
million unemployed people in China as of Q1 2022, increasing from about 9.5 million people in
Q3 2019. China’s urban unemployment rate likely understates the actual level of unemployment
in China’s economy as it does not account for China’s migrant workforce, estimated at 300 million
people. Because these individuals are increasingly concentrated within China’s low-end services
sector and gig economy, both sectors hard-hit by COVID-19 lockdowns, they likely suffer from
disproportionately high unemployment rates. Emily Feng, “Migrant Workers in China Find New
Jobs—and Precarious Conditions—in COVID Control,” NPR, April 20, 2022; Eli Friedman, “Chi-
na’s Record Urban Youth Unemployment,” ChinaFile, June 16, 2022. China’s Ministry of Human
Resources and Social Security, “China Unemployed Persons,” Trading Economics, 2022.

#China’s Compulsory Education Law of 1986 mandates that all children receive nine years of
education, usually through the age of 15. Children aged 16 and above are therefore considered
to be part of China’s young workforce. State Council of China, Compulsory Education Law of the
People’s Republic of China.
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spite attempts to keep companies like Tesla and Semicon-
ductor Manufacturing International Corporation running by
forcing workers to live onsite.* 31 Highly industrialized prov-
inces were particularly hard hit by lockdowns and transpor-
tation restrictions, with the GDP of Jilin, China’s automotive
manufacturing hub, shrinking by 6.6 percent and 5.9 percent
year-on-year in Q1 and Q2, respectively.32 Amid lockdowns,
China’s government continued to report strong exports, with
the total value of May exports rising by 16.8 percent year-
on-year.33 Global inflationary pressures likely account for a
proportion of the 16.8 percent increase, however, as export
volumes only increased by 1.1 percent year-on-year in the
same period.34 Export data may also reflect a surge in ship-
ments as backlogged orders are filled and factories resume
operation. China’s initial COVID-19 export boom is dissipat-
ing, however, as demand from key export markets like the
United States and Europe weakens amid mounting inflation-
ary pressures.35

The Human Toll of China’s Zero-COVID Policy

Aside from immediate economic disruption, China’s extreme
containment measures in response to COVID-19 outbreaks in
Shanghai and other cities in 2022 have had human consequenc-
es on individual wellness and long-term livelihoods. While
city residents have been confined to their houses for weeks or
months, travel restrictions have resulted in homelessness for
migrant workers who could not access transportation to re-
turn to their hometowns and were not provided with shelter
through an employer. For those that have had housing through
an employer, such shelter has often amounted to a cramped
dormitory or even sleeping on a factory floor.36 Strained by
the response to stringent testing measures, China’s undereq-
uipped hospitals have also refused healthcare to patients with
non-COVID illnesses or who had not taken or were waiting for
results of COVID tests.?7 In January 2022, a pregnant woman
in the central city of Xi’an lost her baby after she was denied
entry to the hospital because her negative test result was four
hours old, according to reporting from the Guardian.38 Mul-
tiple sources similarly reported that patients had died while
waiting for negative tests in order to gain entry to hospitals. In
other instances, small children who tested positive were sepa-
rated from their parents to quarantine.3?

The compounding effects of social isolation and fear of food
and water shortages during lockdowns, as well as economic
uncertainty in the wake of the pandemic, are likely to deepen
China’s challenges in addressing inadequate access to treat-
ment for mental health disorders. A June editorial in the med-

*Local governments allowed companies in critical sectors such as advanced technology compo-
nents to maintain operations amid COVID-19 lockdowns. Companies like battery manufacturer
Contemporary Amperex Technology Co Ltd. and chip producer Semiconductor Manufacturing In-
ternational Corporation maintained operations using “closed-loop systems” that forced workers to
live onsite. Bloomberg, “Shanghai Factories Isolate Staff to Keep Operating in Lockdown,” March
12\/[8, 2?122; Assembly, “Closed-Loop Systems Allow Chinese Plants to Operate during Lockdown,”

arch 28, 2022.
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The Human Toll of China’s Zero-COVID Policy—
Continued

ical journal the Lancet noted, “China’s lockdowns have had
a huge human cost. This cost will continue to be paid in the
future, with the shadow of mental ill-health adversely affect-
ing China’s culture and economy for years to come.”4% In a
national survey on psychological distress after the outbreak
of COVID-19 in 2020, 35 percent of respondents reported expe-
riencing distress, including anxiety and depression.4! A survey
of more than 1,000 residents of Shanghai just two weeks into
the city’s seven-week lockdown similarly reported 40 percent
were on the brink of depression.42

Fears of Healthcare System Strain Drive Zero-COVID

China’s weak healthcare system and minimally effective
vaccine have driven Beijing to deepen its commitment to
the Zero-COVID policy. In May 2022, researchers at China’s
Fudan University and the U.S. National Institutes of Health pub-
lished a report predicting that China would incur approximately
1.55 million deaths if it were to abandon its Zero-COVID policy in
the near term.43 In testimony before the Commission, Yanzhong
Huang, senior fellow for Global Health at the Council on Foreign
Relations, discussed China’s dangerous immunity gap. He noted
that despite a population-wide vaccination rate of about 90 per-
cent, the lower efficacy of vaccines from Chinese companies Sino-
vac and Sinopharm* mean China’s population is less protected
from the virus compared to countries using more effective mRNA
vaccines.#4 In order for foreign drugmakers to secure approval
to sell COVID-19 vaccines in the domestic market, China’s gov-
ernment has required them either to transfer technology or to
establish production facilities in China with a local partner.45 As
of the beginning of October 2022, Chinese regulators had not ap-
proved any mRNA products for therapeutic purposes, and Moder-
na’s negotiations to sell mRNA vaccines in China had reportedly
collapsed because of the tech transfer prerequisite.46 China has
also struggled to fully vaccinate its elderly population likely due
to widespread skepticism about vaccine side effects on seniors, as
a very small proportion of seniors participated in China’s vaccine
clinical trials.#? Furthermore, China’s population also lacks im-
munity gained from prior infection due to low levels of communi-
ty spread.4® Ultimately, a nationwide outbreak would likely over-
whelm China’s already weakened healthcare system. The risk of
such an outbreak is compounded by other societies reopening and
people engaging in more travel after obtaining immunity through
stronger vaccines or herd immunity.

*According to the World Health Organization, Sinopharm’s vaccine has a 79 percent efficacy
rate after two doses. By comparison, the Pfizer BioNTech vaccine is 95 percent effective after two
doses and the Moderna vaccine is 94.1 percent effective after two doses. World Health Organiza-
tion, “The Sinopharm COVID-19 Vaccine: What You Need to Know,” June 10, 2022; World Health
Organization, “The Moderna COVID-19 (mRNA-1273) Vaccine: What You Need to Know,” June 10,
2022. World Health Organization, “The Pfizer BioNTech (BNT162b2) COVID-19 Vaccine: What
You Need to Know,” June 10, 2022.
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China’s Healthcare System Underequipped for a Nation-
wide COVID-19 Outbreak

Geography and income level determine the quality of health-
care accessible to much of China’s population. Due to perva-
sive funding gaps and fewer opportunities to attract talented
medical professionals, most rural healthcare institutions offer
lower-quality care. Many Chinese patients therefore prefer to
receive care from urban institutions, even if they are forced
to travel long distances and pay higher fees to access it. Chi-
na’s system has therefore become over-reliant on large urban
hospitals to provide even basic and preventative care. Urban
hospitals provided about 44 percent of national outpatient
services despite only accounting for 3.5 percent of nationwide
healthcare institutions in 2019.4° With outsized demands on its
hospital systems, China’s hospitals suffer from acute capacity
shortfalls despite better access to funding and higher skilled
doctors compared to private clinics. For example, with only 3.6
intensive care unit beds for every 100,000 citizens, compared
with 25.8 and 33.9 in the United States and Germany, respec-
tively, China’s hospital system lacks sufficient resources to care
for a nationwide COVID-19 health crisis.??

After two years of propaganda proclaiming the CCP’s su-
periority in containing COVID-19, strict adherence to Chi-
na’s Zero-COVID policy in spite of the economic and human
costs likely reflects a belief that easing restrictions will un-
dermine CCP legitimacy. Since 2020, China has trumpeted a
strict zero-tolerance approach to fighting COVID-19 as a success-
ful model worthy of emulation by other countries, crediting China’s
top-down mobilization of resources and strict containment measures
as key to China’s low reported case count and death toll* and rel-
atively quick economic recovery from the initial wave of COVID-
19.51 In 2022, the reopening of other economies has challenged the
CCP’s narrative, as China’s intensified lockdowns to contain the
spread of more transmissible variants have precipitated consider-
able economic slowdown and human catastrophe. Faced with this
challenge, General Secretary of the CCP Xi Jinping and state media
have redoubled emphasis of Zero-COVID as continued evidence of
the CCP’s superiority and the best policy option for China, claiming
short-term economic disruption is necessary for long-term economic
stability achieved from fewer cases and deaths.52 After censors were

*China’s official case count and death toll likely far understate the actual impact of COVID-19.
As of September 26, 2022, China’s National Health Commission reported 5,226 deaths, just over
one-third of the 15,260 deaths from COVID-19 on the Mainland estimated by John Hopkins
University’s Coronavirus Resource Center as of September 23, 2022. China’s National Health
Commission claimed there had not been a death from COVID-19 on the Mainland since May
2022, while John Hopkins estimated there were 165 deaths on the day of September 23, 2022.
China National Health Commission, The Latest Situation of Novel Coronavirus as of Midnight on
September 26 (259 H 26 [ QAT 57 71 5T 145 1 45 128 15 S 1 ), September 26, 2022. Translation;
John Hopkins Unlver51tys Coronavirus Resource Center China National Health Commlsswn
China, September 26, 2022; The Latest Situation of Novel Coronavirus as of Midnight on May
26 (%5 26 241 57 1 7 (R # M & 25 W5 5L 97 i 50), May 26, 2022. Translation; China National
Health Commission, The Latest Situation of Novel Coronavirus as of Midnight on May 25 (%5
25 ] 24057 5 et T 75 46 SN TS L), May 25, 2022. Translation.
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initially overwhelmed by an outpouring of public backlash on social
media from the Shanghai lockdown in April and May 2022, China’s
extensive censorship apparatus has increased suppression of any
content critical of Zero-COVID. A May Politburo meeting similarly
stressed the importance of “resolutely fighting any attempts to dis-
tort, question, or dismiss China’s anti-COVID policy,” signaling to
Party officials across China to maintain tight controls even as the
central government exhorted localities to increase economic growth.
In testimony before the Commission, Manoj Kewalramani, fellow in
China studies and chair of the Indo-Pacific studies program at the
Takshashila Institution, assessed that China’s leaders likely fear
that lower efficacy of Chinese vaccines, weak public health infra-
structure, and lack of herd immunity will lead to devastating conse-
quences if China eases restrictions.>3

Beijing’s Efforts to Rein in Debt Sap Key Growth Drivers in
2022

Tight credit sapped China’s traditional growth drivers like
property, contributing to weak economic performance in
2022. In 2021, the Chinese government imposed greater restrictions
on access to credit for property developers and local governments as
it looked to reduce rising debt levels following its investment-driv-
en 2020 rebound. China’s total outstanding debt, according to the
Bank for International Settlements, stood at $51.5 trillion, or 286.6
percent of GDP, at year-end 2021.* Credit tightening in 2021 caused
economic growth to slow by 2022 as property developers were forced
to reign in investments on new construction and the central gov-
ernment cracked down on off-balance-sheet lending to local govern-
ments for infrastructure projects. According to surveys conducted
by China Beige Book, tight credit conditions impacted borrowing
across China’s economy in 2021 and 2022, with only 14-16 percent
of surveyed firms taking out loans and only 9-11 percent of firms
issuing bonds in 2022 Q2, both lows not seen since China’s govern-
ment initiated its deleveraging campaign in 2016.754 A substantial
portion of new lending in the first half of 2022 has come in the form
of short-term loans commonly used to manage operating expenses,
however, rather than medium and long-term loans, which are often
used to finance investments supporting long-term economic expan-
sion.55 With credit demand weakening throughout China’s economy,
by July year-to-date medium- and long-term lending had decreased
by 24.4 percent year-on-year.56

China’s Property Crisis Continues to Weigh on Growth

China’s property sector continued to post negative growth
in 2022 following the government’s 2021 imposition of the
“three red lines,” a campaign to cut off new bank loans to
real estate developers that do not meet specific prudential

*For comparison, total outstanding debt stood at $5.3 trillion, or 142.5 percent of GDP, just
rior to 2008. Household debt grew from $694.8 billion (18.9 percent of GDP) just prior to 2008 to
511‘1 trillion (61.6 percent of GDP) at year-end 2021, corporate debt grew from $3.5 trillion (94.3
ercent of GDP) to $27.5 trillion (152.8 percent of GDP), and general government debt grew from
gl trillion (29.3 percent of GDP) to $12.9 trillion (72.2 percent of GDP). Bank for International
Settlements, “Credit to the Non-Financial Sector,” June 13, 2022.
7 China Beige Book derived Q2 credit data based on 4,354 interviews: 1,050 between April 22
and 27 and 3,304 between May 18 and June 15.
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requirements.* Chinese policymakers’ campaign to tighten financ-
ing to the highly leveraged property sector created a meaningful
drag on economic growth in 2022, as new activity in the sector vir-
tually collapsed. By July 2022, developer financing fell by 26 per-
cent year-on-year.5” With developers’ funding channels narrowing,
they have been forced to cut down on new investments, and new
starts declined by 45.8 percent year-on-year in July 2022, marking
the deepest decline since 2004, according to data from Trivium Chi-
na.f 58 Furthermore, presales, which account for 87 percent of home
sales, have faltered in particular.5® This undermines a major source
of cashflow for developers, which have relied on presales to fund
their operations since the Chinese government started tightening
off-balance-sheet lending to the property sector in its deleveraging
campaign beginning in 2016.60

Credit tightening in 2021 has trickled down to housing
demand in 2022, with new transactions grinding to a halt.
High-profile developer defaults, developers’ inability to deliver pre-
paid homes, and broader economic headwinds cut into demand for
new housing in 2022. Reflecting this, the balance of outstanding
residential mortgage debt grew by only 5.6 percent in Q2 2022 to
reach $6 trillion (renminbi [RMB] 40.2 trillion),f compared to the
double-digit year-on-year residential mortgage growth reported by
the People’s Bank of China (PBOC) from the beginning of the data-
set in 2005 to 2021.61 With fewer households investing in new hous-
ing, property sales and prices have declined. July sales declined by
28.8 percent year-on-year and average prices also fell by 7.4 per-
cent year-on-year.52 Slowing sales have impacted real estate values
throughout the country, including within the wealthiest areas that
usually see less volatility in prices. For example, average housing
prices in southeastern Guangdong Province have decreased year-on-
year for six straight months, dropping by 13.4 percent year-on-year
in April, the steepest decline on record.63 Peaking demand for hous-
ing in Guangdong’s first-tier cities§ Shenzhen and Guangzhou had
previously driven average property prices in the province to increase
by roughly 350 percent since 2003.6¢ Guangzhou is not an anomaly,
as property prices in two-thirds of China’s 70 largest cities have
declined since the imposition of the three red lines in fall 2021.65

*Chinese policymakers instilled the three red lines in an attempt to deleverage the property
sector amid rising debt levels. These requirements include the following: (1) setting a ceiling for
developers’ debt-to-asset ratios at 70 percent, (2) setting net debt-to-equity ratios at 100 percent,
and (3) capping short-term borrowing on par with cash reserves. For more on the impact of
the three red lines campaign on China’s property sector, see U.S.-China Economic and Security
Commission, “In Focus: Evergrande Debt Crisis Forces Tough Choices,” in Economics and Trade
Bulletin, October 20, 2021, 8-12. Pearl Liu, “Chinese Developers Face Potential Price War in
Second Half amid Glut as State Issues ‘Red Lines’ in Deleveraging Campaign,” South China
Morning Post, September 2, 2020.

7China’s National Bureau of Statistics reported that new starts had only declined by 36.1
percent year-on-year. China’s National Bureau of Statistics via CEIC Database.

#Unless noted otherwise, this Report uses the following exchange rate from June 30, 2022,
throughout: 1 U.S. dollar = 6.70 RMB.

§ Chinese cities are unofficially but widely grouped into four “tiers” based on population, af-
fluence, and whether they are governed at a provincial level (e.g., Shanghai, Chongqing, Beijing,
and Tianjin are provincial-level municipalities), as provincial capitals, or at lower echelons of
administrative hierarchy. For example, Shanghai is a first-tier city; Chengdu, the populous capital
of Sichuan Province and a regional hub in the southwest, is a second-tier city; Wenzhou, a prefec-
ture-level port city and tourist destination on the coast of Zhejiang Province, is a third-tier city;
and Xiangcheng, a county-level city in Henan Province famous foremost as the birthplace of the
first president of the Republic of China, Yuan Shikai, is a fourth-tier city. Dorcas Wong, “China’s
City-Tier Classification: How Does It Work?” China Briefing, February 27, 2019.
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Mortgage boycotts in the summer of 2022 reflect grow-
ing unrest concerning China’s property downturn. Reports
emerged beginning in late June of numerous Chinese households
refusing to make mortgage payments on presold real estate develop-
ment projects that had not yet been constructed. Given extensive de-
mand for real estate in China, developers often sell properties before
they are complete and use mortgage payments toward construction
costs. Property developers are struggling to finish housing projects
amid an ongoing debt and liquidity crisis stemming from Beijing’s
credit tightening. Protests were initially focused on a stalled project
by highly indebted property developer Evergrande in Jingdezhen,
Jiangxi, but they spread throughout the country to at least 319
projects in about 113 cities by late July.6¢ Independent assessments
estimate that the total value of mortgages affected by the boycotts
could range from $270 billion to $600 billion (RMB 1.8—4 trillion).67
Suppliers for Evergrande and other struggling property developers
similarly threatened to suspend work and pause debt payments as
they had yet to receive compensation for their completed work.68 In
a joint statement signed by hundreds of suppliers and sent to local
authorities, suppliers claimed that developers like Evergrande had
stopped paying some of them for over a year.69

The downturn in property construction and sales has ex-
acerbated financial risks and led to initial signs of financial
distress in China’s highly indebted economy. In August 2022,
Bloomberg indicated Chinese developers had defaulted on a record
$28.8 billion of offshore bonds in 2022, nearly all from property de-
velopers.”0 Developer defaults and halted mortgage payments likely
do not pose systemic risk to the Chinese financial system: the vast
majority of developer defaults have been in China’s offshore bond
market, and much of the debt was rated as “junk bonds” because
of developers’ poor balance sheets, while the value of mortgages in-
volved in the boycotts is only about $164.2 billion (RMB 1.1 tril-
lion), or about 15 percent of the value of losses required to trigger a
systemic financial crisis according to a report from DBS Group.*71
Nonetheless, the slowdown in construction is causing ripple effects
through China’s economy and turbulence in housing values is harm-
ing already stressed households.

e The downturn in land sales resulting from stressed proper-
ty developers has created financial risks for local governments
that depend on land sales as a key source of revenue. With land
sales declining by 33.2 percent year-on-year in July, local gov-
ernments may be more inclined to raise funds through alterna-
tive methods, including off-balance-sheet loans, or by using the
proceeds from special purpose bondsf for operating expenses
rather than their intended use for revenue-generating infra-
structure projects (see Beijing’s Fiscal Response Stresses Local

*In July, 15 banks announced their exposures to the mortgage boycotts, reporting that only
about 0.01 percent of their mortgage lending had been impacted. Iris Ouyang, “Mortgage Boycott
Risks Manageable for China’s Banking System, but Small Lenders Vulnerable, Experts Say,”
South China Morning Post, July 10, 2022.

FSpecial purpose bonds are municipal debt local governments may issue to fund revenue-gen-
erating items such as infrastructure projects and other long-term expenditures. China’s Ministry
of Finance sets an annual special purpose bond quota, which sets the maximum value of debt
local governments may issue per year through the bonds. Special purpose bonds are commonly
purchased by Chinese state-owned banks.
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Governments below for more discussion of China’s local govern-
ment finances).?2

e The decline in construction cuts into a key growth driver of the
Chinese economy. China’s property sector and related industries
together account for 25 to 30 percent of GDP according to different
estimates.”® Construction fuels employment within numerous an-
cillary industries including the steel and cement industries.

e The downturn in housing values may generate broader financial
panic among households, who have most of their wealth tied
up in property. A 2019 survey conducted by the PBOC found
residential real estate accounted for 59.1 percent of the average
urban Chinese household’s wealth.74 China’s economy may slow
even more as would-be buyers no longer view property as a safe
investment and mortgage holders reduce spending for fear of
going into negative equity.

Amid China’s 2022 economic downturn, authorities are
walking back elements of their strict crackdown on the
property sector and attempting to prevent financial panic.
In response to mortgage boycotts, the China Banking and Insur-
ance Regulatory Commission (CBIRC) urged local governments and
banks to support property developers in delivering homes to buyers
as quickly as possible, while financial regulators also discussed the
possibility of allowing households to pause mortgage payments on
stalled projects.”> By early August, the local government of Zheng-
zhou, the capital of Henan Province, launched a $1.48 billion (RMB
9.9 billion) bailout fund to channel capital to struggling developers
unable to complete projects.”® Reports also indicate that local state-
owned asset management companies, financial institutions tasked
with acquiring nonperforming assets, intend to set up similar bail-
out funds in other provinces.”” Chinese policymakers will likely con-
tinue to pursue solutions that avoid fully reversing credit tighten-
ing in the property sector while providing relief for households and
suppliers to stave off popular unrest and deeper market pessimism.

Beijing’s Fiscal Response Stresses Local Governments

Infrastructure investment did not provide a significant
boost to the Chinese economy in the first half of 2022 but is
likely to bolster the economy later in the year as new proj-
ects get underway. In 2022, China’s central government set local
governments’ special purpose bond quota at about $545 billion (3.65
trillion RMB), keeping the quota constant with the previous year.”s
By the end of May, local governments issued approximately half (54
percent) of their special purpose bond quota.”® To jumpstart eco-
nomic growth in the second half of the year, however, China’s Min-
istry of Finance mandated that local governments complete issuing
their bond allocations by the end of June, with deployment of funds
to occur in August.80 Rushing to meet the Ministry of Finance dead-
line, China’s local governments set a new record for the most special
purpose bonds issued within a single month, with nearly $210 bil-
lion (RMB 1.41 trillion) in bonds sold in June alone.8! In contrast
to the diverse group of institutional and retail investors that pur-
chase municipal bonds in the United States, in China roughly 85
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percent of local government bonds are bought by state-controlled
banks.*82 The ongoing turn from local bank lending to central gov-
ernment-approved bond issuance may render local debt accumula-
tion more visible and strengthen central government financial con-
trol over localities, but it nonetheless still reflects a continuation
of China’s state-centric and debt-fueled growth model. With local
governments racing to issue as many bonds as possible, and given
the oversaturation of infrastructure building in China over the last
decade, it is unlikely they have successfully identified an equivalent
number of high-quality revenue-generating infrastructure projects
on which to spend the bonds’ proceeds.83 These investments may
drive up short-term economic data in 2022, yet they may ultimately
constitute wasteful spending with low returns.

The Chinese government’s plan to shore up growth through
investment-oriented fiscal stimulus threatens to create addi-
tional wasteful investment. To achieve growth in the second half
of 2022, the central government is encouraging localities to initiate
more infrastructure projects funded by special purpose bonds. Unlike
the period following China’s massive stimulus in 2008, when much of
China’s high-speed rail network was still under construction, there
are far fewer nationwide infrastructure projects likely to generate a
return on investment.84 As the International Monetary Fund (IMF)
argued even prior to Beijing’s current infrastructure push, China’s
“investment-driven recovery has reversed earlier, hard-won progress
in rebalancing, adding to the challenges of achieving sustainable
high-quality growth over the medium term.”85

Beijing is pushing local governments to issue more debt to
fund fiscal expenditures. While calls for increased local expendi-
ture have been routine in pursuit of Beijing’s politically motivated
growth target and COVID-related economic “stabilization” efforts,
Chinese Premier Li Keqiang’s May 25th speech to over 100,000
Party and state officials represented a campaign-style inducement
to increase these efforts.8¢ Further, in June the State Council or-
dered the PBOC to provide an additional $120 billion (RMB 800
billion) credit line to Chinese policy banks to support infrastruc-
ture investments by local governments.{ 87 The central government’s
incitement to focus on infrastructure-induced growth, however, not
only directs increasingly scarce funds into likely unproductive in-
vestment but also may come at the expense of already inadequate
social welfare funding.

Limited central government support is likely insufficient to
alleviate local governments’ already overburdened finances,
increasing risk of misallocations. Local governments only collect

*Nearly 80 percent of local government bonds in China are purchased by national commercial
banks, city commercial banks, and rural financial institutions. Contrary to their name, almost all
such banks are Party-state-controlled entities. China’s policy banks hold another 5-10 percent
of local government bonds. Alex Holmes and David Lancaster, “China’s Local Government Bond
Market,” Reserve Bank of Australia, June 2019.

FChina has three national state-owned policy banks: China Development Bank, Export-Import
Bank of China (China EXIM Bank), and Agricultural Development Bank of China. The policy
banks were established as part of a restructuring effort in 1994 to separate commercial and pol-
icy financing functions, with each bank charged with specific policy domains. For example, China
Development Bank was formed specifically to finance domestic and international development
projects, while China EXIM Bank provides financial services for importers and exporters. For
more information on China’s banking sector, see Virgilio Bisio, “China’s Banking Sector Risks
and Implications for the United States,” U.S.-China Economic and Security Review Commission,
May 27, 2020.
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roughly half of China’s fiscal revenue, but they are responsible for as
much as 85 percent of expenditure obligations, including infrastruc-
ture and public services like healthcare, pensions, and education.88
Although the central government has been increasing transfers and
funding for localities, these transfers remain inadequate to cover the
budgetary shortfall. This shortfall is now particularly pressing as
local governments are increasingly unable to use off-balance-sheet
funding via sales of land usage rights to bridge the gap.8? Local
government sales of land usage rights to property developers, which
typically represent roughly 50 percent of their revenue, have expe-
rienced precipitous declines throughout 2021 and 2022 owing both
to COVID lockdowns and the crackdown on the property sector.* 90
Further, while centrally approved bond issuance for infrastructure
has increased, extensive local social welfare mandates continue to
be underfunded by China’s central government.®1 As a result, local
governments are reallocating proceeds from bond issuance originally
earmarked for infrastructure to pay for other unfunded obligations.
According to China’s National Audit Office, an 1nspect10n at the be-
ginning of the year found ten regions had ° ‘misused” $3 billion (RMB
13.7 billion) raised from special purpose bonds to pay wages and
cover operating costs rather than fund infrastructure, while others
used the proceeds to pay down debt.92 According to data from Chi-
na’s Ministry of Finance, total officially recognized local government
debt at the end of May 2022 stood at $5 trillion (RMB 33.3 trillion)
or 28.4 percent of GDP, up from $3.8 trillion (RMB 25.7 trillion) or
25 percent of GDP at the end of 2020.98 Actual local government
debt is substantially larger, owing to “implicit debt” issued by local
government financing vehicles, local state-owned enterprises (SOEs)
used by local governments to raise additional capital.794 The IMF
estimates local government financing vehicle debt was equivalent to
48 percent of China’s total GDP in 2022.95

In spite of the PBOC setting historically low rates in an at-
tempt to boost lending and spur economic activity, Chinese
banks are struggling to lend. Beijing’s ongoing deleveraging
campaign i and related policies, including the three red lines cam-
paign, have contributed to a cautious atmosphere in bank lending

*The difference between revenue and expenditure drives local government reliance on land
sales and debt. Jonathan Cheng, “China’s ‘Common Prosperity’ to Squeeze Cash-Strapped Local
Governments,” Wall Street Journal, January 25, 2022. Philippe Wingender, “Intergovernmental
Fiscal Reform in China,” International Monetary Fund Working Paper 18/88, April 2018, 5-6.

TPrior to 2015, municipal governments could not issue debt directly, with exception to a few
pilot programs authorized by China’s central government. Because local governments’ revenue
bases were often insufficient to meet their expenditure obligations, they used local government
financial vehicles to evade these restrictions, a practice that has continued since China legalized
municipal debt issuance in 2015. China’s Ministry of Finance refers to funding raised through
local government financial vehicles as “implicit debt,” and it is explicitly recognized as corporate
debt rather than a government obligation, but investors often treat these debt obligations as
backed by the government, creating moral hazard. Frank Tang, “China Debt: State Council Says
Local Governments Must ‘Tighten Their Belts’ and Cut Debt to Reduce Financial Risks,” South
China Morning Post, March 16, 2021; Zhiguo He, written testimony for the U.S.-China Economic
and Security Review Commlssmn Hearmg on China’s Quest for Capital: Motivations, Methods,
and Implications, January 23, 2020 6, 10.

1The deleveraging campaign began in 2016 principally as a de-risking effort as regulators
sought to curb rapid credit growth in shadow financing channels, such as wealth management
products, that provided opaque financing largely to property developers and local government
financial vehicles. The three red lines campaign, which aggressively limits bank lending to the
property sector, is a continuation of that effort. Christopher J. Kushlis, “China Deleveraging:
Domestic and Global Impacts,” T. Rowe Price, February 2022; Logan Wright, Lauren Gloudeman,
and Daniel H. Rosen, “The China Economic Risk Matrix,” Rhodium Group, September 2020,
71-76.
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departments, just as corporate and household demand for credit has
plummeted amid Zero-COVID lockdowns.?6 While the PBOC has
been lowering banks’ funding costs via lower deposit rates and in-
terbank lending rates, including guiding the loan prime rate* lower
by 20 basis points between December 2021 and August 2022, the ef-
fect on credit growth has been muted, reflecting the depressed state
of China’s economy.??” Government guidance has lacked consistency
as pushes for rapid increases in lending are set against admonish-
ments to do so “reasonably” and prioritize “sound” fundamentals.98
As regulatory goals hinder state bank credit growth on the supply
side and COVID-19 lockdowns hinder credit growth on the demand
side, Beijing has turned to fiscal policy to spur growth.

While Beijing is consciously signaling support to SMEs,
particularly those in the manufacturing and technology in-
dustries, success in implementation remains questionable. A
plethora of fiscal policies and tax rebates have been promulgated
in support of SMEs, with the most high profile of these initiatives
being the ongoing campaign to support so-called “little giants.”{ 99
Of the $385 billion (RMB 2.58 trillion) China’s State Taxation Ad-
ministration has recorded in tax rebates and refunds through June
2022, an estimated 70 percent went to SMEs.100 China’s financial
system, however, remains dominated by state-owned banks that face
systemic incentives to lend to SOEs. This is due to the fact that
SOEs are, by design, massive firms, often with quasi-monopolies and
more stable revenue. SMEs, meanwhile, are the most vulnerable to
shocks such as the ongoing Zero-COVID disruptions. This makes
them relatively less attractive to lend to and, Beijing’s recent policy
pronouncements notwithstanding, places them at a disadvantage.101
The manufacturing Purchasing Managers’ Index (PMI), a numerical
index based on survey data tracking the performance of the man-
ufacturing sector, reveals the dichotomy between large firms and
SMEs. In July 2022, China’s National Bureau of Statistics recorded
the PMI of large enterprises as 49.8, while that for small enterpris-
es was 47.9.102 Anything below the 50-point mark indicates contrac-
tion, while values above indicate expansion.

The Party’s fiscal expenditures in support of consumption
and individual households remain extremely weak. The IMF
noted in 2021 that despite improvements, China’s “social protection
system is still incomplete.”193 In particular, the IMF report high-
lights that fewer than half of all urban employees are covered by
unemployment insurance. Among the uninsured are over 230 mil-
lion internal migrant workers (roughly 60 percent of the migrant

*The loan prime rate is the average lending rate that 18 of China’s largest banks offer their
most credit-worthy customers. The PBOC guides the loan prime rate by linking it to its Medi-
um-Term Lending Facility, which is a monetary policy instrument the central bank relies on to
increase liquidity in the bank system. This lending facility is in turn based on the effective short-
term (seven-day) interest rate the PBOC offers banks through its extensive reverse repurchase
agreement lending operations. Virgilio Bisio, “China’s Banking Sector Risks and Implications for
the United States,” U.S.-China Economic and Security Review Commission, May 27, 2020.

TBeijing directs local governments to select and financially support cohorts of thousands of
ostensibly innovative technology-focused SMEs, which are referred to as “little giants.” General
Office of the Ministry of Industry and Information Technology, Notice of the General Office of the
Ministry of Industry and Information Technology on Carrying Out the Cultivation of the Fourth
Batch of Specialized and New “Little Giant” Enterprises and the Review of the First Batch of Spe-
cialized and New “Little Giant” Enterprises, (TMAIE BALEE IR A T 25T IF B 5 DU L RS B3 “/NE
N7 Al 5 A — RS RERT “/NEN” il S TARRE R, June 15, 2022. Translation.
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population).* 104 These limitations, in addition to those in healthcare
and education spending, induce households to save at an extreme-
ly high rate to take care of themselves, a phenomenon known as
precautionary savings.105 Analysts Allen Feng and Logan Wright
at Rhodium Group note that the ratio of time deposits to demand
deposits at banks, which is an indicator of precautionary savings
among households, has strengthened substantially through 2022.106
Beijing’s ongoing response to the pandemic has been unique among
major economies in the degree to which it prioritizes supply-side
interventions at the expense of support to households.107 Justifying
this approach at the start of the pandemic, Jia Kang, former head
of the Chinese Finance Ministry’s in-house think tank, argued that
China’s government should concentrate fiscal spending on develop-
ment projects that lift people out of poverty.108 He also suggested, to
the extent it supports household consumption, that China’s govern-
ment should issue vouchers for specific goods so the state can guide
households to consume what it determines is necessary.109 Beijing
has maintained this approach in spite of worsening household con-
sumption. A May 2022 State Council compendium of 33 measures
to stabilize the economy focused almost exclusively on businesses.
The measures included tax relief, value-added tax (VAT) rebates,
fee reduction, loan support, deferred social security contributions,
deferred principal and interest repayment, and encouragement of
local governments to boost infrastructure investment.110

Financial Market Regulation Creates Policy Mechanisms to
Enhance Control

CCP leaders developed tools to contain financial risk and strength-
en control over capital market development as volatility plagued
China’s markets in 2022. In further ensuring a role for the state in
managing financial markets, however, CCP leaders are moving the
development of China’s financial system farther away from market
economy norms. Foreign investors cut their investments in China’s
markets throughout 2022. Increased market volatility and signals
of increased state control heightened the risks associated with U.S.
financial exposure to China.

CCP Leaders Prioritize Financial Stability as Uncertainty
Plagues Markets

As lockdowns spread from China’s financial center Shang-
hai to the capital Beijing, investors responded to the eco-
nomic toll of the Chinese government’s Zero-COVID policy.
Market sentiment temporarily improved when the Chinese govern-
ment pledged to stabilize the economy on March 16,1 but the rally

*China’s rapid urbanization coincided with substantial internal migration from the countryside
to urban centers. This process was complicated by China’s internal passport system, termed huk-
ou, which linked social benefits to the passport and broadly divided residents between urban and
rural. As a result, rural hukou holders have not been able to receive healthcare, education, or so-
cial security benefits in the cities they live and work in. Kam Wing Chan, “China’s Hukou Reform
Remains a Major Challenge to Domestic Migrants in Cities,” World Bank, December 17, 2021.

TAmid the rout of Chinese technology stocks in mid-March, Chinese Vice Premier Liu He con-
vened an emergency meeting of the State Council’s Financial Stability and Development Com-
mittee where he pledged the government would intervene with “policies favorable to the market.”
In linking together discussion of China’s property market slowdown, regulatory uncertainty for
U.S.-listed Chinese stocks, and the Chinese government’s “rectification of the platform economy,”
Vice Premier Liu’s speech at the meeting appeared aimed at broadly shoring up equity market
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in stock prices shortly reversed.111 On April 25, the Shanghai Com-
posite and CSI 300 indices * fell 5.1 percent and 4.9 percent, respec-
tively, after a reported outbreak in Beijing. The decline marked the
largest single-day drops for both benchmarks since February 2020,
when anxiety over the COVID-19 outbreak in Wuhan drove sharp
falls in Chinese markets.112 Narrowing yield spreads between U.S.
and Chinese government bonds further drove outflows of foreign
and Hong Kong capital f from China’s financial market as Beijing
eased monetary policy to spur credit growth and Washington hiked
rates to tame inflation.113 As capital flowed out of China, the RMB
depreciated 7.9 percent against the dollar from January 1, 2022, to
August 25, 2022.114

In the first quarter of 2022, the value of RMB-denominat-
ed assets held by foreigners fell by more than $150 billion
(1 trillion RMB).115 The selloff of onshore and offshore Chinese
stocks by Chinese, Hong Kong, and foreign investors intensified in
March 2022 after Russia’s unprovoked invasion of Ukraine and fol-
lowing the U.S. Securities and Exchange Commission’s (SEC) iden-
tification of Chinese firms to be delisted from U.S. markets.116 Be-
tween January and June 2022, foreign and Hong Kong holdings of
onshore Chinese bonds fell by a record $75.2 billion (RMB 504.1
billion), from $606.07 billion (RMB 4.1 trillion) to $532.2 billion
(RMB 3.6 trillion).117 Widespread forecasts that China’s economy
would fall short of the government’s 2022 target of 5.5 percent GDP
growth further dragged on investors’ willingness to hold Chinese
assets. Foreign investor holdings of Chinese government bonds are
unlikely to rebound as Beijing’s fiscal policy has not ramped up to
stimulate the economy and the weaker RMB makes Chinese assets
relatively unattractive compared to safe-haven assets.118 The Insti-
tute of International Finance forecasts that China could see $300
billion of foreign and Chinese capital outflows by the end of 2022,
up from $129 billion in outflows in 2021.119

The Chinese government introduced draft legislation re-
quiring banks to contribute to a fund for bailing out troubled
financial institutions, increasing the central government’s
control over financial intervention and reducing local gov-
ernment autonomy. Premier Li announced the financial stability
fund,i intended to deal with troubled but systemically important

sentiment. Daniel H. Rosen and Logan Wright, “Beijing’s Message to Financial Markets: We're
Listening,” Atlantic Council, March 25, 2022. State Council of the People’s Republic of China, Liu
He Presides over Meeting of the State Council Financial Stability and Development Committee
{o Study the Current Situation (XS5 E 45 Bt 4@ Z 20T 78 4172 #4), March 16, 2022. Trans-
ation.

*The Shanghai Composite is a stock market index of all companies traded on the Shanghai
Stock Exchange, the largest stock exchange in China. The CSI 300 is an index of 300 of the larg-
est companies listed on the Shanghai and Shenzhen stock exchanges.

TForeign investors include companies and individuals located in Hong Kong, many of which
are subsidiaries of mainland Chinese companies. Residents of Hong Kong and Macau are treated
as foreigners for the purposes of constructing China’s balance of payments data. International
Monetary Fund, “Special Data Dissemination Standard,” January 30, 2022.

#The United States and EU have established similar funds to provide the money needed to res-
cue or liquidate systematically important financial institutions. Such funds seek to guard against
the financial contagion that could arise if a particularly large business that is interconnected with
the rest of the economy fails, thereby putting stress on the broader economy. In 2010, Congress
enacted the Dodd-Frank Act, which established an Orderly Liquidation Fund within the Federal
Deposit Insurance Commission to provide funds needed in the liquidation of failed businesses.
In 2016, the EU established a Single Resolution Fund responsible for resolving failed banks.
Tang Ziyi and Peng Qingin, “Caixin Explains: Why China’s Creating a Financial Security Fund,”
Caixin, March 8, 2022.
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financial institutions, at the March legislative session.120 Details on
the fund were provided in a draft Financial Stability Law released
the following month.121 The draft law codifies the existing process-
es for financial risk management and disposal, effectively institu-
tionalizing a bailout process over which the central government can
exercise direct control.122 The planned fund and legislation follow a
series of ad hoc interventions by China’s central government to bail
out risky financial institutions, including Anbang Insurance Group,
Tomorrow Holding Co. Ltd., Baoshang Bank, and Huarong Asset
Management Company.123 To capitalize the fund, the PBOC—to-
gether with six other State Council ministries—raised $9.6 billion
from state-owned banks in May 2022.12¢4 China’s government an-
nounced its intent to transfer a total upward of $100 billion into
the fund by September 2022, but by the end of that month it had
not disclosed any further contributions following the initial $9.6 bil-
lion.125 In creating the fund, the central government seeks to impose
greater discipline on financial risk management to limit the ability
of local governments to engage in indiscriminate lending. However,
the law simply reshuffles the moral hazard created by the state’s
backstopping of the financial system.126

Runs on Small Banks Highlight Pressures Facing the
Banking System

In April 2022, five rural banks in China prevented depositors
from accessing their savings after becoming insolvent. The banks,
four of which are located in Henan Province and the fifth of
which is located in neighboring Anhui Province,* drew depositors
with high interest rate savings accounts, using online platforms
to attract funds beyond their limited home bases.’27 Instead of
placing the savings in accounts protected by China’s depository
insurance,f the banks fabricated lending agreements to fund oft-
the-book activities through Henan New Fortune Group, a com-
pany that is the largest shareholder in each bank.128 According
to reporting from Chinese state-owned magazine Sanlian Life-
week, more than 3,000 depositors with over $210 million (RMB
1.4 billion) in funds were impacted.129 On July 10, around 1,000
protestors gathered outside the Zhengzhou branch of the PBOC
seeking redress.i 139 Plainclothes security forces clashed with the
crowd to disperse the protest, with some protestors taken away
by police.131 Henan officials have pledged to repay the deposits in
batches, but they did not specify a timeframe for larger accounts

*The banks are Yuzhou Xinminsheng Rural Bank, Shangcai Huimin County Bank, Zhecheng
Huanghuai Community Bank, Kaifeng New Oriental Rural Bank, and Guzhen Xinhuaihe Village
Bank. In China, local banks may only obtain deposits from a local customer base, but the banks
used third-party platforms to acquire customers from outside the region online. Amanda Lee and
Ji Siqi, “How China’s Henan Bank Scandal Threatens a ‘Crisis of Confidence’ in Nation’s Finan-
cial System,” South China Morning Post, July 14, 2022.

7 China introduced a national deposit insurance system in 2015, covering deposits up to $74,627
(RMB 500,000). People’s Bank of China, Deposit Insurance Regulation, February 17, 2015.

£ Groups of depositors unable to access funds had traveled to Zhengzhou prior to the July 10
gathering and the Zhengzhou government reportedly modified their health codes, a system China
uses to track COVID-19 cases, imposing travel and quarantine restrictions on the depositors. One
depositor from Beijing reported his code turned back to normal after local police escorted him to a
train home. Nectar Gan, “China’s Bank Run Victims Planned to Protest. Then Their Covid Health
Codes Turned Red,” CNN, June 15, 2022.
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Runs on Small Banks Highlight Pressures Facing the
Banking System—Continued

or a maximum on the size of repayment, potentially leaving some
depositors with a fraction of their savings.132

The bank runs underscore the deterioration of asset quality and
profits of small rural lenders during the pandemic. According to the
CBIRC, rural commercial bank earnings did not recover with the
rest of the economy between the first quarter of 2020 and the first
quarter of 2021, as loans to SMEs constitute a much larger propor-
tion of their portfolios.133 While deposits held at small banks ac-
counted for 28.8 percent of all deposits at domestic banks at the end
of 2021, the PBOC does not view the Henan and Anhui bank runs
as indicative of a systemic problem.134 Nonetheless, the CBIRC will
allocate $47.8 billion (RMB 320 billion) in special purpose bonds for
recapitalizing small banks by September 2022.135

CCP Leaders Underscore Intent for Capital Markets to Serve
National Priorities

At the 2021 Central Economic Work Conference (CEWC),*
Chinese leaders announced they would establish a “traffic
light” mechanism to enhance the supervision and develop-
ment of capital markets. As of October 2022, no formal policy has
been released, but numerous officials and financial commentators
have penned articles describing a potential regulatory mechanism that
would incentivize investment in “green light” priority areas and pre-
vent investment in “red light” areas, which will be identified by finan-
cial regulators and the Cybersecurity Administration of China based
on risks to the financial system and data security.i 136 The stated goals
of the mechanism are to ensure capital markets serve overall national
development objectives and “prevent capital from growing wildly.”137
Numerous opinions published in state media sources suggest the red
light would be aimed primarily at “platform monopolies,” referring to
the consumer technology companies that provide a platform or market-
place connecting consumers with sellers or providers, such as e-com-
merce giant Alibaba.138 Platform monopolies were targeted by regu-
latory action throughout 2021 and 2022. The CBIRC also noted in its
2022 work report that it would set up “traffic lights” to curb the use of
funds by banks and insurers for “blind overleveraging,” financial mo-
nopolies and unfair competition, and unlicensed financial business.139
The “traffic light” system would supplement existing levers the CCP
uses to guide capital toward priority investments and maintain over-
all financial stability, including government guidance funds that blend
state and nonstate capital to support investment in strategic technolo-
gies, and the national team, a group of brokerages China’s government
has directed to buy up equities during market downturns.

*The CEWC is China’s preeminent annual economic conference, attended by top leadership
from the CCP, the State Council, and the National People’s Cong‘ress General Secretary Xi and
Premier Li both attended the 2021 conference. Xinhua, “China Holds Key Economic Meeting to
Plan for 2022,” December 10, 2021.

TAs the CEWC does not formally publish any laws or regulations, the resulting “guidance” from
the CEWC annual meeting is transmitted through Party and government internal communica-
tions, with key themes made public in limited readouts and propaganda.
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Regulatory Tightening Eases, but Tech Sector Recovery
Shaky

The Chinese government eased regulatory tightening
against tech companies in 2022, though many of the previ-
ous year’s new regulations came into effect in early 2022.
Beginning in late 2020 and through 2021, CCP leaders launched
a series of investigations, issued numerous penalties, and intro-
duced new regulations targeting nonstate consumer technology
and e-commerce companies.* Key drivers of this campaign includ-
ed establishing state control over consumer data, containing tech
firms’ expansion into financial services, and ending e-commerce
giants’ anticompetitive practices.f In addition to securing data
within China’s borders, new regulations reflect Chinese policy-
makers’ desires to better direct technological developments in
China and control the expansion and influence of nonstate com-
panies. The shift in the government’s approach to a more pre-
dictable style of enforcement came as confidence in the Chinese
economy was dimming from Zero-COVID lockdowns and slowing
growth. In a clear move to ease investor concerns around stabil-
ity, the Politburo announced easing on the tech sector in April
2022. Chinese officials later met with tech executives to assure
them that the government would be taking a more predictable
and consistent approach to regulating companies.140 China’s Vice
Premier Liu He followed up the meeting with a public statement
of support for the digital economy and its role in sustaining Chi-
na’s growth.141

Chinese tech company performance and continued con-
fidence in the sector remain uncertain. Following the gov-
ernment’s public assurances, U.S.-listed Chinese tech company
valuations rose between 5.5 percent and 13.5 percent after the
year-long downturn caused by regulatory investigations and
fines.142 At the same time, in May 2022 Chinese ride-sharing
company Didi Chuxing announced it would delist from the New
York Stock Exchange and finally exited on June 10.143 The com-
pany had been under intense pressure from Chinese regulators
since its listing on the New York Stock Exchange in June 2021,
when regulators also launched a cybersecurity investigation into
the company and prohibited new downloads of the app in Chi-
na.l#44 Didi Chuxing has indicated it may relist on the Hong Kong
Stock Exchange once the delisting process in the United States
is complete.14> Even for companies that have survived regula-
tory probes, reporting indicates that during the spring of 2022,
platform companies also laid off large numbers of employees in
response to regulatory and economic uncertainty.146 In early July
2022, Chinese company valuations suffered again, dragging the

*For more on the campaign, see U.S.-China Economic and Security Review Commission, Chap-
ter 2, Section 1, “Year-in-Review: Economics and Trade,” in 2021 Annual Report to Congress,
November 2021, 134-136.

T For example, in April 2021 China’s financial regulators met with 13 nonstate technology firms,
including embattled ride-hailing giant Didi Chuxing and Tencent, and signaled more stringent
scrutiny of their financial businesses. Among other things, the regulators stated that companies
must obtain licenses to provide financial services, cut “improper links” between their payment
services and other financial products, and restructure their financial assets into holding compa-
nies to bring the businesses under proper supervision. Hu Yue and Han Wei, “China Orders 13
Tech Companies to Overhaul Fintech Operations,” Caixin, April 30, 2021.
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Hang Seng Tech Index down by as much as 3.7 percent after the
State Administration for Market Regulation fined internet plat-
forms Alibaba and Tencent for improper disclosure of prior trans-
actions.*7 The drop demonstrated low investor faith and percep-
tions of an exceptionally unpredictable regulatory enforcement.

China’s government has introduced new measures on
data regulation and strengthened coordination on data
governance between agencies. In late 2021 and early 2022,
several new laws and regulations came into effect that limit the
transfer of data and constrain companies’ abilities to collect and
use data. Although some of these new rules address consumer
protection, they also reinforce China’s mercantilist data strategy.
While these policies affect all companies, foreign firms are likely
to have the most difficulty in continuing to access China’s market
and Chinese consumers, as these data protection laws restrict
cross-border data flows and technical functionality. March 2022
provisions on regulating algorithms broadly prohibit firms from
using algorithms to “over-recommend, manipulate topic lists or
search result rankings, or control hot search terms” as well as
to “carry out acts influencing online public opinion.” 148 Both pro-
hibitions may be broadly interpreted by Chinese regulators and
present significant risk to firms operating in the Chinese market.
These restrictions can be particularly challenging for e-commerce
companies as well as entertainment and social media platforms
that rely on algorithms to boost popular products and content.
Meanwhile, the Chinese government has emphasized the impor-
tance of data collection and processing for the development of key
technologies that have significant commercial and national secu-
rity implications. Between late 2021 and 2022, China released
several technology-specific, five-year plans for smart manufactur-
ing, robotics, national informationization, big data, and bioeco-
nomy development.14® These plans build on the 14th Five-Year
Plan (2021-2025) and Long-Term Objectives for 2035 released in
March 2021 and underscore the importance of these technologies
for China’s near- and long-term growth strategy. Each of these
plans also emphasizes the role of data in the effective develop-
ment of these technologies and the importance of data-driven ap-
plications.

U.S.-China Commercial Relations

U.S. businesses are reevaluating their engagement with
China and investors are reducing their investment positions
in China’s financial markets. Although many U.S. firms remain
attracted to what they believe are economic opportunities in China’s
market, developments in 2022 raised the risks and costs associated
with engagement in China’s economy. U.S. imports of Chinese goods
remained robust in the first half of 2022, but U.S. firms were re-
luctant to deepen their long-term investments in the Chinese mar-
ket. This uncertainty is driven chiefly by the consequences of the
Zero-COVID policy for China’s economy. Geopolitical tensions and
regulatory misalignment with the United States on issues including
auditing standards and forced labor protections have further con-
tributed to a fraying of the bilateral trade and investment relation-
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ship. The U.S. government is promoting efforts to mitigate supply
chain vulnerabilities from Chinese sources and promote alternative
trading arrangements, including the Indo-Pacific Economic Frame-
work for Prosperity (IPEF).

Trade

Bilateral Trade Deficit Continues to Widen as Phase One
Expires

The U.S. goods deficit with China continued to expand in
2022 as China structured its pandemic control measures to
enable export industries to continue operating. In the first
eight months of 2022, the U.S. goods trade deficit with China to-
taled $271.9 billion, increasing by 24.2 percent year-on-year (see
Figure 1).150 This increase was led by U.S. imports from China,
which rose through August by 17.8 percent to reach $368.8 bil-
lion.151 Chinese local governments’ support to the export sector
even in the face of stringent pandemic control measures enabled
Chinese producers to meet resilient U.S. demand. To keep factory
lines open and production humming despite broader lockdowns,
local authorities in manufacturing hubs such as Shenzhen, Dong-
guan, and Changchun allowed firms to use a “closed-loop” sys-
tem.152 Under this system, workers at certain firms—including
major Chinese battery manufacturer Contemporary Amperex
Technology Ltd. (CATL)—could continue to work but had to con-
fine themselves to the worksite to eliminate outside exposure to
COVID-19.153 These workers were forced to live in onsite dormi-
tories or temporary housing, many of which lacked adequate ame-
nities, such as beds.154 In May 2022, the poor living and work-
ing conditions led hundreds of workers at a Shanghai factory of
Quanta Computer, a Taiwan-owned supplier to Apple, to protest
and clash violently with guards who were trying to keep workers
in isolation.155

China’s Zero-COVID policies and rising inflation cooled
overall demand for U.S. exports. Although the value of U.S.
exports to China in the first eight months of 2022 increased 2.4
percent year-on-year, totaling $96.8 billion, the total value of ex-
ports was inflated by rising commodity prices. Exports by volume
moderated or declined, especially for agriculture products. The
price of agriculture commodities rose sharply due to Russia’s un-
provoked invasion of Ukraine, higher global demand, and adverse
supply factors, causing the value of U.S. agriculture exports to
rise 17.0 percent year-on-year in the first half of 2022 despite
export shipments falling 2.7 million tons, equivalent to a 9.3 per-
cent decline.156 Other major U.S. exports to China, including com-
puter and electronic products, fell in value terms as China’s de-
clining industrial output and weak consumption slowed demand
for inputs and finished goods.157
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Figure 1: U.S. Bilateral Trade with China, January 2018-August 2022
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Source: U.S. Census Bureau, Trade in Goods with China, October 5, 2022.

The U.S. trade deficit in advanced technology products
(ATP) widened as Chinese demand for U.S. exports weak-
ened. Through August 2022, the U.S. trade deficit in ATP with
China increased 15.1 percent year-on-year to $73.7 billion, which is
the largest deficit over the same period since 2018, when the Unit-
ed States and China began imposing tariffs amid heightened trade
tensions.158 U.S. imports of Chinese technology products rose 10.3
percent, while U.S. ATP exports to China declined by 1.7 percent.159
The growth in the trade deficit was driven by increases in U.S. im-
ports of Chinese information and communications technology and
a fall in Chinese demand for U.S. advanced electronics products.160
Biotechnology product imports from China, including pharmaceu-
tical products,* also increased sharply, rising by 385.4 percent to
reach $1.8 billion.161 Purchases of immunological products contain-
ing monoclonal antibodies led this increase.f

The Office of the U.S. Trade Representative (USTR) signaled
that tariffs serve as a source of leverage in bilateral negoti-
ations with Beijing following China’s failure to comply with
the Phase One Economic and Trade Agreement. In an October
4, 2021, speech on U.S.-China economic and trade relations and the

*Pharmaceutical imports from China are subject to product safety risks because Chinese fa-
cilities frequently impede inspections by the U.S. Food and Drug Administration’s (FDA) field
office in China. Additionally, since the outbreak of COVID-19, the FDA has conducted far fewer
inspections in China, with only 25 pre-approval, for-cause, and current good manufacturing prac-
tices (CGMP) surveillance inspections in fiscal year 2021, and 11 in fiscal year 2022 as of early
July. In contrast, the FDA conducted an average of 165 inspections per year in China between
fiscal years 2016 and 2019. The FDA has also been unable to implement a pilot program for
unannounced foreign inspections of drug manufacturers in China due to COVID-19 lockdowns
and travel restrictions. For more on China’s pharmaceutical production and limitations on FDA
inspection in China, see U.S.-China Economic and Security Review Commission, Chapter 3, Sec-
tion 3, “Growing U.S. Reliance on China’s Biotech and Pharmaceutical Products,” in 2019 Annual
Report to Congress; U.S. Government Accountability Office, DRUG SAFETY: FDA Should Take
Additional Steps to Improve Its Foreign Inspection Program. January 2022, 20; U.S. Food and
Drug Administration, Resiliency Roadmap for FDA Inspectional Oversight, May 2021, 3.

TThe U.S. government has increased its procurement of antibody therapy treatments for
COVID-19, including contracts for etesevimab, which is codeveloped by Eli Lilly and Shanghai
Junshi Biosciences. U.S. Census Bureau, USA Trade Online, August 18, 2022; Sasha Pezenik and
Cheyenne Haslett, “Government Nearly Exhausts Monoclonal COVID Treatment Funding with
New Purchase,” ABC News, June 30, 2022; Eli Lilly, “Lilly to Supply 614,000 Additional Doses
of Bamlanivimab and Etesevimab to the U.S. Government for the Treatment or Post-Exposure
Prevention of COVID-19,” November 2, 2021.
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future of the Phase One agreement, USTR Katherine Tai noted the
Chinese government has “doubled down on its state-centered eco-
nomic system” and does not have plans to address longstanding U.S.
trade concerns.12 Ambassador Tai stated that China’s performance
under the Phase One deal would serve as a starting point for ne-
gotiation with Beijing over its economic and trade practices.163 The
Chinese government failed to meet its purchase commitments under
the terms of the agreement. According to Chad Bown, senior fellow
at the Peterson Institute for International Economics, China bought
only 57 percent of the additional $200 billion of covered U.S. goods
China committed to buy under the agreement.1¢4 China began par-
ing back its purchases of U.S. agriculture products in the first half
of 2022, after the Phase One deal commitments expired.165

The tariffs imposed under the Trump-era Section 301 in-
vestigation remain in place, though inflation has increased
pressure on the Administration to remove them. There is
clear disagreement among cabinet officials in the Biden Adminis-
tration about the purpose and potential benefit of these tariffs. In
June 2022, U.S. Secretary of the Treasury Janet Yellen said some
tariff cuts “may be warranted” and that some of the tariffs serve
“no strategic purpose.”166 That same month, Ambassador Tai said
the tariffs provide “significant leverage.”167 Both officials have not-
ed that cutting tariffs is not a “panacea” to addressing inflation.168
USTR is currently conducting a review of tariffs on Chinese goods.
Reporting from several outlets in early 2022 revealed that USTR
was contemplating launching another Section 301 investigation into
China’s subsidies, but no such investigation has been announced.169

Finance and Investment

Economic Headwinds and Geopolitical Tensions Stem Foreign
Portfolio Investment Flows

U.S. and foreign investor interest in China’s financial mar-
kets moderated in 2022 due to China’s slowing economic
growth, refusal to condemn Russia, and declining interest
rates and currency value. After years of surging U.S. and foreign
investor participation in China’s equity and bond markets,* foreign
investment tightened as capital outflows began to accelerate in 2022
due to uncertainty plaguing China’s markets. Weakening economic
growth and increasing political risk weighed on stock valuations,
while the interest rate advantage narrowed for Chinese government
bonds. In mid-March, analysts at JPMorgan signaled their caution
toward investments in Chinese companies, describing shares of
Chinese internet companies as “uninvestable.”170 According to in-
dex provider Eurekahedge, between January and July 2022 hedge
funds focused on China, Hong Kong, Macau, and Taiwan reported
$3.6 billion in net outflows—the largest drop in the dataset’s 15-
year history.l7! By contrast, the index showed net inflows of $1.8
billion in 2021 and $8.7 billion in 2020.172 The analysis was not
universal on Wall Street, however, as some major banks, including

*U.S. holdings of Chinese equity and debt securities grew nearly twofold from $387.9 billion
in 2015 to $1.14 trillion at the end of 2020, the latest year for which data are available from
the U.S. Department of the Treasury. U.S. Department of the Treasury, Treasury International
Capital (TIC) System: Securities (C): Annual Cross-Border Portfolio Holdings, December 30, 2021.
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Bank of America and Goldman Sachs, advised clients to “buy the
dip,” assuring U.S. investors that Chinese securities would recover
quickly as soon as COVID-19 containment measures ameliorated.173

U.S. fund managers pursue new opportunities in China’s
private pension market. The Chinese government will pilot a
private pension scheme, enabling foreign investors to enter China’s
state-dominated pension system.* According to an April 21 circular
from China’s State Council, workers participating in China’s basic
pension schemes can join a new private pension scheme.7 174 Draft
rules published by the China Securities Regulatory Commission
(CSRC) in June 2022 state that mutual funds with at least $7.5
million (RMB 50 million) of assets over the preceding four quar-
ters will be eligible to participate in the scheme.l7> The launch of
private pensions comes as slowing population growth strains Chi-
na’s fragmented public pension system, which is largely managed
at the local level rather than operating as a national system.176 A
2019 report from the state-backed Chinese Academy of Social Sci-
ences warned that China’s national urban enterprise employee ba-
sic pension insurance fund, which covers nearly half of individuals
participating in a government-based pension scheme, will become
insolvent by 2035.177 Allowing foreign fund managers to invest in
Chinese pensions enables the Chinese government to utilize foreign
expertise in developing its pension management market and alter-
native savings outlets for Chinese households. This task is assum-
ing increased urgency in 2022 because urban residents keep the
majority of their wealth in China’s slumping property market and
need alternative investments.178 The private pension scheme initia-
tive underscores how the Chinese government permits foreign par-
ticipation in China’s financial markets when it suits the national
interest. Four U.S. firms have received approval to establish wealth
management and/or mutual fund businesses: BlackRock and Gold-
man Sachs for majority-owned wealth management joint ventures
in May 2021; Neuberger Berman Group for a wholly owned mutual
fund business in September 2021; and Fidelity and BlackRock for
wholly owned mutual fund businesses in August 2021 and August
2020, respectively.17® While details on how the scheme will operate
are scant, foreign asset managers are already making moves to par-
ticipate in a market slated to grow from $300 billion currently to at
least $1.7 trillion by 2025.180 U.S. asset manager BlackRock plans to
launch a pilot pension wealth management product in Chengdu and
Guangzhou later this year, while JPMorgan has applied for regula-

*China has a multilayered pension system. The first layer consists of several public pension
schemes, some mandatory, such as the Basic Old Age Insurance and Public Employee Pension,
and some voluntary, such as the Urban Resident Pension and New Rural Resident Pension. These
schemes provide basic social security to all residents when they retire, regardless of whether
they were employed. The second layer consists of employer-sponsored annuity programs, which
employers voluntarily provide as a supplement to the public pension scheme. The third and most
underdeveloped layer is the household savings-based annuity insurance policies, or private per-
sonal pension funds. According to analysts at Chinese brokerage Industrial Securities Co. Ltd.,
these personal pension funds accounted for less than 0.01 percent of China’s total pension funds
in 2020. Zhang Yukun. “Five Things to Know about China’s Private Pension System,” Caixin,
April 21, 2022; Hanming Fang and Jin Feng, “The Chinese Pension System,” in Marlene Amstad,
Guofeng Sun, and Wei Xiong, eds., The Handbook of China’s Financial System, Princeton Univer-
sity Press, 2020, 421-443.

TAccordmg to Chinese state news agency Xinhua, 1.025 billion people were covered by China’s
basic pension scheme as of November 2021. thua “National Basic Pension Insurance Partici-
%atlon1 Amount Grows to 1.025 Billion” (453 A J: % (K 2 A $5410.251¢, \), February 1, 2022.

ranslation.
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tory approval of its 100 percent takeover of China Investment Fund
Management, its onshore fund manager and joint venture partner
with Shanghai International Trust Company.181

China Takes Steps to Comply with U.S. Listing Standards

U.S. and Chinese regulators reached an agreement allowing
the Public Company Accounting Oversight Board (PCAOB)
to inspect auditors of U.S.-listed Chinese firms, which may
resolve a decades-long impasse and potentially prevent the
mass-delisting of Chinese issuers from U.S. exchanges.182 Fol-
lowing the SEC’s implementation of the Holding Foreign Compa-
nies Accountable Act (HFCAA),* on August 26, 2022, the CSRC and
China’s Ministry of Finance signed a Statement of Protocol for U.S.
inspections of auditors based in China and Hong Kong. In Septem-
ber 2022, PCAOB inspectors traveled to Hong Kong and began re-
viewing the audit work done by PricewaterhouseCoopers Hong Kong
and KPMG China for U.S.-listed issuers under the conditions of the
framework deal.l33 PCAOB personnel are reportedly traveling to
Hong Kong instead of the Mainland due to uncertainty over travel
restrictions and adverse quarantine conditions, meaning that U.S.
investigators are relying on Chinese regulators to provide access
to the work papers and personnel of auditors located in mainland
China.i 184 The text of the agreement has not been publicly released
and the Commission has not reviewed the document.§

Despite the agreement, PCAOB investigators may still be
unable to access the material they require to perform their
oversight activities, a gap that would likely lead to more
delistings. According to the Sarbanes-Oxley Act, the PCAOB must
review complete audit papers of publicly traded companies on U.S.

*The HFCAA was signed into law on December 18, 2020. The law requires certain issuers of
securities to establish that they are not owned or controlled by a foreign government. Issuers
must make this certification if the PCAOB is unable to inspect an issuer’s audit work papers. Se-
curities from issuers whose audit work papers cannot be inspected by the PCAOB for three con-
secutive years are then prohibited from being traded on U.S. exchanges. On December 2, 2021, the
SEC adopted amendments to finalize rules to implement strengthened disclosure requlrements
for U.S.-listed Chinese companies as directed in the HFCAA. Those companies whose auditors
cannot be inspected by the PCAOB are then designated “Commission-Identified Issuers” and are
required to disclose the percentage of their shares owned by a government entity, whether a gov-
ernment entity has a controlling financial interest in the company, the name of each CCP official
who is a member of the company’s board of directors, and whether the company’s articles of incor-
poration contain any charter of the CCP. If a company is designated as a Commission-Identified
Issuer for three consecutive years, trading of its securities on U.S. exchanges becomes prohibited.

T For over two years, Chinese COVID-19 restrictions on foreign travel have hampered the abil-
ity of multiple U.S. agencies to carry out on-the-ground inspections and ensure regulatory com-
pliance. The Department of Commerce’s Bureau of Industry and Security has also been unable
to perform its usual inspections of verified Chinese end users of controlled U.S. exports due to
China’s COVID-19 restrictions. As noted above, the FDA is also unable to implement a pilot
program for unannounced foreign inspections of Chinese drug manufacturers. Judith McMeekin,
“Webinar with Dr. Judith McMeekin, Director of the Office of Regulatory Affairs,” Alliance for a
Stronger FDA, April 6, 2022, 21; U.S. Government Accountability Office, Drug Safety: FDA Should
Take Additional Steps to Improve Its Foreign Inspection Program, January 7, 2022; Jeremy Pelter,
oral testimony for U.S.-China Economic and Security Review Commission, Hearing on U.S.-China
Relations in 2021: Emerging Risks, September 8, 2021, 173.

#Neither the PCAOB nor the CSRC have commented on whether the agreement will enable
PCAOB personnel to travel to mainland China in the future. Qianer Liu and Tabby Kinder, “Ali-
baba and Yum China First in Line for Audit Checks by U.S. Regulator,” Financial Times, August
31, 2022; U.S. Embassy & Consulates in China, Fact Sheet—PCAOB Agreement with China on
Audit Inspections and Investigations, August 27, 2022.

§The PCAOB has signed cooperative arrangements with 26 foreign audit regulators to facili-
tate U.S. regulatory inspections, and it has released the text for all but five of these agreements.
It has not published the Statement of Protocols signed with Australia, Canada, China, South
Korea, and Singapore. U.S. Public Company Accounting Oversight Board, PCAOB Cooperative
Arrangements with Non-U.S. Regulators, 2022.
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exchanges.185 The audit agreement does not permit any redactions
within audit papers, although the PCAOB has agreed to confiden-
tiality measures when reviewing sensitive data and personal iden-
tifiable information.186 The CSRC indicated, however, that Chinese
laws and regulations may require it to use “specialized handling
procedures” for sensitive information.187 The framework may per-
mit agencies like China’s Ministry of Finance and the Cyberspace
Administration of China to review information requested before it
is provided to the PCAOB, potentially limiting the completeness of
its inspection.188 In addition, the CSRC’s April 2022 draft revisions
to confidentiality rules governing offshore listings of Chinese com-
panies stipulate that Chinese firms must first submit in writing
an overview of information that they will make available to foreign
audit regulators to the CSRC for approval.182 While these rules are
not yet in effect, they underline the priority the CCP places on con-
trol over the transmission of data collected by Chinese companies.
SEC Chair Gary Gensler stated that the PCAOB will determine
by December 2022 whether China has denied it the level of access
agreed to in the deal, which could lead to delistings of noncompliant
Chinese companies in accordance with the HFCAA.190

Until the PCAOB rules on the compliance of Chinese regu-
lators with the audit deals, Chinese companies that are non-
compliant with the HFCAA face an uncertain future. As of
September 30, 2022, the SEC designated 164 Chinese companies
as Commission-Identified Issuers, including 33 issuers trading over-
the-counter or that have no substantial operations in China.1®® The
131 noncompliant Chinese companies listed on major U.S. exchang-
es had a total market capitalization of $760.2 billion on September
30, 2022.#192 Should the PCAOB determine that it is not granted
full access in accordance with the deal, Chinese companies that re-
main noncompliant with the HFCAA will likely preemptively del-
ist, rather than face forced delisting under the HFCAA. A number
of companies that have been designated as Commission-Identified
Issuers—including Alibaba, the largest Chinese company on U.S.
exchanges by market capitalization—have applied for primary list-
ings{ on the Hong Kong Stock Exchange.1®3 This approach could

*In total, as of September 30, 2022, 262 Chinese firms are listed on major U.S. exchanges,
with a combined market capltahzatlon of $776 billion. U.S.-China Economic and Security Review
Commission, Chinese Companies Listed on Major U.S. Stock Exchanges, September 30, 2022.

T Chinese issuers listed on U.S. stock exchanges can list on the Hong Kong Stock Exchange by
applying for either a secondary listing or a dual-primary listing. In a dual-primary listing, the
Chinese company must comply with all the regulatory requirements of both the U.S. exchange
and the Hong Kong Stock Exchange. The Hong Kong Stock Exchange applies less stringent reg-
ulatory requirements for companies under a secondary listing, but a qualifying U.S. exchange
(the New York Stock Exchange or the Nasdaq) must remain the main trading market for the
issuers’ shares. If the Chinese issuer’s securities are delisted from U.S. exchanges while it holds
secondary-listing status on the Hong Kong Stock Exchange and does not otherwise satisfy the
requirements for a primary listing, it may also be delisted in Hong Kong. Prior to 2022, Alibaba
and other overseas-listed issuers in high-tech sectors that utilize certain dual-class share struc-
tures and/or variable interest entities were not eligible for primary listings on the HKEX, but
they could apply for secondary listings. The HKEX revised the rules for overseas issuers seeking
to apply for dual listings to permit these ownership structures, and the amendments took effect
on January 1, 2022. Kelsey Cheng, “Why U.S.-Traded Chinese Firms Are Choosing Dual Primary
Listings in Hong Kong,” Caixin Global, September 6, 2022; Hong Kong Stock Exchange, “Change
of Listing Status from Secondary Listing to Dual-Primary or Primary Listing on the Main Board,”
HKEX GL 112-22, January 2022, 18; Skadden, Arps, Slate, Meagher & Flom LLP, “HKEx Final-
izes New Rules on Listings for Overseas Issuers,” December 14, 2021; Gordon Tsang and Rain
Huang, “Homecoming Listings of China Concept Stocks on the HKEX: The Three Pathways,”
Hong Kong Lawyer, August 2020.
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create a pathway for investors to convert American Depository Re-
ceipts (ADRs) of delisted Chinese issuers into shares of their Hong
Kong listings.* 194

Chinese companies that control data and information deemed
sensitive by the CCP may be compelled to delist by China’s gov-
ernment in spite of the audit deal. On August 12, 2022, five Chi-
nese SOEs{ announced their plans to delist their ADRs from the New
York Stock Exchange.195 Although the SOEs cited the low turnover in
the United States and “high administrative burden and costs” as the
reasons for delisting, the coordination of the delistings on the same day
suggests that China’s Ministry of Finance directed these companies to
do so, likely due to the possibility of an audit deal and the sensitivity
of information they oversee.196 More Chinese companies that control
information and data the CCP deems sensitive may be compelled to
delist to shield their financial documents from U.S. regulators.197 Be-
cause the PCAOB is tasked with retrospectively investigating fraud by
U.S. issuers, investigations could require Chinese regulators to provide
access to the auditors and work papers for Chinese issuers even if they
have voluntarily delisted from U.S. exchanges.198

Foreign Direct Investment

U.S. direct investment into China stalls as multinational
companies face an uncertain business environment in China.
According to preliminary data compiled by Rhodium Group, U.S. for-
eign direct investment (FDI) transactions in China fell to their low-
est level since 2004, with U.S. companies investing $8.5 billion into
new projects, expansions, and acquisitions in China.19° The value of
U.S. FDI flows into China in 2021 remained below the 2020 total of
$8.7 billion, when the COVID-19 pandemic caused a sharp decline
in investment activity (see Table 1).200 The multiyear slowdown in
FDI underlines a reevaluation of China as an investment priority
for U.S. multinational businesses.

Table 1: Value of U.S. FDI in China (2019-2021)

Year U.S. FDI transactions in China Year-on-year change
2019 $13.1 billion 4.8 percent
2020 $8.7 billion -35.1 percent
2021 $8.5 billion -2.3 percent

Note: FDI data compiled by Rhodium Group includes completed transactions of over $1 million
and encompasses acquisitions and greenfield investment with over 10 percent ownership stakes
and the expansion of existing FDI operations. Thilo Hanemann et al., “Two-Way Street: 2021
Update U.S.-China Investment Trends,” Rhodium Group, May 2021, 36.

Source: Various.201

*ADRs are certificates issued by U.S. banks that trade in the United States but represent
shares of a foreign stock. Most foreign issuers prefer ADRs because they are easier to transfer
and manage than foreign shares directly listed on U.S. exchanges. U.S. Securities and Exchange
Commission, Investor Bulletin: American Depository Receipts, August 2012.

TThe five Chinese SOEs are China Petroleum and Chemical Corporation (Sinopec), China Life
Insurance, Aluminum Corporation of China (Chalco), PetroChina, and Shanghai Sinopec Petro-
chemical Company. Another SOE, Huaneng Power International, delisted on July 7, 2022; These
SOEs remain listed on the Shanghai Stock Exchange. Reuters, “Five Chinese State-Owned Com-
panies, under Scrutmy in U.S., Will Delist from NYSE,” August 12, 2022; Huaneng Power Inter-
national Inc., “Announcement of Intention to Delist American Dep0s1tary Shares from the New
York Stock Exchange and Intention to Deregister and Terminate Reporting Obligations under the
U.S. Securities Exchange Act,” June 21, 2022.
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U.S. firms indicate plans to moderate their operations in
the Chinese market as Beijing’s stringent pandemic control
measures upset the operating environment. In testimony be-
fore the Commission, Harvard Business School professor Willy Shih
observed that the Chinese government’s Zero-COVID policy has in-
jected a “major degree of uncertainty” into the business environ-
ment and cooled multinational firms’ commitment to operating in
China.202 Business survey data bear out Dr. Shih’s observation. Ac-
cording to a “flash survey” conducted by business chamber American
Chamber of Commerce (AmCham) in China from April 29 to May
5, at the height of an extensive lockdown in Shanghai, half of the
121 responding U.S. companies said they already plan to delay or
decrease investment in China as a result of the Chinese govern-
ment’s pandemic control measures.203 Just over half of respondents
indicated they would continue to pare back investment if pandemic
controls persisted into 2023.204 In its separate 2022 Business Cli-
mate Survey, an annual review of the operating environment fac-
ing U.S. firms in China, AmCham China member firms underscored
their increased concern with sporadic pandemic controls: “inconsis-
tent/unclear laws and/or regulations and enforcement” became U.S.
firms’ second-biggest challenge in 2022, up from the third spot in
2021 (see Table 2).205 U.S. firms are not alone in reconsidering their
exposure to the Chinese market. According to an EU Chamber of
Commerce in China survey conducted at the end of April, nearly one
in four European firms operating in China are considering shifting
production out of the country.206

Table 2: Top Five Challenges Facing U.S. Businesses in China, AmCham
China 2022 Business Climate Survey Report

2022 Business Climate 2022 Business Climate | 2021 Business Climate
Survey Rank Survey Challenge Survey Rank

1 Rising tensions in U.S.-Chi- 1
na relations

Inconsistent/unclear laws

2 and/or regulations and 3
enforcement

3 Rising labor costs 2

4 Regulatory compliance risks 6

5 Concerns about data 5
security

Source: AmCham China, “2022 American Business in China White Paper,” May 2022, 8. https://
www.amchamchina.org/wp-content/uploads/2022/05/WP2022-Final.pdf.

China’s politicized regulatory environment is forcing some
U.S. businesses to terminate their operations in China. Ac-
cording to the AmCham China survey, an increasing number of
firms cited “regulatory compliance risks” as a top challenge.207 In
July 2022, the multinational automotive corporation Stellantis an-
nounced it would terminate its joint venture with Guangzhou Au-
tomobile Group that produces and distributes Jeep vehicles for the


https://www.amchamchina.org/wp-content/uploads/2022/05/WP2022-Final.pdf
https://www.amchamchina.org/wp-content/uploads/2022/05/WP2022-Final.pdf
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Chinese market.*208 Stellantis CEO Carlos Tavares stated that the
decision was made due to the “growing political interference in the
way we do business as a western company in China.”209 U.S.-run
web service providers, including Airbnb, Amazon’s Kindle, and Ya-
hoo!, have also stopped operating in China since 2021, when China
began implementing new cybersecurity laws that increase govern-
ment control over data transfers and companies’ use and collection
of data.219 An increasing number of U.S. manufacturers are pur-
suing “China + 1” strategies to move portions of their manufactur-
ing processes outside of China.211 (For more on China’s position in
multinational firms’ supply chains, see Chapter 2, Section 4, “U.S.
Supply Chain Vulnerabilities and Resilience.”)

China’s External Economic Relations and
Diplomacy

China’s economic outreach to other countries continued
to slow in 2022. Although this slowdown has occurred with both
developing and developed countries, the nature of the slowdown
differs. China has continued to slow its lending to many develop-
ing countries, even as it attempts to extend its economic influence
among these countries through efforts such as the newly announced
Global Development Initiative. Meanwhile, China’s economic rela-
tions with advanced economies have continued to experience set-
backs. Developed countries have shown increasing awareness of the
risks of economic overreliance on China and increasing willingness
to push back against the Chinese government’s use of economic co-
ercion, particularly its punishment of Lithuania for allowing Taiwan
to set up a de facto embassy in Vilnius. Russia’s unprovoked inva-
sion of Ukraine has also affected China’s external economic policies,
as Beijing has sought to avoid running afoul of economic sanctions
on Russia while simultaneously searching for ways to lessen its own
vulnerability to financial sanctions and other economic policy re-
sponses from the United States and its partners.

Lending to Developing Countries Slows, but Debt Problems
Persist

Beijing’s lending to developing countries has slowed down
sharply compared with pre-pandemic levels. While the Chinese
government does not publish official data on China’s overseas lend-
ing, research by outside experts has shown a considerable slowdown
in different regions. According to the Inter-American Dialogue’s Chi-
na-Latin America Finance Database, in both 2020 and 2021 Chinese
policy banks did not provide any lending to countries in Latin Amer-
ica and the Caribbean, down from $1.9 billion in 2019.212 Similarly,

*Earlier in 2022, Stellantis announced intentions to increase its stake in the joint venture
from 50 to 75 percent following China’s government’s removal of a cap on foreign ownership in
passenger vehicle joint venture at the start of 2022. In February 2022, BMW also paid $4.2 billion
to increase its 50 percent stake with troubled Brilliance China Automotive Holdings Ltd. to 75
percent. In a September 2, 2022, regulatory filing, Hong Kong-listed Brilliance revealed its state-
owned parent Huacheng Automotive Group Holdings Co. Ltd conducted illegal transfers and
guarantees amounting to $7.7 bllhon (RMB 52 billion) from Brilliance and its sub51d1ar1es with-
out approval from the companys board of directors or notification of the company’s shareholders.
An Min and Guo Yingzhe, “$1.2 Billion Sucked Out of BMW’s Chinese Partner through ‘Ghost’
Transactions,” Caixin Global, September 6, 2022. Peter Campbell, “Boss of Carmaker Stellantis
Warns of Growing China Interference in Business,” Financial Times, July 29, 2022.
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the Boston University Global Development Center’s Chinese Loans
to Africa Database recorded $1.9 billion in loans to Africa in 2020,
down from $8.2 billion in 2019.213 While comprehensive data for
2022 are not yet available, comments from developing countries sug-
gest China’s lending has continued to slow down. In February 2022,
Rotimi Amaeichi, the transport minister of Nigeria, said the Nigeri-
an government was seeking money from European lenders because
“the Chinese are no longer funding.”214

Even as China’s new lending has slowed down, obligations
under existing loans have placed a strain on developing
countries’ finances. This effect has been exacerbated by the ex-
piration of COVID-related debt relief. According to the World Bank,
of the $35 billion in debt service payments due from the world’s
74 lowest-income countries in 2022 to bilateral and private sector
lenders, $13.1 billion is due to Chinese lenders, with bilateral debt
to all other countries accounting for $8.6 billion.* In August 2022,
the Kenyan government disclosed that its debt service payments
to Chinese lenders for the fiscal year from July 2021 to June 2022
totaled $641.2 million (73.5 billion Kenyan shillings), an increase
of 135.1 percent from the previous fiscal year.|215 The Chinese gov-
ernment’s historical unwillingness to significantly renegotiate debt
terms with borrowing countries has also led to delays in debt re-
lief from international financial institutions, which often require
recipient countries to restructure debt owed to other creditors. For
example, in April 2021 Suriname reached a deal with the IMF to
receive a $690 million loan in exchange for debt restructuring and
economic reforms.216 Disbursements from the loan were delayed un-
til late 2021, reportedly due in part to China Exim Bank’s refusal to
renegotiate approximately $1 billion in debt owed to it by Surina-
me.£217 The Chinese government’s reluctance to renegotiate its debt
has also contributed to Sri Lanka’s ongoing economic and political
crisis. (For more on Sri Lanka’s debt crisis, see “Chinese Lending to
Sri Lanka Exacerbates Ongoing Financial Crisis” in Chapter 3, Sec-
tion 3, “China’s Activities and Influence in South and Central Asia.”)
In August 2022, Chinese Foreign Minister Wang Yi announced the
Chinese government would cancel the debt of 23 interest-free loans
to 17 African countries that had matured by the end of 2021, with-
out specifying the countries or the amount of the loans.218 According

*A further $13.4 billion is due to private sector lenders. Shabtai Gold, “China Is Owed 36% of
Poor Countries’ Debt Payments in 2022: World Bank,” Devex, January 19, 2022.

TPayments to China accounted for 72 percent of the Kenyan government’s $842 million (102.1
billion Kenyan shillings) in bilateral debt service payments from July 2021 to June 2022. The
Kenyan government’s debt service to multilateral lenders over the same period amounted to $42
million (51 billion Kenyan shillings), while debt service to commercial lenders totaled $1.3 billion
(152.3 billion Kenyan shillings). As of August 2022, Kenya’s total external public and publicly
guaranteed debt stands at $36.4 billion, of which $6.8 billion is bilateral debt to China. Unless
noted otherwise, this section uses the following exchange rate throughout: $1 = 114.6 Kenyan
shillings. Kenya’s National Treasury, Quarterly Economic and Budgetary Review, August 2022,
25-27; Kenya’s National Treasury, Quarterly Economic and Budgetary Review, May 2022, 25-27.

#The IMF began disbursements in December 2021, despite the fact that Suriname had not
reached an agreement with China or India. In general, the IMF does not allow disbursements
to be made to a country that remains in arrears to its creditors, though such lending is allowed
in limited circumstances. In September 2022, Gerry Rice, the director of the communications
department for the IMF, cited negotiations with China and India as part of the work that needed
to be done in order to get the IMF’s Suriname program “back on track.” International Monetary
Fund, “Transcript of IMF Press Briefing,” September 15, 2022. International Monetary Fund,
“Suriname: Request for an Extended Arrangement under the Extended Fund Facility-Press Re-
lease,” December 23, 2021.
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to a range of estimates by Boston University’s Global Development
Policy Center, the value of the loans could not have exceeded $609.6
million and was likely close to $200 million.21® The Global Devel-
opment Policy Center noted that interest-free loans such as these
account for only 1 percent of China’s loan commitments to Africa
between 2000 and 2020.220

In 2022, the Chinese government cochaired the creditor
committee as part of the G20’s efforts to restructure Zambia’s
debt, signaling a greater willingness to participate in multi-
lateral debt relief efforts. Zambia, the first country to default in
the wake of the COVID-19 pandemic, had a debt burden of approxi-
mately $32 billion at the end of 2021, of which $17 billion was owed
to external creditors.221 Debt to China accounted for approximately
one-third of this external debt, according to Zambian government
data.222 In May 2022, Zambia’s president announced that France
and China agreed to cochair a creditors’ committee to renegotiate
the country’s external debt, with the first meeting occurring in June
2022.223 According to a French official, debt relief for Zambia was
delayed due to China’s relative inexperience in coordinating the pro-
cess as well as disagreement between Chinese agencies: while the
PBOC was reportedly prepared to move ahead, China’s Ministry of
Finance was wary of “setting a costly precedent” for other countries
by accepting significant losses on its Zambian debt.224 In July, Zam-
bia’s creditors’ panel released a statement pledging to renegotiate
the country’s debt, paving the way for a $1.4-billion IMF bailout
package that had been agreed to in December 2021, conditional on
Zambia’s ability to reduce debt to sustainable levels.225 Shortly be-
fore reaching this agreement with the creditors’ panel, the Zambian
government announced the cancelation of $2 billion in undisbursed
loans from external creditors, including $1.6 billion in loans from
Chinese creditors.226

Outreach Efforts to Developing Countries Encounter Mixed
Success

While China’s lending activity has slowed down, the Chi-
nese government has nevertheless continued to promote it-
self as a key development and economic partner. At a speech
before the UN General Assembly in September 2021, General Sec-
retary Xi proposed a “Global Development Initiative” whose aims
included “foster[ing] global development partnerships that are more
equal and balanced, forg[ing] greater synergy among multilateral
development cooperation processes, and speed[ing] up the imple-
mentation of the UN 2030 Agenda for Sustainable Development.”*
Chinese state media have likened the Global Development Initiative
to the Global Security Initiative proposed by Xi in April 2022. (For
more on the Global Security Initiative, see Chapter 3, Section 1, “Year
in Review: Security and Foreign Affairs.”) Specifics of the Global
Development Initiative remain unclear. According to Yu Jie, senior

*The UN 2030 Agenda for Sustainable Development is a resolution adopted by all UN mem-
bers in 2015. The resolution contains 17 “sustainable development goals,” including ending pov-
erty in all forms, achieving gender equality, ensuring sustainable consumption and production
patterns, and ensuring access to affordable, reliable, sustainable, and modern energy for all.
United Nations General Assembly, Transformlng Our World: The 2030 Agenda for Sustainable
Development,” October 21, 2015.
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research fellow on China at Chatham House, Beijing likely hopes to
use the initiative to supplement, though not replace, its signature
Belt and Road Initiative. In particular, according to Dr. Yu, the Glob-
al Development Initiative could focus on digital infrastructure and
co-financing projects with international financial institutions while
acting as a means for Beijing to influence development assistance to
the “Global South.”227 In January 2022, China’s mission to the UN
launched the Group of Friends of the Global Development Initiative,
a platform within the UN, to implement the initiative.228 The Chi-
nese government’s promotion of the Global Development Initiative
has led to concerns it could be used as part of Beijing’s ongoing
efforts to undermine widely accepted development norms that em-
phasize human rights as well as economic progress.22°

Reaction among developing countries to the Chinese gov-
ernment’s most recent outreach efforts has been mixed. Chi-
nese state media and officials have cited international support for
the Global Development Initiative. According to Foreign Minister
Wang, “More than 100 countries have expressed their support for
the [Global Development Initiative], and more than 50 countries
have joined the Group of Friends of the Global Development Ini-
tiative.”230 Despite these claims of widespread support, several oth-
er notable efforts by the Chinese government to further economic
integration with certain countries have met with less enthusiastic
responses from other countries:

e In June 2022, leaders of ten Pacific island countries rejected
China’s draft “Common Development Vision,” a proposal that
called for cooperation across a range of political, strategic, and
economic issues. The document included a proposal for a region-
al free trade area and encouraged the China-led Asian Infra-
structure Investment Bank to engage more in the region.231 In
rejecting the proposal, Pacific island leaders voiced concern that
agreeing to the deal could spark a larger confrontation between
China and other countries active in the Pacific.232 Despite their
rejection of the proposed deal, however, some Pacific island coun-
tries continue to pursue economic deals with China. In August
2022, the Solomon Islands signed a deal to borrow approximate-
ly $67 million (RMB 448.9 million) from China Exim Bank to
fund the construction of 161 mobile phone towers built by Chi-
nese telecommunications giant Huawei.233 The deal marks the
first time the Solomon Islands government has borrowed money
from a major Chinese lending institution and has added to con-
cerns about debt in Pacific island countries. According to World
Bank and IMF figures, seven Pacific island countries—Kiribati,
the Marshall Islands, Micronesia, Papua New Guinea, Samoa,
Tonga, and Tuvalu—are at high risk for overall and external
debt distress. Additionally, the Solomon Islands and Vanuatu
are at moderate risk for overall and external debt distress.234
In some of these countries, a significant portion of this debt is
owed to China.*235

*For instance, Tonga’s external debt accounts for more than 35 percent of its GDP, and two-
thirds of this debt is owed to China Exim Bank. In his testimony before the Commission, Derek
Grossman, senior defense analyst at the RAND Corporation, said that highly indebted Pacific
island countries could “make some trade-offs with China in the future to sustain the level of
engagement they have with the Chinese.” Derek Grossman, oral testimony for the U.S.- China
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e At the BRICS* summit in June 2022, China’s Vice Minister of
Commerce Wang Shouwen proposed a free trade bloc among the
five BRICS countries.236 The summit’s final communique did
not include any mention of the free trade proposal, however.237
India’s government has been particularly reluctant to join any
trade agreements with China, and since 2020 it has been tak-
ing increasing steps to restrict the extent of its economic ties
to China. (For more, see “India Attempts to Reduce Economic
Reliance on China” in Chapter 3, Section 3, “China’s Activities
and Influence in South and Central Asia.”)

China Encounters Continued Pushback from Developed
Countries

In 2022, the Chinese government’s growing use of econom-
ic coercion saw continued pushback from other countries.
Over the past several years, Beijing has shown increasing willing-
ness to use economic measures to punish countries that do not ad-
here to the Chinese government’s preferred policies. One of the most
notable instances of this economic coercion occurred with Lithuania,
whose government announced in July 2021 that it would allow Tai-
wan to set up a representative office in Vilnius to serve as its de
facto embassy.7 Beijing retaliated by downgrading diplomatic ties
with the country and placing restrictions on Lithuanian products,
with Lithuanian exports to China falling by 91 percent year-on-year
in December 2021.238 In response, a number of countries and orga-
nizations took measures to both support Lithuania’s economy and
safeguard against further instances of Chinese economic coercion:

¢ In November 2021, the U.S. Export-Import Bank also signed a
memorandum of understanding with Lithuania pledging $600
million in export credits with a focus on manufacturing, renew-
able energy, and business services.239

e In December 2021, the European Commission published a pro-
posal for an anti-coercion instrument, with potential tools in-
cluding the suspension of tariff concessions, restrictions on FDI,
and broader export controls.240 (For more, see Chapter 2, Sec-
tion 2, “Challenging China’s Trade Practices.”)

e In January 2022, the Taiwan government announced a $200
million fund to invest in Lithuania as well as a $1 billion fund
for joint projects between Lithuanian and Taiwan companies.241

Economic and Security Review Commission, Hearing on Challenges from Chinese Policy in 2022:
Zero-COVID, Ukraine, and Pacific Diplomacy, August 3, 2022; Taina Kami Enoka, “China Insists
Tonga Loans Come with ‘No Political Strings Attached,” Guardian, June 28, 2022.

*BRICS refers to five major developing economies: Brazil, Russia, India, China, and South
Africa. The countries have held annual summits since 2009 (with South Africa joining in 2010).

fTaiwan maintains “representative offices” that function as de facto embassies in over 20 other
European countries and more than 50 countries globally. These are generally called “Taipei repre-
sentative offices,” using a naming convention similar to other subnational representative offices,
like consulates, which typically use the name of the city they are located in. Following this con-
vention is viewed as a way to avoid direct challenge to China’s unresolved claim that Taiwan is
part of its sovereign territory and still allow Taiwan its own representation. By contrast, Taiwan’s
office in Lithuania will be called a “Taiwan representative office,” implying the senior official
is the “Taiwan Representative to Lithuania” and the counterpart Lithuanian in Taipei is the
“Lithuanian Representative to Taiwan.” These titles are more akin to those used by ambassadors
than consuls. Reid Standish, “Beijing’s Spat with Lithuania Sets the Stage for Shaky New Era of
Europe-China Ties,” Radio Free Europe Radio Liberty, August 17, 2021.
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e Also in January 2022, the EU filed a suit against China at the
WTO alleging that its treatment of Lithuanian goods violated
China’s obligations under international trade agreements.242 As
of August 2022, there are no updates on the status of the WTO
suit.

Policymakers from developed countries have also dis-
cussed the need to diversify supply chains away from China.
In May 2022, for instance, South Korean President Yoon Suk-Yeol
said South Korea needed to reduce the country’s economic depen-
dence on China by diversifying imports and forming supply chain al-
liances.243 Policymakers in some advanced economies have already
begun to enact new provisions that would strengthen governmental
oversight over supply chains. For example, in May 2022 Japan’s gov-
ernment passed an economic security law that, among other provi-
sions, requires policymakers to draw up resiliency plans for certain
strategic resources.24* Shortly before the passage of the law, a Jap-
anese government trade analysis found that Chinese goods had a
greater than 50 percent share in 1,133 categories of Japanese im-
ports, accounting for 23 percent of Japan’s imports in 2019—a level
of reliance on China nearly twice as high as that of the United
States using the same measurement.245 (For more on efforts to re-
duce supply chain dependence on China, see Chapter 2, Section 4,
“U.S. Supply Chain Vulnerabilities and Resilience.”)

Russia’s Unprovoked Invasion of Ukraine: Economic Lessons
for China

China is attempting to walk a narrow middle path in its
economic relations with Russia that supports the bilateral
partnership without running afoul of wide-reaching sanc-
tions regimes. Chinese officials continue to promote a narrative
that blames the United States and NATO for Russia’s unprovoked
invasion of Ukraine, and China’s Ministry of Commerce urged Chi-
nese companies “not to submit to external coercion and make im-
proper external statements.” (For more on China’s attempts to dis-
credit the United States and NATO, see Chapter 3, Section 1, “Year
in Review: Security and Foreign Affairs.”) Several major Chinese
technology firms have quietly backed out of the Russian market due
to sanctions and export controls, including smartphone maker Xiao-
mi and personal computer manufacturer Lenovo.*246 Drone maker
DJI also withdrew after reports that its drones had been used in the
military conflict in Ukraine, issuing a rare public statement as it
halted Russian sales.247 According to the U.S. Department of Com-
merce, by March Chinese laptop and telecommunications equipment
exports to Russia declined by 40 percent and 98 percent month-on-
month, respectively.248 Despite the precipitous decline in Chinese
consumer technology exports to Russia, some Chinese technology
services, such as ridesharing app Didi, are still also operating in
Russia to maintain a show of support.249

*Xiaomi uses semiconductors from U.S. chip designer Qualcomm and U.S. chipmakers Qorvo
and Skyworks Solutions, while Lenovo relies on Advanced Micro Devices and Intel’s processors
for its personal computing products. Both firms’ businesses would be devastated if they were cut
off from U.S. technology for selling to Russia. Debby Wu and Jenny Leonard, “U.S. Expects Chi-
nese Tech Firms to Help Choke Off Russia Supply,” Bloomberg, February 28, 2022.
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China continues to trade with Russia, becoming its pre-
dominant trading partner and primary customer for now-dis-
counted commodities like agricultural products and energy.
As other markets for Russian exports dry up amid broad-based
sanctions on the Russian economy, China continues to provide Mos-
cow with an economic lifeline by increasing its purchases of Russian
energy and agricultural goods. With the market price of Russian ex-
ports declining, China has managed to purchase commodities from
Russia at a discount and using RMB.250 Despite a brief decline fol-
lowing Russia’s invasion of Ukraine, Chinese imports of Russian
goods resumed by March 2022, and by August 2022 had increased
51.3 percent year-to-date compared to the same period in 2021, ac-
cording to China’s General Administration of Customs.251

The Department of Commerce says it does not believe
China is systematically supporting Russia’s war effort, yet
Chinese companies continue to export items to Russia that
could assist its war effort. On June 28, the Department of Com-
merce added five Chinese companies to the Entity List for supply-
ing controlled technologies to Russia’s military.* The Department of
Commerce also announced it had evidence that two Chinese compa-
nies already on the Entity List—both of which are subsidiaries of
major Chinese defense Chinese Electronic Technology Group Cor-
poration (CETC)—continued to supply technologies subject to ex-
port controls to the Russian military.252 Overall Chinese exports to
Russia had declined 17.4 percent year-on-year during Q2 2022, but
Chinese exports of potentially dual-use items and materials to Rus-
sia have increased.253 Year-to-date exports of microchips to Russia
more than doubled by May, while other electronic components like
printed circuits also demonstrated double-digit growth.25¢ Chinese
exports of other materials vital to Russian military production have
also increased. After Australia halted aluminum oxide exports to
Russia in March, citing its use in weapons development, Chinese
aluminum oxide exports to Russia surged, reaching 153,000 metric
tons in May 2022 versus 227 metric tons in May 2021.255

China sees the coordinated response to Russia’s invasion
as an example of what could happen if it intensified aggres-
sion against Taiwan. Indicating that Chinese leaders may believe
they could one day be the target of coordinated economic reprisals,
the Chinese government ordered a “stress test” to study the impact
of similar sanctions on the Chinese economy. According to reporting
from the Financial Times, in April 2022 Chinese regulators from the
PBOC, CSRC, and Ministry of Finance met with top domestic and

*In response to Russia’s unprovoked invasion of Ukraine, the United States in coordination
with its allies and partners added significant controls on the export and reexport to, and transfer
within, Russia and Belarus of a multitude of previously uncontrolled items produced both in the
United States and abroad. The Department of Commerce also added 322 entities to its Entity
List for supporting the Russian military. The Department of Commerce’s Bureau of Industry
and Security implements and enforces export controls on the export, reexport, and in-country
transfer of some less sensitive military items, commercial items that have both commercial and
military or proliferation applications, and purely commercial items without an obvious military
use. Exporters must apply for a license for goods depending on their technical characteristics,
destination, end user, and end use. For more on export control reform, see Emma Rafaelof, “Un-
finished Business: Export Control and Foreign Investment Reforms,” U.S.-China Economic and
Security Review Commission, June 1, 2021. Akin Gump, “U.S. Government Imposes Expansive,
Novel and Plurilateral Export Controls against Russia and Belarus,” March 8, 2022. U.S. Bureau
of Industry and Security, Export Controls Basics, 2020. U.S. Department of Commerce, Commerce
Adds 71 Entities to Entity List in Latest Response to Russia’s Invasion of Ukraine, June 2, 2022.
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foreign banks to assess exposure of Chinese overseas assets to U.S.-
led sanctions.25¢ Using the Organization for Economic Cooperation
and Development’s Trade in Value Added (TiVA) database, Nikkei
estimated that if the United States, EU, and Japan were to levy
sanctions on China following an invasion of Taiwan, China would
lose approximately $1.34 trillion in export revenues while sanction-
ing countries would lose $1.27 trillion.257 The report further noted
that China would likely face a food crisis in such a scenario, as China
relies upon the United States for 30 percent of its soybean imports,
a key feedstock for Chinese pig farms.258 With a globalized economy
that is still heavily dollar dependent, China is highly susceptible to
foreign sanctions. At the same time, the breadth and depth of U.S.
and U.S. allies and partners’ sanctions on Russia would be far more
difficult to achieve on China without significant disruption to many
key supply chain networks due to the size and global integration of
the Chinese economy. Despite the difficulty some may see in taking
similar actions against China, these April impact studies suggest
Beijing sees the potential exposure to sanctions and export controls
as real. This perception is driving China even further to consider
workarounds to the U.S.-led financial system and dependencies on
foreign imports, including through promotion of RMB settlement
in cross-border e-commerce and domestic innovation of genetically
modified crops.259

China Attempts to Mitigate Its Exposure to Financial
Chokepoints

China’s imports are subject to two chokepoints in the in-
ternational financial system: (1) the interbank communication
system used by the vast majority of banks globally to process trans-
actions, known as SWIFT; and (2) the U.S. dollar clearing system
known as the U.S. Clearing House Interbank Payments System, or
CHIPS.260 The United States can target Chinese transactions via
either or both.

o SWIFT: SWIFT is a secure electronic messaging service used
to coordinate payments between banks. It is a Belgium-based
cooperative society collectively owned by its more than 11,000
member institutions.*261 In part because of SWIFT’s speed and
security, it has become a dominant mechanism in international
trade, processing 38 million messages per day and coordinating
the transfer of trillions of dollars per year by 2020.262 Removal
from SWIFT is a significant impediment for banks coordinating
major cross-border transactions, but less efficient workarounds
such as encrypted telegrams and email may enable banks to
continue conducting trade even after removal from SWIFT.{263

*SWIFT is collectively supervised by the European Central Bank and G-10 central banks (Bel-
gium, Canada, France, Germany, Italy, Japan, Netherlands, UK, United States, Switzerland, and
Sweden), and use of SWIFT in international sanctions requires political agreement across the
overseeing countries. The Belgium Central Bank is the primary supervisor, while a board of direc-
tors exercises governance and oversight functions. The board of directors is composed of 25 inde-
pendent directors whose nationality is determined by SWIFT’s shareholder composition. SWIFT,
“SWIFT and Sanctions.” Henry Farrell and Abraham L. Newman, “Weaponized Interdependence:
How Global Economic Networks Shape State Coercion,” International Security 44:1 (2019): 42-79,
66—-67. SWIFT, “SWIFT’s Organization and Governance,” 2022.

TRemoval from SWIFT is not equivalent to being sanctioned. As a Belgium-based company,
however, SWIFT must comply with EU and Belgian sanctions law.
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Workarounds to using SWIFT would almost certainly be less
efficient and secure, potentially leading to a fall in transaction
volumes and increases in costs for each transaction.264

e CHIPS: CHIPS is a private sector system that facilitates
large transactions denominated in dollars. For example,
the vast majority of international oil sales are denom-
inated in U.S. dollars regardless of the resources’ origin
or destination and are therefore subject to U.S. govern-
ment intervention. Most international transactions are ul-
timately cleared in dollars by U.S. correspondent banks;
even for transactions between two non-U.S. banks, foreign
banks must comply with U.S. sanctions requests in order
to access CHIPS.*265 If Chinese customers or banks were
blocked from the system, they would face significant chal-
lenges purchasing bulk dollar-denominated commodities
like o0il.266

China’s government has thus far been largely unsuccessful
in bypassing U.S. influence over the financial chokepoints
of global trade. While China’s central bank has launched the
Cross-Border Interbank Payment System (CIPS){ as an alternative
for financial messaging and interbank payments, its network of par-
ticipating institutions remains too limited for CIPS to be a tool to
circumvent SWIFT altogether. According to the CIPS website, only
1,322 financial institutions participate in the network, with 545 of
the institutions residing in China.267 In comparison, over 11,000
institutions participate in SWIFT.268 CIPS continues to face signif-
icant challenges as a potential replacement for SWIFT given the
dollar’s dominance as a global currency and because financial insti-
tutions currently using SWIFT have little incentive to participate in
an alternative system.269

China Is Dependent on the U.S. Dollar for Energy Trade

China has no functional alternative to the U.S. financial
clearing system to process transactions denominated in U.S.
dollars. While China’s government has attempted to denom-
inate oil transactions in currency other than dollars, oil pro-
ducers will likely resist de-dollarizing transactions given the
historical abundance and reliability of the dollar.270 Further,
China cannot fully secure its oil trade against foreign sanctions
unless its oil exporters agree to conduct transactions denomi-
nated in RMB. Denominating energy transactions in euros, as

*Banks using FedWire or the Automated Clearing House (specifically the International ACH
transactions, or IAT) to access the U.S. financial system must also comply with U.S. Office of For-
eign Assets Control sanctions screening protocols. U.S. Office of the Comptroller of the Currency,
Payment Systems, Comptroller’s Handbook, October 2021, 8-12, 25. Karen Young, “How the US
Uses the Dollar Payments System to Impose Sanctions on a Global Scale,” South China Morning
Post, August 25, 2020. Economist, “America’s Aggressive Use of Sanctions Endangers the Dollar’s
Reign,” January 18, 2020.

TCIPS is not a dedicated financial messaging service and currently partners with SWIFT for
messaging. While serving as the founding director of the Brookings Institution’s China Strategy
Center, Rush Doshi noted, however, that “China is clearly investing in the ability for CIPS to act
as a messaging system, allowing Beijing to bypass SWIFT entirely for interbank communica-
tions.” He assessed that CIPS would not challenge SWIFT until it becomes better established. Mr.
Doshi is currently director for China at the National Security Council. Rush Doshi, “China’s Ten-
Year Struggle against U.S. Financial Power,” National Bureau of Asian Research, January 6, 2020.
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China Is Dependent on the U.S. Dollar for Energy
Trade—Continued

China and Russia agreed to do in a February 2022 30-year
gas deal, continues to expose Chinese purchasers to European
sanctions that deny Chinese banks access to the requisite eu-
ro-clearing system.27! To date, the United States has not im-
posed sanctions on Chinese energy importers, though it has
imposed secondary sanctions on China and Hong Kong-based
entities for conducting energy trade with sanctioned countries,
including sanction on four Hong-Kong based entities for fa-
cilitating oil purchases from Iran in August 2022.%#272 If the
United States were to impose broad-based financial sanctions
on Chinese entities akin to embargoes on North Korea and
Iran, China would find it difficult to pay for energy imports.
China’s vulnerability to these financial chokepoints was made
clear in February 2022 after Russia’s unprovoked invasion of
Ukraine, when Chinese oil importers announced a pause to
new seaborne purchases of Russian crude oil following Euro-
pean banks’ restrictions of commodity-trade finance and letters
of credit against cargo originating in Russia.2?3

Whether the U.S. dollar retains its dominance in global oil sales,
however, is currently being tested. In March 2022, the Wall Street
Journal reported the governments of Saudi Arabia and China
were actively discussing denominating some of their oil trans-
actions in RMB.27¢ While Saudi Arabia has denominated its oil
sales exclusively in dollars since 1974, it has previously threat-
ened to accept other currencies as a means of political leverage
against the United States.t275 In prior years, China’s government
has repeatedly sought to buy Saudi oil using RMB.276 While these
efforts have not been successful, in 2022 Saudi Arabia’s govern-
ment signaled that it would consider denominating some oil sales
in RMB, though as of July it has not taken any steps to do so. The
Saudi Arabian riyal is pegged to the U.S. dollar, and contracting
oil sales in the less stable, tightly controlled RMB could under-
mine the Saudi government’s fiscal outlook.%277

Still, China’s government would face potentially prohibi-
tive barriers to denominating its oil transactions with for-
eign firms in RMB. The RMB is currently uncompetitive as a
global currency when compared to the dollar.27® Because the RMB

*As of September 27, 2022, the United States had imposed sanctions on 275 China and Hong
Kong-based organizations under various sanctions programs. U.S. Department of Treasury Office
of Foreign Asset Control, Sanctions List Search.

FIn April 2019, Saudi Arabia threatened to sell its oil in non-U.S. dollar currencies in response
to a bill being considered by Congress that would expose members of the Organization of Petro-
leum Exporting Countries (OPEC) to antitrust lawsuits. The bill, known as the No Oil Producing
and Exporting Cartels Act (NOPEC), did not pass in 2019 and was later reintroduced in March
2021 by Republican Senator Chuck Grassley of Iowa. Dmitry Zhdannikov, Rania El Gamal, and
Alex Lawler, “Exclusive: Saudi Arabia Threatens to Ditch Dollar Oil Trades to Stop ‘NOPEC'—
Sources,” Reuters, April 4, 2019. U.S. Congress, “S.977—NOPEC,” May 5, 2022.

+In 2021, Saudi Arabia sold about $43.7 billion worth of oil to China while importing $30.4 bil-
lion worth of goods from China. With oil exports to China alone exceeding total imports by $13.3
billion, denominating a significant proportion of these transactions in RMB could expose Saudi
Arabia to currency risk should the RMB significantly depreciate. China’s General Administration
of Customs via CEIC Database.
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is subject to the Chinese government’s strict capital controls, which
restrict the flow of RMB into and out of the Chinese monetary sys-
tem, it is less attractive as a global reserve currency.279 According to
the Bank of International Settlement’s 2019 triennial Central Bank
Survey on Foreign Exchange, the RMB accounted for a mere 4.3
percent of over-the-counter conversion* while the dollar accounted
for about 88.3 percent.280

*Because two currencies are involved in any conversion or settlement, the total sums to 200
percent. “Over the counter” refers to exchanges conducted directly between counterparties rather
than mediated through an exchange. Chinese state media often tout alternative metrics of a
currency’s international prominence, such as trade settlement and payment receipts, for which
the RMB’s share of global transaction is much higher. However, in many cases these metrics
double-count transactions between mainland entities and foreign counterparties that are inter-
mediated through Hong Kong. Callan Windsor and David Halperin, “RMB Internationalisation:
Where to Next?” Reserve Bank of Australia Bulletin, September 2018, 23.
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SECTION 2: CHALLENGING CHINA’S TRADE
PRACTICES

Abstract

After many years of attempting to engage China and persuade it
to abandon its distortive trade practices, it is clear this approach
has not been successful. The United States has an opportunity to
develop a new strategy based on building resilience against Chi-
na’s state capitalism and blunting its harmful effects rather than
seeking to change it. With the WTO unable to introduce meaningful
new rules and procedures, the United States can pursue approaches
that advance its own national interests as well as cooperate with
like-minded partners. A number of different policy options can sup-
port a future strategy.

Key Findings

e China has subverted the global trade system and moved further
from the spirit and letter of its obligations under its WTO acces-
sion protocol. China’s subsidies, overcapacity, intellectual prop-
erty (IP) theft, and protectionist nonmarket policies exacerbate
distortions to the global economy. These practices have harmed
workers, producers, and innovators in the United States and
other market-based countries.

e Having tried and failed to compel China to change its policies,
the United States has begun to focus increasingly on defending
themselves against market-distorting effects of China’s policies.
The United States can do so by following two concurrent paths:
first, it can build its ability to understand and monitor China’s
trade policies and mitigate their harmful impact through a va-
riety of trade remediation tools and interventions; second, it can
coordinate its defensive policies with those of other countries
that face similar challenges.

e Years of paralysis and inadequate rules on nonmarket actors
have shown that the WTO cannot adequately address the chal-
lenges stemming from China’s practices. Where the WTO has
not succeeded in introducing new rules or combating the eco-
nomic threat of these practices, the United States and its allies
may be able to create new fora of collaboration along discrete
topics and sectors.

e The current ability of the United States to overcome the scale
and scope of China’s harmful policies is undermined by the lack
of a coherent strategy and fragmented authorities to mobilize
resources, coupled with a deficiency in new tools to address eco-
nomic injury. The United States is also impeded by its self-im-

(175)



176

posed barriers to employing and underutilization of available
tools and its difficulties in data sharing and analysis.

e Beijing’s unrelenting economic manipulation and growing will-
ingness to weaponize its economic position are prompting mar-
ket-based economies to seek new and alternative frameworks
for collaboration on trade. At the same time, Russia’s unpro-
voked invasion of Ukraine is causing advanced democracies to
reconsider the national security implications of economic inter-
dependence with authoritarian regimes.

e The United States and likeminded partners have begun to ex-
plore new mechanisms that may promote more sustainable and
equitable trade while better protecting market-oriented econ-
omies from China’s state capitalist distortions. New rules and
approaches could strengthen supply chain resilience and ensure
high standards for services, IP protection, digital trade, and oth-
er emerging disciplines that remain unresolved under the WTO.
Alternative regional fora and new structures developed with
likeminded partners and allies provide the United States po-
tential additional avenues to meet its trade and security goals.

Recommendations
The Commission recommends:

e Congress consider legislation providing the authority to impose
retaliatory trade measures against China in support of an ally
or partner subject to Chinese economic coercion. Such legisla-
tion shall authorize coordinated trade action with U.S. allies
and partners.

e Congress direct the Administration to produce within 90 days
an interagency report coordinated by the Office of the U.S.
Trade Representative to assess China’s compliance with the
terms and conditions of the 1999 Agreement on Market Access
between the People’s Republic of China and the United States
of America. The assessment should be presented as a summa-
ry list of comply/noncomply status of the provisions under the
agreement. If the report concludes that China has failed to com-
ply with the provisions agreed to for its accession to the WTO,
Congress should consider legislation to immediately suspend
China’s Permanent Normal Trade Relations (PNTR) treatment.
Following the suspension of PNTR, Congress should assess new
conditions for renewal of normal trade relations with China.

e Congress direct that any entity subject to national security re-
strictions or sanctions by a U.S. department or agency, including
but not limited to the Entity List, should be denied access to
the Clearing House Interbank Payments System (CHIPS), the
Automated Clearing House (ACH), and the Federal Reserve’s
funds transfer system (Fedwire).

e Congress direct the U.S. Department of Commerce to provide
regular (semiannual) reports on its enforcement of the foreign
direct product rules and its approval of export license appli-
cations for entities seeking to export to China items produced
from technology or software controlled for national security rea-
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sons. Such a report shall not identify U.S. exporters, but it shall
include:

o The number of licenses granted;
The number of licenses granted per export destination;
Item classifications for such licenses;

@)
O
o The value of such exports; and
O

The rationale for granting the licenses.

Congress direct the U.S. Patent and Trademark Office to man-
date that any applicant for a U.S. patent that has received sup-
port under a program administered directly or indirectly by the
Chinese government provide the same disclosures that recipi-
ents of U.S. federal support must provide.

Congress direct the U.S. Department of Commerce to develop a
process to identify and self-initiate antidumping and counter-
vailing duty petitions covering products from China. In develop-
ing the methodology to support such a process, the department
shall utilize existing government data and develop new data
collection efforts prioritizing the identification of products injur-
ing or threatening to injure small- and medium-sized enterpris-
es or industries facing long-term harm from Chinese industrial
overcapacity. The department shall also develop the capabilities
for the U.S. government to identify and pursue self-initiation of
circumvention, evasion, and transshipment enforcement cases
to address products originating from China.

Congress direct the U.S. Department of Commerce to update
its methodology in determining antidumping duty rates for
products from China to net out the subsidy or dumping im-
pact of Chinese-sourced inputs utilized in identifying relevant
third-country proxy rates to determine dumping margins. This
approach should allow for the adjustment of rates used to iden-
tify an appropriate proxy for market-based producers where
China’s impact on such rates may skew the true market equiv-
alent value of such products to determine dumping margins.

Congress consider legislation that would address the Chinese
Communist Party’s efforts to undermine U.S. intellectual prop-
erty protections through its use of antisuit injunctions. In con-
sidering such legislation, Congress should seek to ensure the
integrity of U.S. patent laws and the strength of our nation’s
patent system and its support for U.S. innovation by protecting
patent rights and the sovereignty of U.S. courts and the U.S.
adjudicatory system.

In enacting legislation subsidizing research or production, Con-
gress should evaluate whether China can legally gain access
to that research or to the knowledge and equipment needed to
produce that good to prevent the United States from indirectly
subsidizing or supporting Chinese competitors.

Congress direct the Office of the U.S. Trade Representative to
monitor and publicly identify in an annual report the industries
wherein China’s subsidies, including state monopolization and
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evergreen loans, pose the greatest risk to U.S. production and
employment. A rebuttable presumption of guilt in antidumping
and countervailing duty processes shall result from the findings
of this report.

e Congress create an authority under which the president can
require specific U.S. entities or U.S. entities operating in spe-
cific sectors to divest in a timely manner from their operations,
assets, and investments in China, to be invoked in any instance
where China uses or threatens imminent military force against
the United States or one of its allies and partners.

Introduction

The United States has arrived at a critical moment to reeval-
uate its economic and trade policies to address harmful Chinese
practices. Trade complications stemming from the novel coronavirus
(COVID-19) pandemic and Russia’s war on Ukraine have exposed
the vulnerabilities of the current system. The United States has
spent years trying to change Chinese trade and industrial policy
approaches through multilateral mechanisms such as the WTO, bi-
lateral engagement, and significant unilateral pressure—to little or
no avail. Since China’s WTO accession, Beijing has continued to en-
gage in predatory trade practices that distort the global economy.
The impact of these actions has only grown as the Chinese economy
has expanded, eroding U.S. manufacturing employment, undermin-
ing competitiveness of U.S. businesses, and creating vulnerabilities
in supply chains. The negative effect on the global economy will
continue as Beijing is recommitting rather than moving away from
these policies (for more on increasing Party-state control over Chi-
na’s economy, see Chapter 1, “CCP Decision-Making and Xi Jinping’s
Centralization of Authority”).

Addressing these challenges will require assessing how to use
existing tools more effectively and where new tools are required,
as well as where new partnerships may be needed. This section
first describes two sets of possible domestic U.S. measures: one to
strengthen U.S. domestic capacity against Chinese policies and the
other to constrict U.S. market access to those goods and services
that have benefited from China’s state capitalism. This discussion
of domestic U.S. measures includes a review of both existing tools
and some proposed mechanisms. The section then surveys a number
of options for the United States to work with allies to coordinate on
economic policy. Finally, the section examines the potential advan-
tages and drawbacks of regional trade agreements, which may have
strategic benefits in the Indo-Pacific but could also perpetuate other
economic woes in the United States. This section draws on the Com-
mission’s April 2022 hearing on “Challenging China’s Trade Prac-
tices: Promoting Interests of U.S. Workers, Farmers, Producers, and
Innovators,” the Commission’s staff and contracted research, consul-
tations with policy experts, and open source research and analysis.

Liabilities under the Current Trade System

The United States has an opportunity to amend its trade approach
to China as countries face unprecedented challenges from the inter-
connection of global trade and China’s state-led industrial policies.
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Certain U.S. policy tools have gone underused or become outdated,
ultimately dulling U.S. ability to ameliorate distortions from China’s
trade practices.! The multilateral trading system itself has proved
increasingly brittle and slow to meet contemporary challenges not
only from China’s state capitalism but also from overstretched sup-
ply chains, increasing inequality, and immense changes in technolo-
gy. Traditional approaches to trade agreements that seek to broad-
en partnerships and lower tariffs are premised on the behaviors of
free markets, but in the face of China’s state-driven distortions to
the global economy these approaches run the risk of widening U.S.
vulnerabilities. China’s wage suppression, forced labor, carbon-in-
tensive production, industrial policy, and multiple nontariff trade
barriers create an uneven playing field for market economies like
the United States.

Even where Chinese markets have opened up, foreign firms’ gains
are often short-lived by the Chinese Communist Party’s (CCP) de-
sign. Chinese restrictions are only lifted after Chinese firms have
been protected and supported long enough to cement market domi-
nance and essentially crowd foreign competitors out of the market,
such as in the financial services, e-commerce, and electric vehicle
sectors.® In recent years, Beijing’s state-led economic and technolog-
ical ambitions have only increased, leading to more support for stra-
tegic sectors and state-owned enterprises (SOEs), greater urgency in
acquiring foreign technologies, and tightening control over nonstate
firms (for more, see Chapter 1, “CCP Decision-Making and Xi Jin-
ping’s Centralization of Authority”). Agencies across multiple U.S.
administrations, analysts in governments across the globe, promi-
nent global think tanks, academics, and business groups have docu-
mented these patterns extensively. A full accounting of China’s non-
market practices is beyond the scope of this section, but to frame the
responses to China’s state capitalism discussed below, the practices
can be broadly characterized into the following three categories:

1. Subsidies and overcapacity, wherein anticompetitive reg-
ulations and state funding often facilitate high rates of
production, artificially distorting prices with below-mar-
ket sales and crowding out competitors. A recent report
from the Center for Strategic and International Studies conser-
vatively estimated China’s industrial policy spending in 2019 at
$248 billion (renminbi [RMB] 1.71 trillion),t or 1.73 percent of
gross domestic product (GDP), far more than any other major
economy.}:2 While much of the subsidization occurs at the local

*China maintained foreign investment restrictions on electric vehicle production until 2018.
Although the market opened to foreign participants, China’s decade-long scheme to subsidize
domestic firms effectively protected China’s domestic market and oversaturated it with local pro-
ducers by the time foreign firms could fully participate. Norihiko Shirouzu, “Global Automakers
Face Electric Shock in China,” Reuters, May 26, 2022.

FUnless noted otherwise, this Report uses the following exchange rate from June 30, 2022
throughout: 1 U.S. dollar = 6.70 R

+U.S. government spending on programs similar to these, by comparison, was $84 billion, or
0.39 percent of GDP the same year. As the Center for Strateglc and International Studies report
notes, however, due to the opacity of China’s system, these estimates are extremely conservative
and almost certainly understate the true extent of China’s subsidy regime. Due to data limita-
tions, subsidies for unlisted nonstate companies—which constitute the vast majority of China’s
firms—were not included in the assessment, nor were China’s massive government and SOE pro-
curements. Gerard DiPippo, Ilaria Mazzocco, and Scott Kennedy, “Red Ink: Estimating Chinese
Industrial Policy Spending in Comparative Perspective,” Center for Strategic and International
Studies, May 2022.
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level and supports overcapacity in traditional industries like
steel and machinery, Beijing also deploys extensive subsidies to
develop more advanced strategic and emerging industries via
more than 1,800 “government guidance funds,” which have thus
far raised over $900 billion of mostly state money, with a target
of $1.8 trillion.*3

2. IP rights abuse and theft, including through malicious
cyber activities, trade secret theft, and forced technol-
ogy transfer. Beijing has encouraged an aggressive strategy
of overseas acquisitions, taking advantage of open investment
environments elsewhere to obtain valuable IP in emerging tech-
nologies. Due to the United States’ technological lead, Beijing
has found it expedient to engage in large-scale, state-sanctioned
theft of U.S. IP, with a great deal of theft facilitated through cy-
berespionage. In 2015, the U.S. Office of the Director of Nation-
al Intelligence estimated that cyberespionage costs the United
States $400 billion annually.4 In 2022, Federal Bureau of Inves-
tigation Director Christopher Wray indicated that China was by
far the government actor responsible for the greatest number of
cyberespionage incidents targeting U.S. commerce.> Meanwhile,
the Commission on the Theft of American Intellectual Property
estimates that the United States loses between $225 billion and
$600 billion annually from IP theft.6 China is responsible for
50 to 80 percent of this theft.” The Chinese government expe-
dites and magnifies the deleterious impact of this theft on U.S.
companies via subsidies to the firms that exploit the stolen IP.8

3. Protectionism, market access restrictions, and other
nonmarket interventions designed to bolster and con-
centrate global manufacturing production within China.
(See Chapter 2, Section 4, “U.S. Supply Chain Vulnerabilities
and Resilience” for more on this localization of manufacturing
production.) These practices, which China carries out in viola-
tion of its WTO commitments, include: procurement and local
content requirements,i which discriminate broadly against for-

*While many guidance fund documents proclaim that only 20 to 30 percent of their capital
will come from the government, close analysis done by research firm Gavekal Dragonomics in-
dicates it is typical for funds to derive upward of 90 percent of their capital from the state via
state-controlled banks and enterprises, with China’s National Integrated Circuit Industry Invest-
ment Fund being one prominent example. Despite the large amount raised, China’s government
guidance funds fall far short of their target funding. As the Commission detailed in its 2021
Annual Report, of a target $1.6 trillion as of early 2020, the funds had only succeeded in raising
just under $700 billion. U.S.-China Economic and Secumty Review Commission, 2021 Annual
Report to Congress, November 2021, 232-233; Lance Noble, “Paying for Industrial Policy,” Gavekal
Dragonomics, December 4, 2018.

TAs part of its accession protocol in 2001, China agreed to accede to the WTO’s Government
Procurement Agreement (GPA), which requires transparent competition and limits national dis-
crimination in government procurement. As of October 2022, China is still negotiating accession
to the GPA. It has submitted six separate market access proposals for GPA accession that were
rejected by other signatories to the GPA due to falling short of expectations. China reiterated its
promise to accede quickly in the January 2020 Phase One trade agreement. In contrast to this
pledge, China continues to leverage its extensive state sector to enact far-reaching procurement
and local content practices. For instance, in August 2021, Reuters reported that China’s Ministry
of Finance and Ministry of Industry and Information Technology had issued a 70-page catalog
to SOEs, hospitals, and other entities setting local content requirements from 25 to 100 percent
for some 315 items. The catalog included medical devices, which China’s government had agreed
to import more from the United States under the terms Phase One agreement. Andrea Shalal,
“China Quietly Sets New ‘Buy Chinese’ Targets for State Companies - U.S. Sources,” Reuters,
August 2, 2021; Stephen Ezell, “False Promises II: The Continuing Gap between China’s WTO
Commitments and Its Practices,” Information Technology and Innovation Foundation, July 26,
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eign firms and can require partnerships with domestic firms; in-
vestment restrictions, which deny foreign firms access to certain
sectors; technical barriers to trade, including but not limited
to China-specific standards, conformity assessments, licensing
requirements, and nonscientific safety regulations; tariffs and
value-added tax rebates, which protect domestic firms; and ex-
port restraints, where China imposes export bans, quotas, and
taxes on intermediate goods to create competitive advantages
for Chinese-based manufacturers.

The effect of China’s practices is clear from the sheer scale of its
trade imbalance with the United States and its preponderant share
of the U.S. trade deficit over the last two decades. China’s intention-
al overproduction, aggressive state-led investment, and repression
of household consumption cost U.S. jobs, undermine U.S. innovation,
and hamper U.S. competitiveness. With China’s entry into the WTO
encouraging extensive offshoring, U.S. employment in manufactur-
ing has declined over the last 20 years and the manufacturing sec-
tor’s share of GDP has declined by 3 percent.? Economists have also
found that U.S. patent filings decline across sectors that face import
competition.10

The Limits of Bilateral Engagement

The U.S. government across many administrations has struggled
to change China’s behavior through different tactics of both engage-
ment and pressure. Formalized U.S.-China bilateral engagement be-
gan long before the United States granted China permanent normal
trade relations, with the Joint Commission on Commerce and Trade
beginning in 1983 and ending in 2017.11 Other dialogues, like the
Strategic and Economic Dialogue (2009-2017) and the even short-
er-lived Comprehensive Economic Dialogue (2017-2018), also strug-
gled to ensure fundamental changes to China’s industrial policies.*
Each of these dialogues took significant time and effort for mini-
mal results.’2 A U.S. Government Accountability Office report from
2014 notes that these dialogues lacked timelines and consistent
accountability mechanisms for China’s commitments.?3 The report
also demonstrates inconsistencies across agencies in tracking Chi-
nese adherence to agreements under these dialogues.1* In meetings
across multiple years, Chinese policymakers were also able to avoid
progress by posing restatements of supposedly forthcoming policy as
commitments without concrete implementation plans.15

China’s unfulfilled commitments under the Phase One Econom-
ic and Trade agreement more recently demonstrate the limits of
bilateral negotiation and U.S. enforcement capabilities. Signed in
January 2020 and put in effect the following month, the bilateral
deal included provisions on IP, agriculture, forced tech transfer, and

2021; World Trade Organization, “Agreement on Government Procurement: Parties, Observers
and Accessions.”

*The Office of the U.S. Trade Representative and the U.S. Department of Commerce led the
Joint Committee on Commerce and Trade, while the Strategic and Economic Dialogue was led by
the U.S. Department of State and the U.S. Department of the Treasury. The later Comprehensive
Economic Dialogue was led by the Department of Commerce. Other agencies, such as the U.S.
Department of Agriculture, would also participate in these dialogues for specific, relevant issues
both at the working and official levels. Government Accountability Office, Report to Congressional
Requesters, U.S.-China Trade: United States Has Secured Commitments in Key Bilateral Dia-
logues, but U.S. Agency Reporting on Status Should Be Improved, February 2014.
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financial services. In the agreement, China also pledged to increase
combined purchases of U.S. manufactures, agricultural goods, energy
products, and services by at least $200 billion over 2017 levels.* 16
The purchase agreements have fallen short of their prescribed goal,
with China meeting only 58 percent of the two-year target of im-
ports from the United States.717 The purchase agreements are the
most easily discernable way to measure China’s progress in fulfilling
its Phase One commitments, but they are certainly not the only ar-
eas where Chinese implementation of the deal has fallen short. The
Office of the U.S. Trade Representative (USTR) reported, “China has
not yet implemented some of the more significant commitments,”
such as in agricultural biotechnology and agriculture.}18

The Limits of the WTO

Since acceding to the WTO in 2001, China has consistently failed
to fulfill the spirit and letter of its WTO commitments but has faced
practically no consequences under a dispute resolution system that
is virtually inoperable against state-led economies. The WTO’s dis-
pute resolution system suffers from long adjudication times, lack
of enforcement, and limitations on providing remedies. The United
States has brought 23 cases against China at the WTO, but even
in the 20 cases where the WTO has ruled in its favor, remedies or
fulfillment of commitments following a judgment have often been
deferred or altogether neglected.'® The U.S. case against China on
electronic payment services is one key example, where U.S. compa-
nies like American Express, Visa, and Mastercard were consistently
denied licenses to provide domestic payments services in China.20
The United States won the case in 2012 due to clear discrimina-
tion against its providers, but U.S. providers did not receive due
approvals to operate in China until 2020, by which time indigenous
providers had cemented their position in the market.21

Action within the WTO is further impeded by the body’s require-
ment for consensus. Inability to reach consensus in recent negotia-
tions such as the Doha Round, which languished for over a decade,
drove members to seek alternate plurilateral or bilateral arrange-
ments to make additional progress on trade liberalization and devel-
op rules to address harmful modern trade practices.?2 Some advo-
cates of the international trading system continue to favor the WTO
as a means to change China’s behavior through international norms
and concerted pressure. China has been unwilling to adjust rules on
subsidies and has increased fractures between developed and de-
veloping countries.23 Objections to politicization of WTO disputes
and concerns about overreach of Dispute Settlement Body decisions
have led to U.S. obstruction of WTO Appellate Body appointments,
leaving it unable to hear cases with the current appellate bench

*The Phase One trade agreement was signed on January 15, 2020, and formed part of an effort
to resolve trade tensions ongoing since March 2018, when the USTR published its Section 301
investigation into China’s unfair trade practices related to forced technology transfer, IP theft,
and innovation. For more on the Phase One agreement, see U.S.-China Economic and Securlty
Review Commission, The U.S.-China “Phase One” Deal: A Backgrounder, February 4, 2020.

TThese purchase commitments were also initially impeded by the outbreak of COVID-19, which
first overwhelmed China in early 2020. Ana Swanson and Keith Bradsher, “Trump Says He’s
‘Torn’ on China Deal as Advisers Signal Harmony on Trade,” New York Times, July 22, 2020.

#For a description of the Phase One trade agreement commitments and China’s progress in
implementation, see U.S.-China Economic and Security Review Commission, 2021 Annual Report
to Congress, November 2021, 153-154.
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completely vacant. The WTQO’s appeals process has consequently
been suspended, while efforts to reform the WTO have made little
progress.™ 24

In spite of many inherent difficulties in the WTO process, the
forum nonetheless remains a key venue for global discussion and
consensus building around international trade.25> With the goal of
portraying itself as a leader in global free trade, China will continue
to invest time and effort to influence outcomes at the WTO.

U.S. Trade Remedies for China’s Distortions

Paralysis at the WTO has made utilizing national policies and
turning to other plurilateral solutions more appealing. The United
States may respond to China’s nonmarket practices at its border
or domestically, potentially creating a template for other economies
to follow. Rather than seeking to change China’s behavior, many of
these responses focus on building resilience against China’s prac-
tices. Others aim to limit their impact to the U.S. economy, often
by forcing the price of subsidized and dumped goods to reflect a
rational market price.26 U.S. tools to address distortions from China
face several important limitations. First, the U.S. government does
not have adequate information on China’s harmful practices, which
limits its ability to fully utilize several existing trade remedy tools
or develop new responses. Second, current U.S. tools are largely re-
active and effectively place the onus of responding to China’s malign
practices on private sector entities, often encumbering petitioners
with large costs, time commitments, and heavy burdens of proof.
Finally, there are several gaps in the U.S. policy arsenal, such as the
regulation of outbound investment to countries of concern, that may
necessitate development of new tools and approaches.

Building Resilience against China’s Nonmarket Practices

Building resilience involves leveraging domestic strengths to en-
sure the United States’ free market system is resilient to China’s
nonmarket practices. The U.S. government currently faces challeng-
es in its capacity to analyze China’s policies and practices, coordi-
nate across agencies, and perform due diligence. Addressing some of
these weaknesses could support coordination with allies and part-
ners, assist U.S. companies competing with Chinese firms, and allow
for a nimbler, more informed federal response and strategy around
China’s economic distortions.

Analytic Capacity to Understand and Counter Foreign
Industrial Policy

The U.S. government currently has at least 15 agencies and of-
fices with some capacity to examine the impact of unfair foreign
competition, including the U.S. Department of Commerce’s Interna-
tional Trade Administration’s (ITA) Office of Trade Enforcement and
Compliance; U.S. International Trade Commission’s (USITC) Office

*In looking for a temporary stopgap for these cases, 52 countries have formed a temporary
body, the Multi-Party Interim Appeal Arbitration Arrangement (MPIA), to process appeals. Under
article 25 of the WT'O Dispute Settlement Understanding, WI'O members may pursue an alter-
nate form of dispute resolution. The EU has led this approach since 2020 due to gridlock at the
WTO Appellate Body. China is a member, but the United States is not. Geneva Trade Platform,
“Multi-Party Interim Appeal Arbitration Arrangement (MPIA),” July 26, 2022.
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of Economics and Office of Industry; and the USTR’s Interagency
Center on Trade, Implementation, Monitoring, and Enforcement, to
name a few (see Appendix I for full list). These offices all provide
valuable research relevant to U.S. economic competitiveness, but the
research tends to be reactive in nature and is often underutilized.2”
Most research on distortions from overseas industrial policies, for
example, arises only after impacted U.S. actors file complaints with
the USTR, Commerce, or the USITC.28 Domestically, the Commerce
Department and the USITC infrequently self-initiate trade remedy
investigations despite possessing the authority to do so (see “Blunt-
ing the Impact of China’s Nonmarket Practices” below for more de-
tail).2? Both rely primarily upon private firms, workers and unions,
and industry associations to file complaints and seek to initiate the
investigations.30

Reactive U.S. Trade Remedy System Renders U.S. Firms
Vulnerable to China’s Distortions

Although U.S. trade tools (e.g., countervailing duties, Section
201, etc.) empower agencies to undertake future-oriented threat
assessments, in practice agencies almost exclusively use trade
tools to analyze past and ongoing distortions. Remedies under the
current system, however, are only offered prospectively, meaning
firms receive no retroactive relief to past injury, only the possi-
bility of future safeguards.* The Chinese government openly pub-
licizes areas of intended subsidization in its five-year planning
documents, a fact that makes it feasible to predict and prepare
for distortions in advance. The overwhelmingly reactive deploy-
ment of U.S. trade tools limits the U.S. government’s ability to
adequately assist workers and firms in confronting China’s pre-
dictable market distortions.

Interoperable Nomenclature for Controlled Goods, Services,
and Investment

The United States’ unilateral and multilateral export controls,
investment restrictions, and IP enforcement rely on disparate clas-
sification systems that lack cohesion and create opportunities for
evasion and abuse. Tactics used by sanctioned Chinese entities to
circumvent controls on U.S. technology transfers to China are diffi-
cult to detect. The multiple nomenclatures used to classify goods,
services, and IP create additional space for Chinese companies to
undermine export and investment controls by exploiting loopholes
or obfuscating reporting requirements. For example, sanctioned
Chinese entities have continued to purchase certain products and
technologies through U.S. exporters designating these exports under

*The Department of Commerce’s Economic Development Administration previously offered
loan assistance and loan guarantees to firms adversely impacted by unfair competition via the
Trade Adjustment Assistance for Firms program, but Congress eliminated all direct financial
assistance in 1986. Rachel F. Fefer, “Trade Adjustment Assistance for Firms,” Congressional Re-
search Service RS20210, October 13, 2020.

T Efforts by Chinese companies to undermine U.S. export controls include utilizing falsified
end-user certificates, front companies, or transshipments. U.S. Department of Commerce, Bureau
of Industry and Security, Don’t Let This Happen to You! July 2022, 28-37.
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the U.S. Export Administration Regulations (EAR) as EAR99. The
EAR99 classification permits the exporter to determine, without con-
firmation by any government agency, that the transfer is covered by
a “No License Required” exception.31 EAR99 exports are not report-
ed until an investigatory request is made by U.S. regulators, even
when the counterparty to the transaction is a sanctioned entity.* In
testimony before the Commission in 2021, former Assistant Secre-
tary for Industry and Analysis at the U.S. Department of Commerce
Nazak Nikakhtar explained that Chinese companies investing in
the United States have misrepresented their classification under the
North American Industry Classification System to avoid mandatory
filings requirements under the Committee on Foreign Investment
in the United States (CFIUS) pilot program for reviewing critical
technology transactions.32

Detection of efforts to undermine U.S. export and investment con-
trols is frustrated by a lack of available data and misaligned defi-
nitions and categorizations of critical technologies. Academics, inde-
pendent researchers, industry specialists, and other interest groups
are key to improving the implementation of export controls and in-
vestment screening by using novel approachesi to track circumven-
tion efforts and providing technical expertise to identify vulnerabili-
ties. For example, CFIUS relies on referrals from other government
agencies, the public, media reports, commercial databases, and con-
gressional notifications, in addition to monitoring by CFIUS’s own
dedicated team, to identify non-notified or non-declared transactions
that may have national security implications.33 According to senior
fellow at the Center for a New American Security Emily Kilcrease,
differences in the classifications§ of goods, services, and technolo-

*Scrutiny of efforts to evade export controls on EAR99 goods, services, and technologies has
increased following the imposition of wide-reaching sanctions on Russia and Belarus over Rus-
sia’s invasion of Ukraine. The Treasury Department’s Financial Crimes Enforcement Network
and the Department of Commerce’s Bureau of Industry and Security jointly issued a notice to
EAR99 exporters on June 28, 2022, listing red flag indicators that a sanctioned actor is seeking
to circumvent export controls. U.S. Department of the Treasury, Financial Crimes Enforcement
Network and the U.S. Department of Commerce, Bureau of Industry and Security, FinCEN and
the U.S. Department of Commerce’s Bureau of Indusiry and Security Urge Increased Vigilance
for Potential Russian and Belarusian Export Control Evasion Attempts, June 28, 2022; Giovanna
Cinelli, written testimony for the U.S.-China Economic and Security Review Commission, Hearing
on US.-China Relations in 2021: Emerging Risks, September 8, 2021, 4.

7Since October 2020, CFIUS moved away from using these voluntarily designated industry
codes to classifying covered transactions based on whether the critical technology is covered by
the U.S. export control regime and requires regulatory approval before exporting, reexporting,
transferring in-country, or retransferring. This change obviates the abuse of the industry code-
based classification system. But using the export control system—which aims to control sin-
gle transactions of goods—to guide the investment screening process—which involves control
over the U.S. company’s business operations—creates additional vulnerabilities. Giovanna Ci-
nelli, written testimony for U.S.-China Economic and Security Review Commission, Hearing on
U.S.-China Relations in 2021: Emerging Risks, September 8, 2021, 10; Christian Kozlowski and
Carl A. Valenstein, “CFIUS Says Farewell to NAICS, Hello to Export Licensing in Mandatory
Declarations,” Morgan Lewis, June 3, 2020

i For example, researchers at the Center for Security and Emerging Technology created a data-
set based on metadata from People’s Liberation Army (PLA) procurement tenders for artificial
intelligence (Al) technologies in 2020, finding that only 8 percent of a total 273 PLA Al suppliers
are named in the U.S. export control and sanctions regime. In another report, an analyst at
C4ADS used Chinese corporate records to identify shipments of defense technologies between
2014 to 2022 from a Chinese state-owned conglomerate to Russian companies sanctioned for
supporting Russia’s invasion of Ukraine. Naomi Garcia, “I'rade Secrets: Exposing China-Russia
Defense Trade in Global Supply Chains,” Center for Advanced Defense Studies, July 2022, 3; Ryan
Fedasiuk, Jennifer Melot, and Ben Murphy, “Harnessed Lightning: How the Chinese Military Is
Adopting Artificial Intelligence,” Center for Strategic and Emerging Technology, October 2021, 34.

§ The differing objectives of these controls led to the creation of numerous, conflicting methods
of categorizing those goods, services, technologies, and industries that relate to national security.
The EAR uses a unique export control classification system, leading to discrepancies in defini-
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gies complicate identification of trade and technology vulnerabili-
ties, analysis of the effectiveness of controls, and detection of efforts
to evade controls.34 Inconsistent statistical reporting by government
agencies limits robust analysis of trade and investment flows in crit-
ical technologies by nongovernmental analysts and researchers.35

Addressing Chinese Courts’ Assertion of Extraterritorial
Jurisdiction

U.S. IP holders are facing significant legal hurdles to enforcing
their rights as Chinese courts seek to prevent litigation outside of
China. Chinese courts are using an aggressive interpretation of ju-
dicial doctrine to disrupt litigation outside of China on IP issues.
China has begun issuing global antisuit injunctions (ASIs),* which
prohibit patent holders from pursuing IP legal action in non-Chinese
courts and can place monetary consequences on companies that vi-
olate the order.{36 These antisuit injunctions aim to drive down the
fair, reasonable, and nondiscriminatory (FRAND) royalty rates for
standard-essential patents (SEPs)i owned by overseas companies,
which consequently reduces the cost of foreign technology inputs for
Chinese manufacturers.3” By blocking foreign plaintiffs from pur-
suing parallel litigation in the United States, Germany, Japan, or
any other judicial system, Chinese litigants in domestic courts seek
to obtain more favorable licensing terms than would be afforded
outside of China. Chinese courts have issued at least four global

tions even with the United States’ partners in multilateral export control forums. There is no
universal database linking export control classification numbers from the EAR to the customs
codes—known as the Harmonized System—that U.S. Customs and Border Protection and 211
customs agencies around the world use to categorize traded goods and assess tariffs. Similarly,
it is difficult to correlate investment flows, which are categorized according to the North Amer-
ican Industry Classification System in the United States, with the list of critical industries and
infrastructure that require review by CFIUS. World Customs Organization, “List of Contracting
Parties to the HS Convention and Countries Using the HS,” October 1, 2020.

*Chinese courts’ implementation of ASIs differs from the practice of using ASIs in common
law jurisdictions. In these jurisdictions, ASIs are used by courts primarily to minimize friction
with other courts. In contrast, China’s ASIs, according to Mark Cohen, “are a legal tool used by
a non-independent judiciary at the urging of China’s political leadership. They are also used
exclusively to address foreign litigation, are highly non-transparent, have a limited legislative
basis, and have no domestic application.” Mark Cohen, “The Pushmi-Pullyu of Chinese Anti-Suit
Injunctions and Antitrust in SEP Licensing,” China IPR, July 31, 2022.

TThe Shenzhen Intermediate People’s Court determined in October 2020 that Chinese courts
can rule on global licensing terms for SEPs, even when courts in foreign countries, including the
United States, Germany, and Japan, are considering parallel litigations. This ruling was later
upheld on August 19, 2021 by the Intellectual Property Tribunal of the Supreme People’s Court of
China. ASIs are intended to prevent foreign courts from intervening when Chinese IP courts de-
cide SEP matters. European Union, Request for Consultations by the European Union, February
18, 2022, 3; Zhongren Cheng, “The Chinese Supreme Court Affirms Chinese Courts’ Jurisdiction
over Global Royalty Rates of Standard-Essential Patents: Sharp v. Oppo,” Berkeley Technology
Law Journal, January 3, 2022; Aaron Wininger, “China’s Supreme People’s Court Affirms Right
to Set Royalty Rates Worldwide in OPPO/Sharp Standard Essential Patent Case,” National Law
Review, September 5, 2021.

iTechnical standards for emerging technologies often incorporate cutting-edge features held
under patent by the original developer. Because this IP may become essential to following the
standard, or “standard-essential,” other companies that adopt the standard are required to li-
cense the SEP from the patent holder. This can guarantee billions in revenue for widely licensed
patents, as complying with a standard generally means a producer is locked into using features
specified by the standard—and paying royalties to the SEP holder—until another standard be-
comes dominant. To prevent SEP holders from abusing their market position and charging unrea-
sonable licensing fees, the standards-making bodies obligate the holder to license the SEP under
“fair, reasonable, and non-discriminatory” terms, or FRAND. FRAND terms apply globally, but
SEP holders must often enforce their IP in multiple jurisdictions in order to assert their claim to
licensing fees. Michael T. Renaud, James Wodarski, and Matthew S. Galica, “Key Considerations
for Global SEP Litigation—Part 1,” Mintz, October 30, 2019; Abraham Kasdan and Michael J.
Kasdan, “Recent Developments in the Licensing of Standards Essential Patents,” National Law
Review, August 30, 2019.
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antisuit injunctions in patent litigation.*38 Highlighting the dam-
age these injunctions pose to global IP rights, the EU filed a case
against China at the WTO on February 18, 2022 over its use of
antisuit injunctions to restrict EU companies from going to foreign
courts to defend their SEPs.{3° In March 2022, the United States,
Canada, and Japan requested to join the consultations as third par-
ties.40

This expansive extraterritorial assertion of judicial power by Chi-
nese courts furthers the CCP’s objectives to influence global stan-
dards and regulatory norms on IP and distort the global business
environment in favor of Chinese firms. In a speech delivered at a
Politburo study session in November 2020, General Secretary of the
CCP Xi Jinping called for China to “promote the extraterritorial ap-
plication” of China’s IP laws and regulations.4! Zhu Jianjun, judge
of the Shenzhen Intellectual Property Court, stated that antisuit
injunctions are needed “to build the main battlefield for foreign-re-
lated dispute resolution.”42 Chinese judicial efforts could undermine
the innovation ecosystem in the United States.43

Global antisuit injunctions are part of a broader trend of the CCP
using China’s politicized court system to undermine and exploit
court proceedings outside of China. These risks are heightened for
litigants in U.S. courts, who may be unaccustomed to dealing with
illiberal systems and broader international implications of related
decisions.##4 Director and distinguished senior fellow at the Berke-
ley Center for Law and Technology Mark Cohen noted repeated
instances when U.S. courts complied with requests from litigants
in China to provide information, including sensitive business doc-
umentation, to Chinese courts.#> Through legal discovery, Chinese
courts can extort trade secrets and other confidential business infor-
mation frequently leaked or misused by Chinese public officials.i 46
In this way, Chinese courts may undermine U.S. IP rights through
the U.S. court system and “may contribute to trade secret misappro-
priation in China.”4?” The CCP’s interference in proceedings in U.S.
courts was further highlighted by the antitrust lawsuit Animal Sci-

*In one of the cases, the Chinese smartphone manufacturer Xiaomi sold phones using SEPs
owned by U.S.-based InterDigital since 2013 while the two companies negotiated licensing terms.
After negotiations broke down in June 2020, Xiaomi filed a case with the Wuhan Intermediate
People’s Court in relation to the license fee for the SEP held by Interdigital, while InterDigital
sued Xiaomi in court in Delhi, India. The Wuhan court subsequently issued an ASI requiring
InterDigital to withdraw or suspend its legal action before the Indian court and prohibiting
InterDigital from pursuing legal action in any other jurisdiction. It set a daily fine of $152,000
(1 million RMB) if InterDigital violated the order. InterDigital filed for a counter-ASI from the
Indian court and a court in Munich, Germany. Both courts issued rulings preventing Xiaomi from
enforcing the ASI. The two companies reached a settlement in August 2021. Josh Zumbrun, “Chi-
na Wields New Legal Weapon to Fight Claims of Intellectual Property Theft,” Wall Street Journal,
September 26, 2021; Josh Ye, “China Tests the Long Arm of Its Law in Xiaomi and Huawei’s
International Patent Battles,” South China Morning Post, April 2, 2021.

TOn March 8, 2022, a group of U.S. senators introduced the Defending American Courts Act,
which proposes a penalty on foreign litigants who seek to interfere with U.S. court proceedings
through the use of an ASI. Andrei Iancu and Paul R. Michel, “The Solution to Chinese Courts’
Increasingly Aggressive Overreach,” Center for Strategic and International Studies, April 6, 2022;
Defending American Courts Act, S. 3772, March 8, 2022.

#China committed in the Phase One trade agreement to prohibit the unauthorized disclosure
of confidential business information by government personnel, including information produced
as part of judicial proceedings. China has not, however, implemented any measures to penalize
these disclosures. Paolo Beconcini, “The State of Trade Secret Protection in China in Light of the
U.S.-China Trade Wars: Trade Secret Protection in China before and after the U.S.-China Trade
Agreement of January 15, 2020,” UIC Review of Intellectual Property Law 20:108 (2021): 117-118;
Office of the U.S. Trade Representative, Economic and Trade Agreement between the Government
of the United States of America and the Government of the People’s Republic of China, January
15, 2020.
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ence Products, Inc. v. Hebei Welcome Pharmaceutical Co. Lid. about
price fixing of vitamin C nutrients by Chinese companies. The case
demonstrated the Chinese government’s ability to misrepresent its
own laws to give an advantage to Chinese companies in overseas le-
gal proceedings. The U.S. Second Circuit Court of Appeals dismissed
the case on international comity grounds in 2016 based solely on
a statement provided by China’s Ministry of Commerce purported-
ly showing a conflict between U.S. and Chinese laws.*48 Donald C.
Clarke, professor of law at George Washington University, finds that
when judges consider cases similar to the vitamin C exports, U.S.
courts often avoid addressing questions about the quality of Chi-
nese law due to a lack of information and the opacity of China’s
legal system. According to Professor Clarke, the “system operates on
principles quite different from those that judges are accustomed to,
and the very depth of that difference, which would require extensive
research and expert testimony to explain, makes it hard to overcome
the presumption that it doesn’t even exist.”4?

China Makes Limited Progress on Increasing Domestic
IP Protections

Under the Phase One agreement, China committed to align its
administrative and criminal enforcement of IP infringement with
the norms of developed economies and create a level playing field
for foreign firms. While some of these commitments require China
to enact new reforms, many of the changes involve implement-
ing administrative regulations and processes under its existing
laws.50 In May 2021, the China National Intellectual Property
Association released a list of 100 tasks to implement regarding
its IP protection strategy, including measures to implement its
Phase One commitments.5! Some of these measures were includ-
ed in amendments to China’s Copyright Law, Patent Law, and
Criminal Law, each of which went into effect in 2021.52 These
amendments increased the penalties for IP theft and lowered cer-
tain thresholds and procedural requirements for litigating trade
secret and copyright infringement cases.53 The amendments to
the Patent Law additionally expanded protections on design pat-
ents and created a patent linkage system for pharmaceuticals. 54

*China’s Ministry of Commerce asserted in its amicus brief to the court that Chinese regula-
tions forced Hebei Welcome Pharmaceutical to fix its prices. The Ministry of Commerce’s inter-
pretation of Chinese law contradicted a separate statement in the WTO that it did not have price
requirements for vitamin C exports. The U.S. Supreme Court reviewed the case and remanded it
back to the Second Court in 2018, stating that U.S. courts are “neither bound to adopt the foreign
government’s characterization nor required to ignore other relevant materials.” In August 2021,
the Second Circuit Court of Appeals once again dismissed the case, stating that foreign law must
be taken “at face value,” even though weak rule of law in China means laws are not necessarily
enforced the way they are written. William S. Dodge, “Cert Petition Challenges Second Circuits
Comity Abstention Doctrine,” Transnational Litigation Blog, April 7, 2022; Animal Science Prod-
ucts, Inc., et al., Petitioners v. Hebei Welcome Pharmaceutical Co. Ltd., et al. In re Vitamin C.
Antitrust Litig, August 10, 2021; Mark Jia, “Illiberal Law in American Courts,” University of
Pennsylvania Law Review 168 (December 2020): 1733; U.S. Supreme Court, Animal Science Prod-
ucts, Inc., et al. v. Hebei Welcome Pharmaceutical Co. Ltd. et al.: Certiorari to the United States
Court of Appeals for the Second Circuit, June 14, 2018.

Patent linkage systems protect branded pharmaceuticals from infringement but also allow
potential generic competitors to challenge whether a patent holder’s claim is valid or applicable
to a proposed generic drug. Such systems prevent expensive and time-consuming litigation by
requiring pharmaceutical regulators to review claims directly before they go to court. Under
the system, patent holders would be notified and have a chance to respond any time a potential
generic competitor claimed they were not infringing on the patent holder’s IP. Virgil Bisio et al.,
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China Makes Limited Progress on Increasing Domestic
IP Protections—Continued

While in principle these amendments to Chinese law, along
with other policy statements and guidelines, bring China’s IP
protections closer to international best practice, it remains to be
seen whether the rules are implemented effectively, consistently,
and in a manner that treats foreign IP rights holders and do-
mestic parties equally. There has also been limited demonstration
that China has fulfilled commitments to prevent forced technolo-
gy transfer. Since the Phase One agreement, Beijing has amend-
ed some legal and administrative text to discourage technology
transfer, but proving compliance is complicated by the sensitivity
of relevant business information and U.S. business concerns about
retaliation for disclosure.?® According to the USTR in its Special
301 report for 2022, which documents the state of IP protection
and enforcement abroad, China remains on the report’s “priority
watch list” of countries with the most problematic IP practices.?6
The USTR maintained this status despite the abovementioned
amendments and guidelines issued and enacted in 2021. The re-
port notes that while China’s efforts to address inadequate IP
protection and enforcement are positive developments, China still
needs “to address weak enforcement channels and a lack of trans-
parency and judicial independence.”5? The International Intellec-
tual Property Association, a trade association representing 3,200
companies in copyright-related industries, reported in 2022 to the
USTR that the amendments to China’s Copyright Law brought
notable improvements to the enforcement of copyright infringe-
ment, but the incentive structure to discourage piracy and other
rights violations had not significantly changed.58

Congress Prepares New Tools

Throughout 2022, the 117th Congress debated a number of differ-
ent legislative proposals to boost U.S. technological competitiveness
with China and guard against the flow of capital, goods, and critical
research to predatory Chinese entities or China’s military-industrial
complex. In August 2022, U.S. President Joe Biden signed into law
the first of these pieces of legislation to be passed by Congress: the
Creating Helpful Incentives for Producing Semiconductors (CHIPS)
and Science Act. Besides providing U.S. semiconductor firms with
tax credits and funding for domestic semiconductor production,
the act also includes provisions for sustained funding increases to
support research and standards development in emerging technolo-
gies.5? (For more on semiconductors, see Chapter 2, Section 4, “U.S.
Supply Chain Vulnerabilities and Resilience.”) The law provides this
support for the National Science Foundation, the National Insti-
tute for Standards and Technology, and the Department of Energy,
among others. In August 2022, Congress also passed the Inflation
Reduction Act, which contains provisions that would encourage U.S.

“The U.S.-China “Phase One” Deal: A Backgrounder,” U.S.-China Economic and Security Review
Commuission, February 4, 2020, 4.
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production of clean energy vehicles through a tax credit program.
The combination of these incentives may spur much-needed hori-
zon-scanning efforts on science and technology that can enable U.S.
research advancement and sustain competitiveness with China in
critical technologies.

The 117th Congress contemplated expanded proposals for out-
bound investment review to scrutinize critical supply chains and
offshoring, strengthen reporting requirements and resources to
combat Chinese overcapacity, and reduce the de minimis threshold
to curb Chinese imports that circumvent tariffs and prohibitions
against the import of products made with forced labor. The de mi-
nimis threshold refers to the amount below which an import is con-
sidered too small to be subject to tariffs, penalties, or other close
inspection by customs authorities. The U.S. de minimis threshold
was $200 until 2016, when it was raised to $800.60 China likely ac-
counts for the bulk of de minimis shipments as Chinese exporters,
particularly e-commerce companies, take advantage of the higher
threshold to send millions of goods into the United States tariff-free
with little visibility from customs authorities.61 The America Creat-
ing Opportunities for Manufacturing, Pre-Eminence in Technology,
and Economic Strength (COMPETES) Bill of 2022 contained a pro-
posal to remove de minimis privileges for goods sourced from non-
market economies with known IP rights violations, like China.62 In
June 2022, U.S. Customs and Border Protection recorded a volume
of 521 million de minimis packages, meaning that the fiscal year’s*
total de minimis imports may exceed their fiscal year 2021 volume
of 771.5 million packages.63 De minimis shipments in fiscal year
2021 increased by 21.3 percent from fiscal year 2020. De minimis
treatment allows many imports to escape detailed record-keeping,
making it difficult to calculate the total value of these imports by
country of origin.

The National Critical Capabilities Defense Act included in the
COMPETES bill was revised most recently in June 2022 and orig-
inally proposed by Senators John Cornyn (R-TX) and Bob Casey
(D-PA) in 2021. The legislation proposes a review of outbound U.S.
investments overseas modeled on the CFIUS process.* The out-
bound-facing mechanism would require mandatory filings and re-
view of the investments and investment guidance related to out-
sourcing production of “national critical capabilities” or that would
facilitate the transfer or disclosure of related technologies.6> The
Level the Playing Field Act, introduced by Representatives Ter-
ri Sewell (D-AL-07) and Bill Johnson (R-OH-6), is another feature
of the COMPETES bill focused on enhancing rules against unfair
trade.6¢ Congress has proposed these and several other measures
related to Chinese trade and investment that have not yet passed.

Blunting the Impact of China’s Nonmarket Practices

Blunting efforts seek to reduce the negative impact of China’s dis-
tortions on U.S. producers and workers in the United States’ domes-
tic market if competing products and services have benefited from
subsidies, IP or trade secret theft, other nonmarket interventions, or

*Fiscal year 2022 for U.S. Customs and Border Protection runs from October 2021 to October
2022.
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abuse of human rights. These efforts also address ways to curb the
flow of U.S. capital and goods to China that may enable the CCP’s
military-civil fusion* objectives and their predatory acquisition of
research and technology. The menu of blunting options presented
below begins by highlighting areas wherein existing tools (e.g., anti-
dumping and countervailing duties [AD/CVD] cases) may be better
utilized, and it concludes with a discussion of several novel policy
options.

Existing Tools

Antidumping and Countervailing Duties

AD/CVD cases are the most frequently used domestic trade rem-
edies. AD cases are designed to provide relief for domestic indus-
tries adversely impacted by large quantities of underpriced imports,
while CVD cases are designed to protect against subsidized imports.
Of all U.S. trading partners, China is by far the subject of the larg-
est number of AD/CVD orders. Orders on imported Chinese products
have risen in absolute terms, though they have fallen slightly on a
relative basis from 170 of all 462 active orders in late 2018 to 234
of all 662 active orders as of September 2022.767 However, from
January to September 2022, only 16 AD/CVD orders were initiated,
compared to 93 orders initiated during the same period in 2021.68

In the case of an affirmative finding in an AD or CVD case, tar-
iffs are imposed to offset the calculated dumping or subsidy rate.
Orders are tailored to specific products, countries of origin, and/
or individual companies. In general, CVD cases are less commonly
pursued by firms because they carry a substantial burden of proof,
requiring petitioners to document the existence of foreign subsidies,
which can be particularly difficult in the context of China’s opaque
subsidy regime. AD cases, on the other hand, only require evidence
that sales in the United States are priced at “less than fair value”
(determined by Commerce’s ITA) and that this is causing “material
injury” or the threat thereof (determined by the USITC). In practice,
the ITA solely seeks to establish that average sales prices in the
United States are lower than in the home market.69 As a result,
in the United States, AD cases have become the principal means
for relief from foreign competition.”® Between 1980 and 2016, there
were 1,379 AD investigations compared to 631 CVD investigations,
according to data compiled by Chad Bown, senior fellow at the Pe-
terson Institute for International Economics.”* Of those, 47 percent
of AD cases and 44 percent of CVD cases resulted in trade restric-
tions being imposed on foreign imports.

Despite their frequent application, there are several areas in
which AD/CVD cases may be better utilized. The Tariff Act of 1930,
the legislation authorizing AD and CVD cases, specifically enables
the secretary of commerce to self-initiate investigations.”2 However,

*Military-civil fusion is a guiding vision to align government agencies, state and nonstate
firms, research centers, and investors in fostering emerging and foundational technologies with
dual-use applications. For more on the objectives of military-civil fusion, see U.S.-China Econom-
ic and Security Review Commission, Chapter 3, Section 2, “Emerging Technologies and Mili-
tary-Civil Fusion: Artificial Intelligence, New Materials, and New Energy,” in 2019 Annual Report
to Congress, November 2019, 205-247.

fAfter China, India and South Korea are subject to the largest share with 62 (9.4 percent)
and 42 (6.3 percent) active orders, respectively. International Trade Administration, ADCVD Pro-
ceedings, 2022.
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such self-initiated inquiries have only ever been undertaken sever-
al times.”3 U.S. industry, especially small and medium enterprises
(SMEs), faces notable obstacles in petitioning for relief, in partic-
ular high legal costs and difficulty obtaining data on foreign com-
panies’ pricing practices required to initiate an investigation.’* In
addition, the globalization of many industries can impede the filing
of petitions.* Clyde Prestowitz, former lead trade negotiator during
the Reagan Administration, argued in testimony before the Com-
mission that “the Secretary of Commerce should become aggressive
in identifying and combating Chinese dumping.”7> The Commerce
Department has identified lack of self-initiation as related to lack
of capacity. The Commerce Department indicated to the Government
Accountability Office in 2019, in the context of AD/CVD cases, that
it faced “historically high workloads, loss of experienced staff, and
little increase in overall staff levels,” issues that may impede capac-
ity to self-initiate.”¢ Further, in the Commerce Department’s Fiscal
Year 2021-2023 Performance Plan and Report, it identified “enhanc-
ing capacity to enforce fair and secure trade” as a top management
challenge, specifically noting that filling vacant positions at the ITA
was a key milestone it still needed to reach.”’” The ITA’s fiscal year
2023 budget estimate requested an additional “enforcement office to
handle increasing antidumping and countervailing duty (AD/CVD)
caseloads that have reached historic levels,” including 30 new en-
forcement staff positions, a more than 8 percent increase.”8

Another consideration is the methodology for determining a fair
price against which a dumping determination can be made. In AD
proceedings on imports from nonmarket economy countries, the ITA
calculates a theoretical market price of the dumped good by valuing
the exporter’s factors of production. The ITA’s calculation uses prices
from a surrogate country: a market economy at a comparable level
of economic development that produces similar goods.”® However, as
Ms. Nikakhtar argued in testimony before the Commission:

Because PRC [People’s Republic of China] goods have pen-
etrated global markets so aggressively, it is nearly impossi-
ble to find a surrogate country that has not been adversely
affected by the PRC’s predatory pricing. Prices around the
world have been depressed so extensively that virtually all
benchmark prices in trade cases are now understated and
inadequate for measuring underselling by the PRC. The re-
sult is that the tariffs ultimately imposed by the U.S. Gou-
ernment on Chinese imports to offset dumping are inade-
quate to “level the playing field,” and consequently proper
relief is denied to American firms.80

Section 201 of the Trade Act of 1974

Section 201, historically referred to as the “escape clause,” was
meant to be “the principal means by which industries harmed by
imports could receive temporary relief from foreign competition.”81

*In order for an AD/CVD investigation to move forward, for example, “domestic producers or
workers who support the petition [must] account for at least 25 percent of the total production
of the domestic like product.” As industries globalize, U.S. firms with substantial operations over-
seas may face a different set of incentives than those primarily operating domestically, leading
them to block investigations. Tariff Act of 1930 §1671, 1930.



193

Procedurally, following an administration or industry petition, the
USITC investigates to determine whether a product’s import volume
is a “substantial cause of serious injury, or the threat thereof, to the
domestic industry.”82 The USITC then submits its findings to the
president, who determines whether to implement trade restrictions.
Relief under Section 201 is meant to serve as a temporary “global”
safeguard, meaning relief is intended to deal with temporary import
surges, and import restrictions are applied to imports from all coun-
tries in a manner compliant with the WTO’s safeguard provisions.83
By not singling out particular countries, issues like transshipment
that have plagued AD/CVD cases are avoided. The tradeoff is that
allies and partners may be adversely impacted when only one coun-
try is at fault, unnecessarily irritating partners and increasing the
risk of retaliation.* Exclusions from Section 201 remediation may
occur, however, as is intended for parties in the free trade agreement
(FTA) between the United States, Mexico, and Canada (USMCA).84
The most recent use of Section 201 occurred under the Trump Ad-
ministration, when President Trump applied safeguard tariffs on
imported washing machines and solar cells and modules based on
the investigations, findings, and recommendations of the USITC.85
Previously, the Bush Administration last used Section 201 in 2002
to impose quotas and tariffs on certain steel imports, but it with-
drew the action in 2003 following a WTO challenge.86 Prior to that,
“the ITC conducted 73 Section 201 investigations from 1975 to 2001.
In 26 of those cases, the ITC determined imports were a threat to
a domestic industry and the President decided to grant some form
of relief.”87

Section 201 is based upon the premise that a surge in imports
represents a passing market disruption from which domestic indus-
try simply needs temporary protection so as to make a “positive
adjustment to import competition” characterized by “freer interna-
tional competition.”88 However, as China’s industrial practices in-
tentionally aim to take global market share via sustained Chinese
overcapacity, the logic undergirding Section 201 often does not hold.
Section 201’s standard of “substantial cause” has also proven very
difficult to establish, while its requirement of “serious” injury entails
a much more onerous burden of proof than the “material” injury
standard under AD/CVD.89

Section 232 of the Trade Expansion Act of 1962

Section 232 allows the Commerce Department to investigate any
product to determine whether it “is being imported into the United
States in such quantities or under such circumstances as to threat-
en to impair the national security.”90 Although the statute does not
provide a definition of national security, Section 232 investigations,
undertaken by Commerce’s Bureau of Industry and Security (BIS),
must consider several factors, including “domestic production needed
for projected national defense requirements; domestic capacity; the

*From October 2000 until December 2013, the United States was also able to use Section
421 of the Trade Act of 1974, which was partly based on the mechanics of Section 201. Section
421 was specific to China, des1gned as a temporary safeguard for the initial period of China’s
accession to the WTO. Jeanne J. Grimmett, “Chinese Tire Imports: Section 421 Safeguards and
the World Trade Organization (WTO),” Congresswnal Research Service CRS R 40844, July 12,
2011, 10-15.
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availability of human resources and supplies essential to the nation-
al defense; and potential unemployment, loss of skills or investment,
or decline in government revenues resulting from displacement of
any domestic products by excessive imports.”?1 Dependent on the
findings, the president can impose tariffs or quotas and can target
specific countries. The Trump Administration’s application of tariffs
on aluminum and steel imports in 2018 occurred after positive de-
terminations following Commerce’s first Section 232 self-initiations
since 1999.92

Although a wide array of actors may trigger the initiation of a
Section 232 investigation, including any “interested party,” the head
of “any department or agency,” and the secretary of commerce, in-
vestigations have historically been rare.®3 Brock Williams of the
Congressional Research Service notes that prior to the steel and
aluminum investigations in 2017 that resulted in the imposition of
tariffs, a president last utilized Section 232 in 1986, and there had
only ever been 26 investigations and six actual trade enforcement
actions.?* However, the evolving relationship between U.S. national
security and economic security in light of China’s damaging non-
market distortions may make Section 232 an increasingly useful
policy tool to ensure U.S. competitiveness in certain industries and
product categories. One recent example is imports of neodymium
permanent magnets, a critical component for electric vehicles. China
dominates global production of neodymium magnets as a result of
a variety of nonmarket practices in the automotive industry, lead-
ing the United States to rely on China for roughly 75 percent of
its imports of neodymium magnets in 2021.95 The Commerce De-
partment, in response to the Biden Administration’s identification of
this potential threat in its 100-Day Supply Chain Review, launched
an investigation into the national security implications of these im-
ports in September 2021.96 The investigation, released in a redacted
format in September 2022, determined that overreliance on foreign
imports of neodymium magnets is a threat to U.S. national security
but did not recommend imposing tariffs on imports.°? Instead, the
Administration will encourage domestic production through mecha-
nisms such as the Defense Production Act (DPA), tax credits for neo-
dymium magnets, collaboration with allies and partners on supply
chains, and workforce development.98

Section 301 of the 1974 Trade Act

Congress has delegated the executive branch broad discretion un-
der Section 301 of the Trade Act of 1974. Specifically, Section 301
empowers the USTR to suspend trade agreement concessions or
impose import restrictions if a U.S. trading partner is found vio-
lating commitments or engaging in an act, practice, or policy that
is“unreasonable or discriminatory and burdens or restricts [U.S.]
commerce.”99 As the Commission noted in 2018, “Section 301 inves-
tigations are ‘more open-ended’ than AD/CVD orders and Section
201 and 232 cases [as well as 337 cases], leaving a wide range of
actions available to the administration.”190 Unlike AD/CVD, Section
232, and Section 337 investigations, Section 301 investigations are
more routinely self-initiated by the agency.1°1 The possible remedies
available to the USTR are wide ranging. Though they typically have
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entailed tariffs, these remedies include a variety of tools such as
quotas, tariff-rate quotas, and restrictions on services and licensing
arrangements. Prior to 2017, Section 301 had largely fallen out of
use as a trade remedy tool, with 119 investigations having occurred
from 1975 to 2000 and only five between 2000 and 2016.% 102

Section 301 provides the USTR with a great deal of flexibility and
can allow for novel remedies. While this capability may be useful
as a negotiating tactic, Section 301 investigations themselves are
also a useful means of gathering data. Further, experts across dif-
ferent fields have proposed extending usage of Section 301 to other
clearly abused industries and trade issues. As Celeste Drake, who
was then Trade and Globalization Policy Specialist at the Ameri-
can Federation of Labor and Congress of Industrial Organizations
(AFL-CIO), argued before the Commission in 2018, “Section 301 has
been woefully underused to address violations of labor and environ-
mental obligations in trade agreements—the violation of which not
only acts as an inducement to transfer production abroad, but also
creates downward pressure on wages and standards in the United
States.”103 Such practices are rampant across China and continu-
ously contribute to the U.S.-China trade imbalance. As the Financial
Times reported in May 2022, local governments across China have
been intentionally ignoring labor violations to spur economic out-
put.194 Imposing costs for failing to live up to high standards can
incentivize a race to the top rather than the bottom.

Meanwhile, according to Stephen Ezell of the Information Technol-
ogy and Innovation Foundation, the United States “has never used
[Section 301’s] services trade-related provisions.”195 The statute cur-
rently lacks details on what kind of U.S. remedies are applicable.
These might entail import quotas or reciprocity in requirements for
the creation of new ventures. Several multilateral organizations,
such as the G7, the Organization for Economic Cooperation and
Development (OECD), the Global Forum on Steel Excess Capacity,
and the U.S.-EU Trade and Technology Council, are making prog-
ress on common actions that could be taken against trade-distorting
industrial subsidies and abuses of environmental, labor, and human
rights.106 Until these mechanisms come to fruition, however, Section
301 investigations and actions can protect against China’s harmful
practices and serve as a leading example for other countries facing
similar challenges.

Section 337 of the Tariff Act of 1930

Section 337 cases play a critical role in protecting the U.S. in-
novation base. A complainant can bring a Section 337 case to the
USITC in instances where specific imported products can be shown
to have used “unfair practices in import trade.”107 In practice, this
has meant the imported product improperly benefited from misap-
propriated IP. Corporate entities from China routinely engage in
industrial espionage, steal trade secrets, and ransack the open U.S.
patent database. After saving money on research and development
by engaging in this theft, the firms may then receive subsidies to

*Among the five Section 301 investigations, in 2010 the Obama Administration launched an
investigation into China’s policies affecting green technologies, following industry petition. Office
of the U.S. Trade Representative, United States Launches Section 301 Investigation into China’s
Policies Affecting Trade and Investment in Green Technologies, October 15, 2010.
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scale up production and export to the United States and other mar-
kets. This likely happened in the case of Datang Telecom Group, a
Chinese SOE, and U.S. firm Lucent, once the world’s largest tele-
communications equipment company, wherein the former’s IP theft
contributed to driving the latter out of business.198 Section 337 is
distinctive in the remedies it provides. In lieu of tariffs, if a violation
is found the USITC can directly issue exclusion orders to Customs
and Border Protection, completely prohibiting imports of the violat-
ing product.

As with AD/CVD cases, however, data limitations may hamper
more comprehensive use of Section 337. The USITC almost exclu-
sively relies on private firms to file complaints, and these firms
cannot have their cases “accepted by the USITC unless a lengthy
complaint is submitted.”199 Many firms, however, are hesitant to
come forward publicly for fear of retaliation in China.110 Mr. Ezell
recommends working broadly with a coalition of allies to produce a
large “bill of particulars” that can be used to identify and catalogue
all Chinese firms that engage in illicit technology practices.111 The
USITC could help maintain and contribute to this database and po-
tentially use it as the basis for self-initiating cases to take the onus
off the private sector.

Section 337 may also be more useful if its purview is expand-
ed beyond IP law issues, a narrow remit for a remediation mecha-
nism that was originally considered a “catch-all” statute. Ms. Drake
argues that the myopic focus on IP represents a narrowing of the
scope of Section 337 in a manner unintended by Congress:

Section 337 is a statute that has much broader applications
than have been successfully utilized by the private sector.
The ITC has essentially limited its utility to addressing vi-
olations of intellectual property despite the expansive scope
provided for in its authority. For example, a recent case filed
by U.S. Steel under 337 was undermined by the misreading
of the statute to eliminate an antitrust claim. As a result,
future Section 337 claims asserting that foreign companies
are fixing prices at below-market prices and thereby under-
cutting the prices of domestic competitors are unlikely to be
successful, which is contrary to Congressional intent.112

The USITC itself recognized in 2003 that it “has great latitude
in what constitutes unfair methods of competition or unfair acts in
importation and, thereby, whether jurisdiction exists.”113

Deffense Production Act

The DPA confers expansive authorities upon the president to in-
fluence and ensure the U.S. domestic industrial base can meet na-
tional security requirements. Migration of U.S. production capacity
to China and increasing dependence on Chinese supply chains from
the country’s intentional overproduction have raised concerns that
the United States lacks sufficient domestic capacity across a range
of key industrial and technological domains. The DPA has subse-
quently become an attractive tool to overcome some of the negative
impacts of China’s distortions. The DPA states that the “President
shall take appropriate actions to assure that critical components,



197

critical technology items, essential materials, and industrial re-
sources are available from reliable sources when needed to meet de-
fense requirements.” 114 Such actions may occur, the act elaborates,
not only during times of active conflict but also “during peacetime,
graduated mobilization, and national emergency.”115 The president
is specifically empowered to issue “rated orders” that “prioritize gov-
ernment contracts for goods and services over competing custom-
ers.”116 The DPA also grants the president the authority to provide
incentives within the domestic market, including direct purchases,
purchase commitments, loans, and loan guarantees, to “enhance the
production and supply of critical materials and technologies when
necessary for national defense.”* 117

A steadily expanding scope of industries making use of the DPA
in peacetime raises the potential for the act to be used for more
preventative or proactive strengthening of U.S. production. The act
has been routinely used since its creation in 1950, principally for
military equipment and vehicles.118 In the last several years, it has
been used outside of military-related areas to address industrial
base shortfalls. The Trump and Biden Administrations have utilized
DPA authorities extensively in response to the COVID-19 pandemic,
with the latter using it to stimulate production of COVID vaccines,
testing kits, and various types of personal protective equipment
(PPE).119 In March 2022, the Biden Administration invoked DPA
authorities to order the U.S. Department of Defense to bolster sus-
tainable domestic production of strategic minerals, in coordination
with other agencies.120

Export Controls

There are additional opportunities to continue improving and
building out the U.S. domestic export controls system to prevent
foreign access to sensitive, dual-use technologies from the United
States. While the passage of the Export Control Reform Act (ECRA)
of 2018 remains a significant Congressional achievement, fulfill-
ing ECRA’s cornerstone authorities remains a challenge. There are
continued gaps in implementation between development of tighter
controls, information sharing, and monitoring end use. Alongside
permanently codifying longstanding export control practices, ECRA
also tasked Commerce’s BIS with identifying “emerging and founda-
tional” technologies and imposing controls where necessary. Between
2018 and 2020, BIS released separate requests for public comment
to produce a methodology for identifying emerging and foundational

*The act includes three primary tools for coordinating and expanding domestic production:
Title I: Priorities and Allocation: Title I authorities under the DPA allow the president to direct
businesses or corporations to prioritize contracts, known as “rated orders,” with the government
for materials or services necessary for promoting national defense. Title III: Expansion of Pro-
ductive Capacity and Supply. Title III authorities give the president the ability to incentivize the
U.S. industrial base to expand the production and supply of certain materials or goods for the
purpose of national security. These incentives may include loans, direct purchases, and purchase
commitments. Title III of the DPA also establishes the Defense Production Act Fund, which is
an account with the Department of the Treasury to pay for Title III projects. Title VII: General
Provisions: Title VII of the DPA authorizes the president to consult with industry and other rep-
resentatives to develop voluntary agreements with private businesses, as well as the authority to
block foreign mergers or acquisitions that may harm national security. Title VII provisions also
include the authority to assemble industry executives whom the government can call upon in the
interest of national security. Michael H. Cecire and Heidi M. Peters, “The Defense Production Act
of 1950: History, Authorities, and Considerations for Congress,” Congresszonal Research Service
CRS R 4376, March 2, 2020.
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technologies. After more than four years of ECRA implementation,
BIS has not identified any foundational technologies, and in a May
2022 statement it announced it would not attempt to do so despite
Congressional direction in 2018.121 Many researchers already in the
government, such as those in the Department of Energy’s system
of national labs, have direct, hands-on experience in analyzing and
building these kinds of technologies. Together with policymakers,
these experts may better anticipate potential uses of the technol-
ogies contrary to U.S. interests. Importantly, technologists are also
equipped to understand the depth of scientific and technical capa-
bilities in other countries, being familiar with research and metrics
of their respective fields.

Another important issue is the increasing difficulty of performing
end-use checks, either pre-license or post-export, in jurisdictions like
China, wherein BIS has traditionally performed these onsite at the
product destinations.* To suspend exports to such countries would have
some sweeping effects, almost certainly disrupting ongoing Chinese ac-
cumulation of technologies but also potentially damaging U.S. exporters
and their perceived reliability. Another emerging proposal is to digitize
parts of the export controls process to make end-use and end-user ver-
ification simpler. In this approach, a combined hardware and software
solution would track the movement of some controlled goods and re-
main operable for authorized users but would also potentially act as a
“kill switch” for technology that finds its way to an adversary or unver-
ified user.122 The Center for Strategic and International Studies found
that digitization of these processes might be feasible for certain types
of products, such as Internet of Things products. Researchers cautioned
that such a tool could increase compliance but, if applied too broadly,
could have a negative effect on U.S. export competitiveness. The study
also emphasized the importance of this mechanism’s cybersecurity and
resistance to hacking, and it specified that any digitization would need
to be designed with particular attention to international data privacy
regimes to ensure that any data collected would be done so lawfully.123

Additional Controls to Address Advanced Technology
Threats

On October 7, BIS announced two rules on export controls in-
tended to curb development of military technologies in China. The
first of these rules is an interim final rule to prevent the export
of advanced computing chips, particularly those relevant to the
development of Al, and semiconductor manufacturing equipment
to entities based in China.f124 The rule sets forth several other
updates, including:

*End-use verification or end-use checks refer to the process of confirming that end users of
exported controlled goods are using such goods in a legitimate fashion consistent with applicable
export control rules. This confirmation process is typically done in person and by government
agencies responsible for administering export controls. In the United States, these agencies in-
clude the Departments of Commerce, Defense, and State. Kevin J. Kurland, “End—Use Monitoring
and Effective Export Compliance,” Conference on Export Controls and Policy, U.S. Department of
Commerce, Bureau of Industry and Security, Washington, DC, October 30, 2016, 1-2

TBIS will also grant a temporary general license “to permit specific, limited manufacturing
activities in China related to items destined for use outside China.” U.S. Department of Com-
merce, Bureau of Industry and Security, “Implementation of Additional Export Controls: Certain
Advanced Computing Semiconductor Manufacturing Items; Supercomputer and Semiconductor
End Use; Entity List Modification,” Federal Register 87:62186 (October 13, 2022).
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Additional Controls to Address Advanced Technology
Threats—Continued

e A range of new licensing obligations for U.S. persons who
may sell or otherwise seek to support Chinese entities in de-
veloping these technologies;

e Expansion of a foreign direct product rule* to 28 Chinese
entities already on the Entity List; and,

e End-use restrictions for supercomputers.

Older, less advanced chips will be covered by the new licensing
restrictions to prevent adversarial Chinese companies from devel-
oping more advanced generations from legacy technology.125 Ele-
ments of this first rule will be implemented in phases throughout
October 2022, and may be subject to refinement or expansion,
including for related Entity List designations, following the end
of the public comment period in early December 2022.126 The
second rule strengthens the BIS process relating to entities on
the Unverified List, clarifying that failure of host governments
to cooperate on end-use checks could result in the designation of
those entities directly to the Entity List. 127 Along with the rule
change, BIS announced the addition of 31 new Chinese entities
to the Unverified List while removing nine entities, making for a
total of 117 Chinese entities on the list as of October 2022.%

Inbound Investment Screening

With the passage of the Foreign Investment Risk Review Modern-
ization Act (FIRRMA) in 2018, the inbound investment screening
system has gone through considerable improvements.128 The law
allows for some flexibility to meet emerging challenges from pred-
atory investment, such as targeted Chinese investment and acqui-

*Foreign direct product rules prohibit foreign countries from exporting or reexporting controlled
items made with a certain portion of U.S.-origin technology or software (as defined by the EAR)
to restricted end users unless the exporter receives a license or license exception. Kevin Wolf et
al., “US Government Clarifies, Reorganizes and Renames Descriptions of How Foreign-Produced
Items outside the United States Are Subject to US Export Controls as the US Contemplates New
Restrictions on Russia,” Akin Gump Strauss Hauer & Feld LLP, February 9, 2022.

TThe Unverified List includes entities whose end-use of items subject to the EAR cannot be
verified by the U.S. government. U.S. Department of Commerce, Bureau of Industry and Security,
Export Administration Regulations, Part 744, March 16, 2021.

£BIS removed the following nine entities from the Unverified List: Anhui Institute of Me-
trology, Chuzhou HKC Optoelectronics Technology Co., Hefei Anxin Reed Precision Co., Hefei
Institutes of Physical Science, Jiutian Intelligent Equipment Co., Suzhou Gyz Electronic Tech-
nology Co., Suzhou Lylap Mould Technology Co., Wuxi Biologics Co., and Wuxi Turbine Blade Co.
Additions included: Beijing Naura Magnetoelectric Technology Co., Beijing PowerMac Company,
CCIC Southern Electronic Product Testing Co., Chang Zhou Jin Tan Teng Yuan Machinery Parts
Co., Chinese Academy of Geological Sciences Institute of Mineral Resources, Chinese Academy of
Science (CAS) Institute of Chemistry, Chongqing Optel Telecom, Chongqlng Xinyuhang Technol-
ogy Co., Dandong Nondestructive Electronics, DK Laser Company Ltd., Foshan Huaguo Optical
Co., GRG Metrology & Test (Chongqing) Co., Guangdong Dongling Carbon Tech. Co., Guangxi
Yuchai Machinery Co., Guangzhou GRG Metrology & Test (Beyjing) Co., Jialin Precision Optics
(Shanghai) Co., Lishui Zhengyang Electric Power Construction, Nanjing Gova Technology Co.,
Ningbo III Lasers Technology Co., Qingdao Sci-Tech Innovation Quality Testing Co., Shanghai
Tech University, Suzhou Sen-Chuan Machinery Technology Co., Tianjin Optical Valley Technol-
ogy Co., University of Chinese Academy of Sciences, University of Shanghai for Science and
Technology, Vital Advanced Materials Co., Ltd., Wuhan Institute of Biological Products Co., Ltd.,
Wuhan Juhere Photonic Tech Co., Wuxi Hengling Technology Co., Xian Zhongsheng Shengyuan
Technology Co., Yangtze Memory Technologies Co.
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sitions that are designed to appropriate U.S. innovation. Congress
could still benefit from more information gathering in areas like
greenfield investment. Even though FIRRMA expanded the purview
of CFIUS to review greenfield investments involving covered real
estate, the U.S. government does not closely monitor or publicly re-
port greenfield investments themselves.129 Ms. Nikakhtar testified
that the Commerce Department retains statutory authority to col-
lect information on greenfield investments, but there are barriers to
making such information publicly useable.130

Modifications to the inbound investment screening mechanism
and scope can have significant effects on the flow of investment into
the United States and implications for sustaining growth. Some fear
that restrictions on greenfield investment could have an immense
chilling effect on foreign direct investment (FDI) into the United
States. Detractors also worry that such restrictions would mar the
United States’ reputation as a free and open economy, potentially
impeding its ability to eliminate barriers to investment in future
negotiations abroad. Any such prohibition would also increase al-
ready growing concerns about the transparency and consistency of
the CFIUS process. U.S. enforcement of mitigation agreements is
ultimately untenable as Chinese parties in a transaction can ob-
fuscate or obscure information and state connections, leading some
experts to believe that such firms should not be granted mitigation
agreements writ large.131

Executive Order (EO) Details CFIUS’s National Security
Mandate and Lists Technologies

On September 15, 2022, the Biden Administration released an
EO that detailed specific elements of national security CFIUS
must include in its review process and also provided an explicit
list of technologies meant to garner additional scrutiny.l32 The
EO specifically identified five areas related to national security
for CFIUS to consider when assessing transactions: (1) the im-
pact on the resilience of critical U.S. supply chains, (2) the effect
on U.S. technological leadership in key areas, (3) relationship to
other industry investment trends that may cumulatively create
U.S. national security vulnerabilities, (4) cybersecurity risks, and
(5) risks to sensitive U.S. data.133 Senior Administration officials
noted to the press that while CFIUS had already been incorporat-
ing these national security concerns into its review process, the
order was intended not only to direct existing practice but also to
send “a very clear message, a public message, to the private sec-
tor” on the process and better inform private sector stakeholders
and firms.134

Prospective Tools

Outbound Investment Screening

Where CFIUS scrutinizes foreign investments into the United
States, an outbound investment screening mechanism would scru-
tinize U.S. investments into foreign countries. This process would
complement existing export controls, which, as Ms. Kilcrease argued
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in testimony before the Commission, prevent the ¢ransfer of tech-
nology to China but not the development of technology in China.135

According to former CFIUS Lead Counsel Ben Joseloff, there are
three different risk scenarios related to outbound investment that
an outbound investment-screening mechanism could seek to ad-
dress: (1) technology development via FDI and joint ventures; (2)
offshoring and supply chain development concerns; and (3) finan-
cial flows—including venture capital, private equity, and potentially
portfolio investments—that assist with the development of certain
companies, technologies, and sectors in countries of concern.136 An
important preliminary consideration is which of these three areas
(or combination of areas) an outbound investment screening mech-
anism would address. In testimony before the Commission, Ms. Kil-
crease argued that an outbound investment screening mechanism
should aim for a clearly specified set of objectives. The objectives
could “include maintaining U.S. technological leadership in domains
that are directly or indirectly important for future U.S. military
dominance, U.S. intelligence capabilities, and resilient operation of
U.S. critical supply chains and physical and digital infrastructure,
as well as preventing the use of technology to undermine democratic
institutions and human rights.”137

A more tailored and bounded objective of an outbound investment
screening process would be to protect critical U.S. supply chains via
ex-ante screening of proposed FDI that could lead to offshoring to
China in critical supply chain segments. By contrast, a more expan-
sive outbound investment mechanism would take into consideration
China’s technology development vis-a-vis that of the United States
and include within its mandate an aim to constrain the develop-
ment of advanced technology and critical capabilities on national
and economic security grounds. Such an outbound review process
would involve—but also go beyond— screening joint ventures and
FDI to potentially include consulting, advisory, venture capital, pri-
vate equity, portfolio investment, and other forms of knowledge and
capital transfer. According to independent research firm Rhodium
Group, implementing a sweeping outbound investment mechanism
would make the United States “one of only a handful of OECD econ-
omies that have such formal restrictions or review requirements in
place” and potentially contravene the U.S. tradition of supporting
the free movement of capital.138 Private industry groups, mean-
while, have expressed concern that such a mechanism, particularly
if deployed unilaterally, could hurt U.S. companies’ relative global
competitiveness.139

Divestment Authority

Russia’s war on Ukraine has prompted a range of U.S. and al-
lied responses to cut ties with Russia, but it has also demonstrated
the challenge of comprehensively divesting U.S. capital and com-
merce from potential adversary countries. A divestment authority
could provide such a mechanism, enabling the executive branch to
respond to security threats emanating from existing U.S. investment
overseas. Currently, the U.S. government does not have an explicit
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divestment authority that is broadly applicable.* The Internation-
al Emergency Economic Powers Act (IEEPA) grants the president
sweeping authority to “nullify, void, prevent, or prohibit” transac-
tions in response to “any unusual and extraordinary threat... to the
national security, foreign policy, or economy of the United States.” 140
In testimony before the Commission, then Vanderbilt University
professor of law Timothy Meyer noted this authority could theoret-
ically encompass ex-post transactions, though there is no clear pro-
cess for doing so.141

IEEPA could be broadly interpreted to compel U.S. entities to di-
vest from stocks abroad, but it has some limitations. IEEPA authori-
ty exclusively applies to property where a foreign country or national
retains an interest, but it does not explicitly authorize divestment.
For instance, it is possible that IEEPA could nullify U.S. stakes in
Chinese joint ventures, but it may not be applicable to wholly owned
U.S. entities located in China. The law provides the president great
discretion to determine how it can prevent or prohibit transactions,
though increased use of the law has inspired additional debate on
whether Congress should prescribe additional parameters.142 The
Trump Administration’s 2019 efforts to use IEEPA as a basis for
tariff application on Mexican imports was met with controversy, and
industry groups indicated they would challenge the action in court
if implemented.{ 143

A lack of specifics in IEEPA could have consequences for future
applications and be subject to abuse. The scope of the law’s applica-
tion has increased over the last two decades beyond specific geog-
raphies or nationalities, and the duration of these emergencies has
extended as long as 40 years.14* Presidents have invoked the law
in response to events widely regarded as emergencies, such as the
1979 Iran hostage crisis and the spread of biological weapons, but
no executive has yet fully utilized IEEPA in response to econom-
ic security threats.145 While there have been several lawsuits from
private U.S. entities against the government on account of its use of
IEEPA, none of these legal challenges have been successful, point-
ing to potential gaps in process and public consultation, particular-
ly with increased reliance on IEEPA.146 In anticipating such legal
challenges,f Dr. Meyer advised legislating a more precise authority

*For two years following the act’s passage in July 2010, the Comprehensive Iran Sanctions,
Accountability, and Divestment Act of 2010 supported state and local governments divesting from
any entity that had more than $20 million invested in Iran’s energy sector along with prohibiting
further government funds or contracts with ties to Iran. In December 2007, the United States
also enacted the Sudan Accountability and Divestment Act to support divestment of state and
local governments, along with fund managers and investment advisers from companies with in-
terests in four of Sudan’s business sectors. Comprehensive Iran Sanctions, Accountability, and
Divestment Act of 2010 §202, Pub. L. 111-195, 2010; Sudan Accountability and Divestment Act
of 2007 §3, Pub. L. 110-174, 2007.

TIn May 2019, then President Donald Trump announced his intent to use IEEPA to declare a
national emergency around migration flows from the southern border. In response to this emer-
gency, then President Trump moved to apply a 5 percent tariff to all imported goods from Mexico
that would have gradually been raised to 25 percent absent “effective actions taken by Mexico.”
However, the United States and Mexico subsequently reached an agreement that resulted in the
indefinite suspension of the tariffs. The use of IEEPA to impose tariffs is less common, but there
is precedent from then President Richard Nixon’s 1971 use of the Trading with the Enemy Act
(IEEPA’s predecessor law) to apply tariffs in response to a balance of payments crisis. Scott R.
Anderson and Kathleen Claussen, “The Legal Authority behind Trump’s New Tariffs on Mexico,”
Lawfare, June 3, 2019. Liam Stack, “U.S. and Mexico Issue Joint Declaration on Migration and
Tariffs,” The New York Times, June 7, 2019.

iFor instance, Chinese smartphone maker Xiaomi and big data processor Luokung both suc-
cessfully challenged prohibitions on U.S. investment in their publicly traded securities. The pro-
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with a clearly defined scope and set of conditions under which it
may be invoked. Greater regulatory certainty could prevent overuse,
better withstand judicial scrutiny, and provide an adequate channel
for public input and recourse.

Market Access Charge

Most policy tools, such as those identified above, aim to reme-
dy unfair trade practices with China via the current account (i.e.,
trade), principally through tariffs, tariff-rate quotas, and exclusion
orders. Tools targeting the financial account—comprising portfolio,
FDI flows, and reserve flows—are much less frequently considered.
As Douglas Irwin describes in his book Clashing over Commerce,
however, it may be the financial account at the root of the prob-
lem. After the fixed exchange rate system collapsed in 1973, cap-
ital controls—which had been a pervasive and fundamental part
of the Bretton Woods system—similarly disappeared, and floating
exchange rates became the norm. Financial flows between coun-
tries increased massively, which “allowed large trade imbalances to
emerge. In the U.S. case, other countries wanted to use dollars they
earned exporting to the United States to buy U.S. assets rather than
American-made goods. As a result, the dollar appreciated in value
and exports began to fall short of imports as foreign investment in
the United States surged.”147

The obverse of surplus capital inflows is a trade deficit. Because of
this fundamental accounting identity, some economists and policy-
makers have argued that the United States can correct trade imbal-
ances by implementing a fee or a tax on acquisitions of U.S.-dollar
denominated assets.14® Such a tax would deter acquisition of U.S.
financial assets, lead to a devaluation of the U.S. dollar, and ulti-
mately rebalance trade. A market access charge (MAC) would be one
such implementation method. Joseph Gagnon, an expert on mone-
tary and currency policy at the Peterson Institute, has expressed
tentative support for the measure so long as a MAC is uniform
across all types of financial inflows. This would ensure minimum
ability to “game” the policy, minimize distortions, and otherwise al-
low market forces to operate normally.149 A MAC would also raise
substantial revenue—a 5 percent MAC could raise $300 billion over
five years—which could fund various domestic priorities.150

Instituting a MAC, however, raises several serious concerns. First,
taxing financial inflows would be inconsistent with the United
States’ post-Bretton Woods support for financial account liberaliza-
tion. Second, a number of private sector stakeholders would object to
such a measure. And third, instituting a MAC would not be costless:
limiting foreign inflows could lead to a rise in short- and long-term
domestic interest rates.151

hibitions relied on IEEPA authority invoked under EO 13959, which restricted investment in
Chinese companies designated as contributing to China’s mllltary by the U.S. Department of
Defense (DOD). The U.S. District Court for the District of Columbia granted Xiaomi and Luokung
preliminary injunctions in March and May 2021, respectively, arguing that the designation by
DOD failed the “arbitrary and capricious test” established by the Administration Procedure Act
(APA). Section 706(2)(A) of the APA indicates courts reviewing regulation may overturn agency
actions if they find factual assertions or underlylng rationale “arbitrary, capricious, an abuse of
discretion, or otherwise not in accordance with law.” United States District Court for the District
of Columbla Xiaomi Corporation v. Department of Defense, et al., Memorandum Opinion: Grant-
ing Plamtszs Motion for Preliminary Injunction; Grantmg Plamtlffs Motion for Leave to File
Supplemental Declaration, March 12, 2021, 7-9.
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Opportunities for New or Alternative Structures

In addition to adjustments of its own national policies, the United
States can take steps to better defend against China’s predatory
policies through close cooperation with likeminded countries.

U.S. Cooperation with Allies and Partners

The United States is focused on cooperating with allies in small-
er-scale partnerships that may be able to achieve commitments with
high standards for ensuring labor rights, lowering emissions, and
guaranteeing supply chain security. Ongoing initiatives at the bilat-
eral or trilateral levels also offer potential models for other plurilat-
eral arrangements that can be narrowly tailored while filling gaps
unaddressed by larger multilateral arrangements.

U.S.-EU Trade and Technology Council

Launched in June 2021, the U.S.-EU Trade and Technology Coun-
cil (TTC) is a forum for bilateral cooperation centered on key is-
sues confronting democracies and market economies. Agreement
and cooperation achieved on both sides may be a useful foundation
for broader coalitions in the future, as the partnership represents
28 countries that accounted for nearly 42 percent of global GDP
in 2021.#152 While neither the United States nor the EU explicitly
name China as a focus of the TTC’s mission, the May 2022 Joint
Statement notes that the TTC “will continue to oppose actors who
threaten the multilateral rules-based order and fundamental prin-
ciples of international law.”153 The TTC has divided its efforts into
ten working groups,f many of which will have a bearing on global
trade and economic rules and norms.

Technology

In addition to facilitating greater transatlantic trade, successful
cooperation on technology standards can bolster coordination of both
sides to counter Chinese influence in the formation of international
standards. The United States and the EU are dedicating particular
attention to artificial intelligence (AI), which connects to multiple
working areas under the TTC.15¢ These efforts parallel key risks
emanating from Chinese industrial policies. Chinese government
bodies and firms have focused on creating standards for particu-
lar AT applications, like facial recognition, that are essential for the
operation of mass surveillance systems. The United States and the
EU are likely to address global surveillance and facial recognition
standards from a human rights-based perspective. Experts also an-
ticipate that the two sides will collaborate more effectively on export
controls in the wake of Russia’s invasion of Ukraine. Within less
than a month of the invasion in February 2022, several democratic

*Although the EU is composed of 27 sovereign nations, it has the sole responsibility of negoti-
ating trade agreements and other trade policy with third countries. The EU also holds exclusive
responsibilities over matters concerning commercial aspects of IP, public procurement, and FDI.
European Commission, “Making Trade Policy.”

TThe ten working groups include: tech standards, climate and green tech, secure supply chains,
information and communications technology and services (ICTS) security and competitiveness,
data governance and tech platform regulation, misuse of technology threatening security and
human rights, export controls, investment screening, promoting SME access to and use of digital
technologies, and global trade challenges. European Commission, “Factsheet: EU-US Relations
EU-US Trade and Technology Council,” June 2021.
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countries coordinated the application of new export controls to stem
the flow of technologies to Russia.15 (For more on China’s actions
related to the invasion of Ukraine, see Chapter 2, Section 1, “Year
in Review: Economics and Trade.”)

Even as there are welcome opportunities for transatlantic cooper-
ation, there are also longstanding differences in the United States’
and the EU’s approaches to technology, regulation, and trade that
may be difficult to reconcile. As the United States continues to op-
pose China’s promotion of internet sovereignty, the EU began devel-
oping its own strategy for managing technology and consumer pro-
tection in 2019 centered on strengthening European innovation and
regulation of technology to find “European solutions.” 156 EU officials
also emphasize increased consumer control and government super-
vision in their approach, similar to principles already outlined in the
EU’s General Data Protection Regulation.*157 While the European
vision of tech sovereignty is distinct from China’s, it is nonetheless
still at odds with the U.S. approach. The recent slate of EU regu-
lations related to online advertising, antitrust, and digital taxation
often directly target U.S. tech companies in moves that U.S. indus-
try has claimed are discriminatory and protectionist on the part of
EU regulators.158 On technical standards in particular, the EU ap-
proach remains far more top-down in nature than that of the United
States. Domestic industry leads U.S. standards-setting efforts while
the government supports but does not coordinate this development.
Meanwhile, the EU has considerably more government involvement
in setting direction and prescription over which standards are nec-
essary and must be drafted in accordance with regulations.159 The
difference in these approaches stands to be a key obstacle in collab-
orating on technical standards setting vis-a-vis China.

Trade and Investment

The TTC will likely be a channel for continued transatlantic part-
nership around investment screening practices, measures to prevent
Chinese circumvention of trade defense measures (e.g., AD/CVD,
etc.), and related data sharing. The United States was an early
adopter in scrutinizing Chinese FDI, passing FIRRMA in 2018 to
better target predatory investments. Chinese appliance maker and
SOE Midea Group’s 2016 acquisition of German robotics firm Kuka
has also helped to prompt the EU to become increasingly cautious
about China’s investment activities within its borders.160 CFIUS
has considerable experience in this area that may help the EU’s
evolving investment screening regime. Similarly, both sides can con-
tinue to collaborate on identifying and blocking Chinese products
that attempt to circumvent AD measures by moving production to

*The EU’s General Data Protection Regulation came into effect in May 2018. These regulations
are fundamental to EU privacy and human rights law, focused largely on individual rights to data
and personally identifiable information. The regulations guarantee an individual’s right to access
or erase their data, along with portability and ability to restrict automated decision-making on
the basis of such personal data. The regulations include certain security and cross-border transfer
obligations for controllers and processors in collecting and using personal data. The General Data
Protection Regulation has become a highly influential model for privacy regulation, particularly
in that it requires other jurisdictions to obtain “adequacy,” or recognized protections on par with
those of the EU, for EU orgamzatlons to easily transfer data to organizations in another juris-
diction. Jennifer Bryant, “3 Years In, GDPR Highlights Global Privacy Landscape,” International
Association of Privacy Professionals, May 25, 2021; European Commission General Data Protec-
tion Regulations, Chapter 3, “Rights of the Data Subject,” 2016.



206

a new jurisdiction.161 These areas are ripe for cooperation and also
correspond closely to the TTC’s working group for supply chain se-
curity. (For more on supply chain security, see Chapter 2, Section 4,
“U.S. Supply Chain Vulnerabilities and Resilience.”)

Continued Trilateral Efforts

Cooperative work among developed and democratic countries
is not limited to the United States and the EU. Since 2018, trade
ministers from Japan, the United States, and the EU have been
working together to fill gaps in current WTO discipline with new
rules and principles. These trilateral efforts may pave the way for
future agreement on new rules that might be broadly adopted by
other developed countries, either in existing forums or under new
arrangements. Respective trade ministers met six times between
May 2018 and November 2021 to identify common problems, often
with China as the underlying focus of their discussions around non-
market economies.12 In January 2020, trade ministers from each of
the three sides announced proposed amendments to WTO rules on
subsidies and countervailing measures, including new notification
obligations and measures to target overcapacity.163 The three sides
agreed to work on broadening the WTO subsidies discipline, which
could potentially allow WTO members to pursue AD/CVDs against
more Chinese entities like SOEs and respond to subsidization from
state banks.* The three sides also highlighted the need to confront
forced tech transfer through “export controls, investment review for
national security purposes, their respective enforcement tools, and
the development of new rules.”164 In the past four years, the trilat-
eral group has also committed to working together on digital trade
initiatives at the WTO, helping to drive agreement on some new
rules related to e-commerce and electronic transfer of data.165 The
group continues to work on other matters such as developing a fair
export credits system and creating rules that target other forms of
state support aside from subsidies.166

Sector-Specific Managed Trade Arrangements

U.S. cooperation with the EU and Japan is also manifesting on a
sector-specific basis while focusing on environmental goals. In Octo-
ber 2021, the United States launched the U.S.-EU Arrangements on
Global Steel and Aluminum Excess Capacity and Carbon Intensity
(also called the Global Arrangement on Sustainable Steel and Alu-
minum). The deal replaced U.S. tariffs on EU steel and aluminum
imports the Trump Administration applied in 2018 under Section
232 and established tariff-rate quotas, which permit a certain quan-
tity of imports to be traded tariff free or at a reduced rate. The
deal also eliminated retaliatory EU tariffs on a range of U.S. goods,

*Under WTO disciplines, “for a financial contribution to be a subsidy, it must be made by or at
the direction of a government or any public body within the territory of a Member.” As a result
of another U.S.-China dispute in 2008, the WTO determined that Chinese SOEs and Chinese
state commercial banks would not be considered “public bodies.” The WTO opined that the United
States was imposing excess AD/CVDs because it was too broad in its interpretation of “public
body” and, consequently, its assessment of China’s state subsidies. “The mere fact that a govern-
ment is the majority shareholder of an entity does not demonstrate that the government exercises
meaningful control over the conduct of that entity, much less that the government has bestowed it
with governmental authority.” World Trade Organization Appellate Body Report, United States—
Definitive Anti-Dumping and Countervailing Duties on Certain Products from China, 123.
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including motorcycles and bourbon.167 Under the Global Arrange-
ment, the United States and EU have committed to negotiate an
agreement to address “nonmarket excess capacity” and to establish
high standards for carbon emissions in the production process.168
The two sides are still developing exact standards to assess these
conditions, and the process may be open to other economies.1%9 Ja-
pan has not been invited to join the Global Arrangement, but in
February 2022 Japanese and U.S. negotiators did reach a separate
agreement on Section 232 whereby qualifying Japanese steel im-
ports would no longer be subject to tariffs and instead imported
under a tariff-rate quota.170

Sector-specific trade arrangements could serve as an alternative
to typical trade agreements that capture both economic and other
public policy goals. Instead of further opening markets, these trade
arrangements focus on a small group of market-oriented partners
coordinating to ensure high standards of production among partic-
ipants. Emissions reduction and climate change mitigation are the
goals of these arrangements, but the true novelty is their readjust-
ment of import policies. Future arrangements modeled on the U.S.-
EU deal could address goals other than carbon emissions, targeting
other forms of sustainability or resource intensity. Such arrange-
ments might also focus on other sectors and set standards for non-
environmental goals such as labor rights. Through these kinds of
arrangements, the United States and its allies could target Chinese
excess capacity in carbon-intensive sectors like concrete and cement,
of which over half of global capacity is sourced from China.171 The
Global Arrangement’s forthcoming negotiations will specify “trade
defense instruments,” which could be an easily adaptable model for
safeguards in any new sector-specific arrangement. As international
trade expert Jennifer Hillman wrote, the arrangement can also serve
as an important foundation for technological exchange.172 Similarly,
establishing other arrangements based on this model could lead to
increased data sharing, monitoring of supply chains, and collective
analysis of Chinese practices among partners.

New Export Control Regimes

Export controls are a powerful but procedurally complex tool of
U.S. security and trade policy. According to former U.S. Assistant Sec-
retary for Export Administration Kevin Wolf, the multilateral export
control system traditionally sought to control commercial technolo-
gies with “a direct link to weapons of mass destruction, conventional
weapons and other military items, space- and launch-related items,
or the dual-use commodities, software, and technologies necessary
for their development, production, or use.”173 China’s military-civil
fusion efforts uniquely challenge assumptions about the definition
of dual use and pose complex questions regarding how to anticipate
and thus best control emerging technologies for which the dual-use
application is not yet clear. The rapidly evolving nature of technol-
ogy, particularly in emerging areas like Al, makes it increasingly
easy to repurpose commercial hardware and software for offensive
applications. The Chinese government also prioritizes development
of technologies for surveillance and information control, components
that are key to its domestic political aims but increasingly make
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up part of China’s exports and appeal to other authoritarian-lean-
ing or illiberal countries. Many surveillance technology inputs like
cameras, sensors, processors, and even related software are often
sourced from the United States. The definition of “dual use” has
subsequently expanded in the face of China’s extensive reliance on
surveillance technology, which not only is used to perpetuate human
rights violations but also presents some potential new security risks
for military and nonmilitary uses.174

The multilateral export controls system suffers from slow deci-
sion-making and, in some cases, is too outdated or inflexible to ad-
dress these questions. The Wassenaar Arrangement is the broadest
of the multilateral control groups in terms of technology coverage,
but progress on new controls has languished due to Russia’s mem-
bership in the agreement.*175 Current processes and need for con-
sensus within Wassenaar, along with prohibition on targeting specif-
ic countries, make accomplishing new controls particularly difficult.

In testimony before the Commission, Ms. Kilcrease proposed
that the United States pursue a new multilateral controls regime
that can work alongside Wassenaar but exclude Russia and act as
more of a values-based regime.17®¢ This new structure would allow
for members “to coordinate export controls for a broader range of
strategic objectives, including those that are specific to China, Rus-
sia, or other countries of concern as may be identified.”177 A new
multilateral export controls regime could introduce controls based
on protecting human rights and democracy, which would articulate
a clearer vision for national security in the face of contemporary
weaponization of technologies. Smaller multilateral export control
regimes focused on certain technology groups might also be effective
and potentially more flexible. The United States currently partici-
pates in three other groups that have a narrow technology focus: the
Nuclear Suppliers Group, the Missile Technology Control Regime,
and the Australia Group, the last of which is specific to chemical
weapons precursors.17’8 These three technology-specific groups of-
fer a potential model for new multilateral control groups that can
better coordinate on supply chain security for optimally quick and
effective controls.

Other fora may also provide a helpful backdrop to these export
control efforts. The United States, Australia, India, and Japan lead
the Quadrilateral Security Dialogue (“Quad”), a group that also en-
courages like-minded countries to cooperate on a range of security
issues. The Quad also has a broader network called “Quad Plus”
that meets on a separate agenda and includes countries such as
New Zealand, South Korea, and Vietnam.'7® In March 2021, the
Quad announced the formation of a Critical and Emerging Tech-
nologies Working Group, which has focused on a range of issues,
particularly (1) technology design, development, and use; (2) tech-

*The Wassenaar Arrangement is a voluntary export control regime with 42 member countries.
The arrangement was established in 1996 following the dissolution of the Coordinating Commit-
tee for Multilateral Exports Controls (also known as COCOM), which was focused on preventing
weapons and dual-use goods exports to the Soviet Union. The Wassenaar Arrangement is focused
on promoting “transparency and greater responsibility in transfers of conventional arms and
dual-use goods and technologies.” Members agree to some guidelines and procedures, including
reporting requirements and domestic application of controls to a particular list of items generated
by consensus. Secretariat of the Wassenaar Arrangement on Export Controls for Conventional
Arms and Dual-Use Goods and Technologies, “About Us.”
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nology standards; (3) telecommunications deployment and supplier
diversification; (4) horizon-scanning for technologies, particularly
biotechnology; and (5) critical technology supply chains.180 While
the agenda of this group is not specific to export controls, these focus
areas parallel ongoing conversations about updating or expanding
multilateral controls, and Quad discussions may provide a useful
forum to tackle technology transfer in this regard.181

Economic NATO

China’s escalation of economic coercion has increased calls for
a coordinated counterresponse.182 While the CCP has a history of
weaponizing its economic position, two recent outstanding exam-
ples have spurred these calls.183 The first is the CCP’s treatment
of Lithuania following the opening of the Taiwanese Representa-
tive Office in the country. Lithuania suffered a number of coercive
actions in response: its diplomatic status was downgraded; it was
removed as an option on Chinese customs forms, which effectively
blocked all imports from Lithuania into China; and companies
from other European nations were allegedly pressured into cut-
ting Lithuania out of their supply chains.184 The second case is
that of Australia, following its calls for an open investigation into
the origins of COVID-19. China, in response, imposed large tariffs
on a number of Australian exports, including barley and wine;
instituted arbitrary restrictions on Australian timber by claiming
pests were found in logs; and unofficially banned Australia’s coal
exports.* 185

Several experts, former government officials, and scholars have
contemplated the possibility of an economic defense pact or “eco-
nomic NATO” in response to Beijing’s economic coercion among
a group of aligned countries.186 Matthew Pottinger, former Na-
tional Security Council advisor and distinguished visiting fellow
at the Hoover Institution, suggests that such a coalition would
allow any goods arbitrarily banned by China under its coercive
efforts “to be absorbed into the [other] economies equitably” and
thus “create a deterrent against China.”187 In another vision of
this coalition, Clyde Prestowitz, testified before the Commission
that it “would have to refrain from any significant dependence on
China” across a range of advanced technologies.188 In late 2021,
the European Commission proposed a similar mechanism, known
as its anti-coercion instrument (ACI), that would be inclusive
of the EU and its Member States.13® Although it did not spe-
cifically name China, the ACI was drafted to provide defense in
situations like that of Lithuania.l90 The European Commission
describes the ACI as a formal legislative framework that would
enable a quick, collective response to acts of economic coercion,
with consequences ranging “from imposing tariffs and restricting
imports from the country in question, to restrictions on services
or investment or steps to limit the country’s access to the EU’s
internal market.”191 The European Parliament’s Committee on
International Trade is expected to vote on the legislation in late
2022.192 Tt is possible that under the U.S.-EU TTC, both sides

*For more on China’s economic coercion, see U.S.-China Economic and Security Review Com-
mission, 2021 Annual Report to Congress, November 2021, 150-152.
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could further coordinate on these policies and share best practic-
es with other likeminded countries.

In addition to the measures highlighted via the ACI, further
mechanisms under a mutual economic defense pact could also be
implemented. One such mechanism, proposed by founder of the
Overshoot economics research service Matthew Klein, Rhodium
Group analyst Jordan Schneider, and former policy advisor at the
Commerce Department David Talbot, would be to create a suprana-
tional fund that would compensate victims of coercion and spread
the pain across a wide array of aligned countries.’®3 Such a fund
could potentially deter countries from attempting acts of economic
coercion in the first place. As the authors argue:

A fully operational Freedom Fund would neuter these
attempts to bully. By pledging to support one another’s
businesses through boycotts, embargoes, and other mea-
sures, the allies would be able to maintain an almost im-
penetrable financial defense. Buying Australian wine and
holding it in storage, for example, would be trivial for the
allies but a meaningful response to Chinese bullying—
and it might not even cost anything. This defensive ca-
pacity should encourage more countries to join the mutual
economic defense pact, which also expands the potential
power of any future offensive operations supported by the
Freedom Fund.194

As China’s willingness and ability to deploy economic coercion
grow, a mutual economic defense pact comprising both defensive
and offensive measures could serve to reduce the efficacy of such
tactics.

Regional Trade Engagement Strategies

Trade in the Indo-Pacific is a key priority for both the United
States and China. The Indo-Pacific is a huge, economically di-
verse region critical to global trade, accounting for 60 percent of
both global GDP and maritime trade.1®5 The region’s role in glob-
al commerce has driven strong interest in forming trade agree-
ments and increasing economic engagement, both from within
the region and from external trading partners. U.S. economic en-
gagement is built on a strong legacy of security guarantees and
partnerships as well as assistance for trade, development, and
capacity building. Meanwhile, Chinese policymakers are seeking
to use trade and trade agreements to mold the Indo-Pacific into
its sphere of influence.19¢ Beijing sees U.S. efforts to increase eco-
nomic engagement as a threat to its regional leadership, supply
chain security, and broader regional security. Due to strong U.S.
security ties in the region, Chinese policymakers are particularly
eager to deepen economic ties and lean primarily on economic in-
centives to influence countries in the region. Over the last decade,
China has already become the largest trading partner for many
of its neighbors, trading twice the value of goods with the region
compared to the United States in 2021.197

Consistent with China’s increased investment in international
organizations over the last decade, Chinese policymakers have
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emphasized participation in trade agreements in a bid to expand
exports and claim international leadership in free trade. Since
2010, China has nearly doubled its participation in trade agree-
ments, holding 17 FTAs with a total of 24 countries and its two
special administrative regions, Macau and Hong Kong, as of June
2022.198 China’s FTAs have generally been with nearby partners
and signed with relatively low-ambition commitments, meaning
they have focused primarily on tariffs rather than standards or
regulatory harmonization.19® As China’s government has started
to develop more of its own laws, such as those related to data
and cybersecurity, it sees these as a basis for rulemaking within
the region and globally.200 Governments in the region frequently
express that their countries should not be made to “choose” be-
tween both powers. High variation in economic and governance
styles along with respective interests among countries in the re-
gion make exact alignment with either the United States or Chi-
na difficult. This is particularly true for countries with strong
U.S. security ties that struggle to meet high standards for labor
and environmental regulations. While several of China’s closest
neighbors are concerned about Chinese infringement on their
territorial and maritime sovereignty, China also remains their
largest trade partner in the region. In particular, China remains
a large export market for some countries farther upstream in
the global value chain. The United States and China nonetheless
remain peer competitors in the region for influence and greater
alignment to their respective standards, regulatory models, and
governance styles. The Regional Comprehensive Economic Part-
nership (RCEP) and the Comprehensive Progressive Trans-Pacific
Partnership (CPTPP) have become symbols of this regional com-
petition. ASEAN countries have principally steered RCEP, though
China claims the passage as a key geopolitical success and has
framed the deal as evidence of its regional leadership.201 CPTPP
is the legacy of the Trans-Pacific Partnership (TPP), which the
United States steered significantly even though it did not initiate
the deal.*202 Neither the United States nor China is currently
part of CPTPP, but China has applied to the trade pact while the
Biden Administration has expressed concerns related to CPTPP
and thus far committed to a different trade initiative, its Indo-Pa-
cific Economic Framework (IPEF). There is significant overlap in
membership between these three arrangements, which represent
large chunks of the global economy (Figure 1).

*TPP originated from a 2005 trade agreement between Brunei, Chile, New Zealand, and Sin-
gapore, with the United States joining in 2008 and bringing along Australia, Vietnam, and Peru.
The group eventually expanded to Canada, Japan, Malaysia, and Mexico. After 19 meetings and
six years of negotiation, the countries came to a consensus on text in 2015 and signed the agree-
ment in 2016, with several countries ratifying the deal between 2016 and 2017. The United
States did not ratify the deal and withdrew altogether in 2017. James McBride, Andrew Chatzky,
and Anshu Siripurapu. “What’s Next for the Trans-Pacific Partnership (TPP)?” Council on Foreign
Relations, September 20, 2021.
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Figure 1: CPTPP, RCEP, and IPEF Members
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Source: Adapted from Peter A. Petri and Michael Plummer, “RCEP: A New Trade Agreement
That Will Shape Global Economics and Politics,” Brookings Institution, November 16, 2020.

Note: China and the United Kingdom have applied to CPTPP, while as of September 2022
South Korea was preparing an application it has not yet submitted to join the agreement. Brunei
has not yet ratified CPTPP.

Comprehensive and Progressive Trans-Pacific Partnership

The rechristened CPTPP came into effect in 2018 with much of
the deal still intact from its prior form as TPP. TPP’s provisions to
reduce the role of SOEs remain in CPTPP. In total, 22 individual
provisions were changed or suspended from TPP’s conversion into
CPTPP in an agreement of several hundred provisions.*203 These
22 provisions mostly related to IP rights and investor-state dispute
settlement and specific IP issues concerning pharmaceuticals and
length of copyright terms, leaving most of the rest of the deal in-
tact.20¢ CPTPP was nonetheless the first FTA to include rules on
e-commerce and the first agreement with a digital trade chapter
designed to secure the free flow of data.205

CPTPP membership may offer fewer discrete economic advantages
to the United States than membership in its predecessor in terms of
both substance and circumstance. The agreement has retained some
provisions that were key priorities for U.S. negotiators under TPP,
but the underlying commitments of these provisions have weakened
in several cases. Special exceptions or “side letters” signed among
the remaining 11 countries have weakened or delayed the ability to
enforce standards across the trade bloc.206

CPTPP for China: An Opportunity or a Challenge

Despite not currently being a party to the agreement, China could
still gain from the agreement’s implementation whether or not its

*TPP consisted of 30 chapters with around a dozen individual provisions each, not counting
the 117 general and chapter-specific annexes that contain various numbers of detailed provisions
each. Office of the U.S. Trade Representative, TPP Full Text.
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application advances. Chinese firms may benefit from increasing
regional integration along the Pacific Rim as well as potential ad-
vantages from the agreement’s rules of origin. While lower, more
flexible rules of origin are advantageous to CPTPP producers who
can receive preferential tariff treatment on exports within the trade
bloc, such rules also raise concerns that Chinese producers could
find “back doors” to dump inputs in CPTPP countries.2°7 Chinese
dumping and overcapacity are already a serious problem for U.S.
trading partners. In third country markets like Vietnam, the United
States has pursued cases against hot-rolled steel, which relied on
dumped Chinese imports that were underpriced due to government
subsidies. From India to Germany, steel overcapacity from China
caused widespread job shortages and subsequent protests.208

In recent years, many across the political spectrum have endorsed
a U.S. reentry to CPTPP, believing it has geostrategic potential to
strengthen U.S. influence in the Indo-Pacific. Supporters of CPTPP
believe that enlarging U.S. presence in the region can provide coun-
tries with an alternative to China’s model while also potentially
pressuring China to change its economic behavior.209 Others are
skeptical that any such agreement could effectively contain China
or force fundamental changes to its economic policy, particularly
given past examples of failure to change China’s behavior in other
pluri- and multilateral forums.21© While some experts argue that
CPTPP’s value is primarily strategic rather than economic, others
also hold that the United States provides ample security guarantees
to partners in the region and does not need a trade agreement to
demonstrate regional influence.211

China’s CPTPP Application Adds Complexity

In September 2021, China officially applied to join CPTPP, pre-
senting a challenge to consensus among current members of the
bloc.212 Its application followed news that Taiwan would submit its
own application to CPTPP.213 While China’s application was sur-
prising to some, there have been signs of interest as far back as
2015 and General Secretary Xi made a direct allusion to joining in
2017.214 China’s intent to meet CPTPP’s high standards remains
unclear, but the application underscores its repeated geopolitical
narrative that China will assume leadership in the absence of the
United States. In 2016, Chinese official opinions about TPP had ap-
peared to shift, with the Ministry of Commerce calling it “one of the
key agreements.”215

While there has not been clear signaling that China will pursue
accession negotiations, the road to CPTPP membership will likely be
difficult both politically and economically.216 Public statements from
the Japanese government have indicated hesitance to allow China
to join; they also signal Japan’s intent to apply CPTPP standards
stringently to China’s application should Beijing move forward
in negotiating.217 Similarly, Australia’s trade minister said China
would need to “meet, implement, and adhere to the high standards
of the agreement” and retain a “track record of compliance” with the
WTO.218 Malaysia, meanwhile, has welcomed China’s participation
in the agreement as well as Taiwan’s.21® Along with facing push-
back from current CPTPP members about joining the agreement,
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China would also require exceptions or adoption of “nonconform-
ing measures” related to SOEs in any CPTPP accession to comply
with the basic provisions of the agreement. Such exceptions are not
uncommon, with Vietnam successfully obtaining 14 nonconforming
measures that allow the Vietnamese government to engage in price
setting and to provide financial support to SOEs.220

Renegotiation and Incentive Structure

There is widespread disagreement on how much more U.S. ex-
porters could gain relative to potential U.S. employment losses as
a result of rejoining CPTPP. This debate stems from both original
concerns regarding the former TPP agreement and the current state
of trade among CPTPP members. TPP faced particular criticism in
the United States for potentially weak protections, and it has at-
tracted skepticism for the strength of its enforcement in key areas
like labor.221 CPTPP has three separate mechanisms for dispute
settlement: investor-state, labor and environmental, and govern-
ment-to-government.222 With only one government-to-government
case so far between New Zealand and Canada, it remains to be seen
whether members will proactively use them and whether they can
be effective in reining in behavior that violates the CPTPP agree-
ment.223 U.S. firms retain significant interest in restoring TPP’s IP
and investor-state dispute settlement provisions the USTR secured
under TPP negotiations. Although many CPTPP members would
welcome the United States into the agreement, several countries
lack the desire to return to these discarded TPP-era commitments,
which may make any potential U.S. reentry or attempted renegoti-
ation difficult.

Even without these gaps of implementation and enforcement,
the economic incentives for U.S. reentry into CPTPP today may be
less compelling for both the United States and CPTPP members.
The United States today remains the largest destination market
for goods exports produced in the CPTPP area.22¢ While the signifi-
cance of the trade relationships in the region can make a compelling
case for U.S. reentry into the deal, tariff rates are already quite low
and the United States now holds FTAs or limited trade agreements
with seven of CPTPP’s 11 members.225 Tariff liberalization would be
a U.S. negotiating priority for only a few countries, such as non-FTA
partners like Malaysia and Brunei.226 In her May 2021 testimony
before the House Ways and Means Committee, U.S. Trade Repre-
sentative Katherine Tai said she intends to pursue a new version
of trade promotion authority that would garner “robust bipartisan
support,” but she did not specify a timeline.227

New Frameworks in the Indo-Pacific

The recently developed IPEF offers an alternative vision of eco-
nomic engagement in the region emphasizing sustainability, la-
bor, and supply chain goals. Different from an FTA, IPEF will not
include negotiations on market access. As of September 2022, 13
other countries have signed on to the Biden Administration’s new
IPEF, identifying four key areas of cooperation: (1) trade; (2) supply
chains; (3) clean energy, decarbonization, and infrastructure; and (4)
tax and anticorruption.228 While Taiwan is not currently an IPEF
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member, in June 2022 the USTR launched the U.S.-Taiwan Initia-
tive on 21st-Century Trade.22° The initiative currently covers 11
different areas that both correspond to IPEF elements and build on
prior bilateral discussions, such as the 2021 U.S.-Taiwan Economic
Prosperity Partnership Dialogue.23° (For more on Taiwan’s economic
dialogue, see Chapter 4, “Taiwan.”)

Biden Administration officials have stated that IPEF is not in-
tended to be a “traditional trade agreement” but rather poten-
tially a trade executive agreement that would not require con-
gressional approval through a vote or rely on “fast track” trade
promotion authority.231 Trade executive agreements, similar to
the U.S.-Japan deal of 2019, must be limited in scope but can in-
clude binding commitments on certain rules.* 232 Such agreements
may be considered “trade and investment framework agreements”
or “relational agreements” that have a number of discrete binding
commitments, which may fall on state or nonstate actors. Their
content may focus largely on establishing engagement among
trade partners without precise market access or tariff liberal-
ization agreements.f233 This approach may provide negotiators
broad latitude to pursue initiatives under IPEF, potentially focus-
ing first on standards and regulatory aspects, capacity building,
and trade facilitation. At the same time, the approach is specifi-
cally designed without relying on TPA, meaning there is limited
transparency into IPEF’s implementation and few clear channels
for congressional visibility into and direction over IPEF’s more
specific goals.234

It may be challenging for IPEF members to achieve ambitious
commitments among all of its 14 members within the next year. Still
in its early stages, IPEF is expected to deliver stringent, high-stan-
dard rules while having a wide scope of countries and topics. IPEF
member countries have significant differences in governance styles
and levels of economic development along with varying degrees of
tolerance for state economic intervention that make determining a
widely applicable but high-standard rule difficult. As IPEF members
may choose which pillars to participate in, economies already chal-
lenged by decarbonization goals or corruption may choose to avoid
participating in these pillars entirely rather than committing to all
of the pillars. Reports also circulated following a July 2022 meeting
of IPEF ministers that many governments—from Japan to Malay-
sia—had requested that additional transition times be built into any
commitments.235> In September 2022, IPEF members further pub-
lished their negotiating objectives in all four pillars. All members

*In 2019, the United States negotiated a “mini deal” with Japan focused on digital trade and
agriculture, “a departure from past U.S. FTA practice.” In lieu of a comprehensive, multisector
negotiation, the Trump Administration negotiated the deal in a relatively short timeframe of
around one year. While the deal was framed as a first-stage agreement, no additional talks on
progressive phases have taken place. Content of the agreement did not require changes to U.S.
law and relied on delegated tariff authorities under the 2015 TPA. Cathleen D. Cimino-Isaacs and
Brock R. Williams, “U.S.-Japan Trade Agreement Negotiations,” Congressional Research Service
IF11120, April 18, 2022.

TCongress has regularly delegated authority on tariff bargaining to the president with few
limitations across different statutes. Additional legislation has established further delegation of
negotiating authority to the president on agreements with nontariff barriers, though Congress
maintains authority through voting power over nontariff barrier agreements that would signifi-
cantly alter U.S. federal law. Jane M. Smith, Daniel T. Shedd, and Brandon J. Murrill, “Why
Certain Trade Agreements Are Approved as Congressional-Executive Agreements Rather than
Treaties,” Congressional Research Service 97-896, April 15, 2013.
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signed onto almost all of the pillars—with the exception of India on
the trade pillar. The trade pillar outlined goals in nine areas:

e Labor rights protection and workforce development;
e Environmental protection, conservation, and sustainability;

¢ Digital economy growth built on trusted and secure cross-bor-
der data flows and responsible development and use of emerg-
ing technologies;

¢ Food security and sustainable agriculture,

e Transparency and good regulatory practices;

e Competition policy and consumer protection policies;

e Trade facilitation and customs cooperation;

e Inclusive distribution of trade benefits across communities; and
e Technical assistance and economic cooperation.236

Even if IPEF does not follow the format of a traditional trade
agreement, agreement on standards and norms between developing
and developed countries is likely to prove difficult around the tax
and anticorruption pillar as well as the decarbonization and infra-
structure pillar. These can be particularly difficult for governments
in developing countries with less interest or fewer resources to ded-
icate to anticorruption efforts or that lack the capital to make sig-
nificant changes to emissions and infrastructure.237 Experts such as
Wendy Cutler, vice president of the Asia Society Policy Institute and
former USTR negotiator for TPP, believe it will be easier and faster
for members to reach consensus on digital trade commitments.238

The Chinese government clearly sees IPEF as a threat to its posi-
tion and relative influence in the Indo-Pacific. In an interview with
Chinese media, Foreign Minister Wang Yi indicated it was an ini-
tiative designed to “create division and confrontation.”239 Chinese
officials appear particularly concerned with IPEF’s focus on supply
chains, viewing this effort as a direct threat to China’s predominance
in supply chains and technological advancement.240 Minister Wang
has also repeatedly decried IPEF for encouraging “technological de-
coupling” despite the Chinese government’s own recently intensi-
fied drive for self-sufficiency and its dual circulation strategy.24! In
another sign of Beijing’s insecurities, Chinese officials have public-
ly tried to dissuade other governments from joining IPEF, such as
Bangladesh and South Korea.242 Despite Chinese pressure, South
Korea is one of the founding members of IPEF, while Bangladesh’s
Foreign Minister Abu Kalam Abdul Momen stated in June 2022 that
the government is still studying IPEF and considering Bangladesh’s
specific interests.243

Implications for the United States

China’s abuses of the global trading system have cost U.S. workers
millions of jobs in the years since the country’s accession into the
WTO, leaving deep and lasting scars on U.S. industries and commu-
nities. Through repeated bad faith commitments under its multilat-
eral and bilateral agreements, Beijing has also severely undermined
the rules-based system. Neither dialogue nor previous action has
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changed Beijing’s behavior, forcing the United States to reconsid-
er the approach it has taken over the last two decades. As Beijing
increases state direction over the economy, becomes more inclined
to weaponize supply chains, and pursues other coercive economic
actions, the United States and likeminded allies are seeking a better
understanding of the broad economic and security vulnerabilities
from overdependency on China.

To be effective, new policy approaches must consider not only the
effects on Chinese firms but also the influence on U.S. companies
and investors. In the effort to expand market access into China, U.S.
companies have both willingly and unwittingly surrendered sensi-
tive technologies and information to Chinese partners and the Chi-
nese government. In the face of China’s massive subsidization and
excess capacity, U.S. firms will continue to struggle on an uneven
global playing field. Absent policy changes, U.S. government assis-
tance may be insufficient for U.S. firms that have been harmed by
these practices. Meanwhile, U.S. investment continues to flow into
China, directly funding state-driven initiatives for Chinese firms
as well as China’s military-industrial complex. The transfer of U.S.
technologies in both of these processes may have increased short-
term profits, but it has long-term consequences for U.S. industrial
competitiveness.
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Appendix I: U.S. Agencies’ Role in Assessing the Impact of
Foreign Economic Policies on the United States

Agency

Analytical Capabilities

Central Intelligence
Agency

Responsibilities: Monitor macroeconomic and microeco-
nomic issues, analyze economic-related threats to U.S.
security, address global issues critical to U.S. competitive-
ness, assess illicit financial activities.

Key Offices: China Mission Center, Transnational and
Technology Mission Center.

Department of Com-
merce, International
Trade Administra-
tion

Responsibilities: Monitor foreign governments’ compliance
with their obligations under the WTO Subsidies Agree-
ment, track subsidy practices worldwide, monitor the ef-
fect of international trade and investment policies on U.S.
manufacturing competitiveness, research specific sectors
and industries abroad.

Main Publications: Subsidies Enforcement Annual Report
(published with the USTR).

Key Offices: Enforcement and Compliance, Industry and
Analysis.

Employment and
Training Adminis-
tration

Department of Labor,

Responsibilities: Monitor eligibility of Trade Adjustment
Assistance (TAA)* applicants, investigate trade-related
job losses in the United States, conduct Section 224 of the
Trade Act of 1974 investigations on TAA eligibility in a
trade-affected domestic industry.

Main Publications: Annual Report to Congress.

Department of State,
Division for Trade
Policy and Negoti-
ation

Responsibilities: Negotiate and enforce bilateral and
multilateral trade agreements, hold dialogues at the bi-
lateral and multilateral levels on trade issues, coordinate
with U.S. ambassadors and diplomats located abroad on
economic issues.

Key Offices: Office of Multilateral Trade Affairs, Office of
Bilateral Trade Affairs, Office of Agricultural Policy, Office
of Intellectual Property Enforcement.

Department of the
Treasury

Responsibilities: Monitor and provide support for interna-
tional monetary and financial policy coordination, monitor
the foreign exchange and macroeconomic policies of trad-
ing partners, provide technical assistance to developing
countries’ finance ministries and central banks, gather in-
formation about the financial affairs and malign financial
activity of foreign entities to support law enforcement and
related activity, assess financial risks to the U.S. econo-
my, analyze foreign entities to target economic and trade
sanctions.

Main Publications: Macroeconomic and Foreign Exchange
Policies of Major Trading Partners.

Key Offices: Office of International Affairs, Office of Intel-
ligence and Analysis, Office of Technical Assistance.

*The TAA program entered a phased termination on July 1, 2022 under the provisions of the
Trade Adjustment Assistance Reauthorization Act of 2015. Eligible workers whose petitions were
certified prior to that date will continue to receive benefits, however the agency is not able to
conduct new investigations or certify petitions for new groups of workers. Congressional Research
Service, “Trade Adjustment Assistance for Workers: Background and Current Status,” CRS R
47200, August 2, 2022; U.S. Department of Labor, Employment and Training Admlmstratmn TAA
Termination Impacts: By the Numbers, 2022.
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Appendix I: U.S. Agencies’ Role in Assessing the Impact
of Foreign Economic Policies on the United States—

Continued
Agency Analytical Capabilities
Director of National | Responsibilities: Incorporate the intelligence community’s
Intelligence economic analysis with non-U.S. government intelligence

reports; support the counterintelligence and security
activities of the intelligence community, the U.S. govern-
ment, and relevant U.S. private sector entities.

Main Publications: Global Trends report, Foreign Econom-
ic Espionage in Cyberspace.

Key Offices: National Intelligence Council, National Coun-
terintelligence and Security Center.

International Trade
Commission

Responsibilities: Conduct AD/CVD investigations; conduct
Section 332 of the Trade Act of 1932 general fact-finding
investigations on issues involving tariffs, international
trade, and the conditions of competition between U.S. and
foreign industries; investigate IP rights infringement;
analyze trade, tariff, and competitiveness issues.

Main Publications: Year in Trade, Executive Briefings on
Trade, Journal of International Commerce and Economics,
Tariff Database and Harmonized Tariff Schedule, Staff
Research.

Key Offices: Office of Analysis and Research Services, Of-
fice of Economics, Office of Industries, Office of Investiga-
tions, Office of Unfair Import Investigations.

U.S. Trade Represen-
tative

Responsibilities: Negotiate bilateral and multilateral
agreements, resolve disputes, hold dialogues in global
trade policy organizations, assess the development and
implementation of U.S. trade and investment policy with
foreign economies, track the compliance of trade partners
with WTO commitments, coordinate efforts to monitor and
enforce FTAs across the U.S. government.

Main Publications: Report to Congress on China’s WT'O
Compliance, Special 301 Report.

Key Offices: Interagency Center on Trade Implementation,
Monitoring, and Enforcement.
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Appendix II: Arsenal of U.S. Trade Tools

Statutory Tool

Brief Summary

Antidumping &
Countervailing Duty
Orders

Tariff Act of 1930

Intended Use: Addresses dumping and subsidization of
imports into the United States and material or threat of
injury caused thereby.

Possible End Result: Imposition of AD/CVD orders/duties
on imports.

Presidential Involvement: None; done via U.S. Internation-
al Trade Commission (USITC) and Commerce’s Interna-
tional Trade Administration (ITA).

Historical Frequency and Current Usage: Most frequently
used remedies (mostly via antidumping).

Section 337
(Intellectual Property
Violations & Other
Unfair Trade Prac-
tices)

Tariff Act of 1930

Intended Use: Addresses violations of IP, theft of trade
secrets, and other similar unfair trade acts.

Possible End Result: Exclusion from U.S. market.
Presidential Involvement: President retains authority to
deny relief.

Historical Frequency and Current Usage: Historically used
for patent violations; recently broadened to include anti-
trust violations and false designation of origin.

Section 338
(Discrimination)
Tariff Act of 1930

Intended Use: Addresses discrimination against U.S.
commerce.

Possible End Result: New or additional duties up to 50
percent ad valorem and exclusion from U.S. market in
some cases.

Presidential Involvement: Presidential action required.

Historical Frequency and Current Usage: Unused since
1949.

Section 232
(National Security)
Trade Expansion Act
of 1962

Intended Use: The Commerce Department can be peti-
tioned or self-initiate an investigation to determine if
certain imports pose a threat to U.S. national security.

Possible End Result: Various forms of adjustment to
imports.

Presidential Involvement: Presidential action required.
Historical Frequency and Current Usage: Historically
common but unused for nearly two decades; most recently

used in 2018 to impose tariffs following the Section 232
investigations on steel and aluminum imports.

Section 122
(Balance of Pay-
ments)

Trade Act of 1974

Intended Use: Addresses balance-of-payment deficits and
disequilibrium or potential significant dollar depreciation.

Possible End Result: Imposition of import tariffs or quo-
tas.

Presidential Involvement: Presidential action required.

Historical Frequency and Current Usage: Never been
used.
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Appendix II: Arsenal of U.S. Trade Tools—Continued

Statutory Tool

Brief Summary

Section 201
(Global Safeguard)
Trade Act of 1974

Intended Use: Following an administration or industry pe-
tition, the USITC investigates whether a product’s import
volume causes serious injury to a domestic industry.

Possible End Result: Imposition of import restrictions
such as tariffs, quotas, tariff-rate quotas, and other nego-
tiated agreements.

Presidential Involvement: Presidential action required.

Historical Frequency and Current Usage: Frequently used
in the 1970s and early 1980s with sharp decline in usage
thereafter; two cases filed with the USITC in 2017.

Section 301
(Burden/Restriction
on U.S. Commerce)
Trade Act of 1974

Intended Use: The USTR can be petitioned by industry or
self-initiate an investigation to impose trade remedies on
foreign countries that are “unjustifiable” or “unreasonable”
and that burden U.S. commerce.

Possible End Result: Imposition of import duties or other
restrictions on commerce.

Presidential Involvement: Presidential action required.

Historical Frequency and Current Usage: Historically a
common avenue of trade relief unused for several decades
before USTR initiation of investigation on China’s practic-
es in 2017.

Section 406
Trade Act of 1974

Intended Use: Addresses market disruptions caused by
imports from a communist country (i.e., countries not
receiving nondiscriminatory tariff treatment, or Most
Favored Nation [MFN]).

Possible End Result: Imposition of tariffs, quotas, or other
restrictions as determined by the president.

Presidential Involvement: Presidential action required.

Historical Frequency and Current Usage: Used from late
1970s into early 1990s, mostly against China; unused
since 1993.

Defense Production
Act (DPA)
1950

Intended Use: Grants the president expansive authority
to influence and ensure the domestic industrial base is
prepared to serve national security.

Possible End Result: The president can allocate and
prioritize contracts for critical and strategic goods (Title
I), expand productive capacity through direct financial
incentives (e.g., loans and purchase agreements) (Title
I11), and engage in voluntary agreements with private
industry (Title VII).

Presidential Involvement: Presidential action required.

Historical Frequency and Current Usage: The DPA has
been in near constant use by the Department of Defense,
has more recently been used extensively during the
COVID-19 pandemic, and is being actively considered
for other uses (such as increasing rare earth mineral
processing).
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Appendix II: Arsenal of U.S. Trade Tools—Continued

Statutory Tool Brief Summary
International Emer- | Intended Use: Grants the president the ability to declare
gency Economic a “national emergency” in the face of “unusual and ex-
Powers Act (IEEPA) | traordinary threat[s] to the national security and foreign
1977 policy of the United States” and take sweeping authority

over international economic transactions.

Possible End Result: Under this authority, the president
can impose tariffs, quotas, or outright denials on any and
all foreign trade and financial transactions globally or
between specific geographies.

Presidential Involvement: Presidential action required.

Historical Frequency and Current Usage: IEEPA has been
used to block all imports and exports from specific coun-
tries (e.g., Nicaragua in 1985). The act has not yet been
used to impose tariffs, though the Trump Administration
threatened to do so against Mexico. In 1971, then Presi-
dent Richard Nixon used the predecessor law, the Trading
with the Enemy Act, to impose 10 percent tariffs on all
dutiable imports into the United States.

Committee on For- Intended Use: An interagency committee chaired by the
eign Investment in U.S. Department of the Treasury to review “covered”

the United States inbound FDI for national security threats, in particular
(CFIUS) mergers and acquisitions, which—following FIRRMA—in-

cludes minority private equity investments and U.S.-Chi-
nese joint ventures.

Possible End Result: Forced divestiture, blocking of finan-
cial transactions, or negotiation of mitigation agreements.

Presidential Involvement: Presidential action required.

Historical Frequency and Usage: Prior to 2007, CFIUS
investigated fewer than ten cases every year. However,
investigations have increased substantially, with over 150
in 2017 and 2018 and 88 in 2020.

Export Controls Intended Use: Prevents adversaries from accessing specific
dual-use or defense technologies.

Possible End Result: Export controls are applied in three
ways: technology-based controls (e.g., Commerce Control

List); end use (targets the anticipated use of technology

exports); and end user (targets entities).

Presidential Involvement: The executive branch is respon-
sible for identifying and controlling technologies for ex-
port, principally falling on the Department of Commerce
for dual-use technologies, while the U.S. Department of
State is responsible for controlling defense technologies.

Historical Frequency and Current Usage: The current sys-
tem of export controls is based on the Export Administra-
tion Act of 1979. The Export Control Reform Act of 2018
created a permanent statutory authority to control the
export of dual-use goods as well as certain military items.

Source: Adapted from Bruce Malashevich and Mark Love, “Trade Defense Instruments: The
Leading Edge of U.S. Trade Policy,” in Marc Bungenberg et al., eds., The Future of Trade Defense
Instruments, October 2018, 233-260.



223
ENDNOTES FOR SECTION 2

1. Katherine Tai, testimony for House Ways and Means Committee, Hearing
on Trade Policy Agenda, March 30, 2022; Robert E. Lighthizer, oral testimony for
U.S.-China Economic and Security Review Commission, Hearing on Evaluating Chi-
na’s Role in the World Trade Organization over the Past Decade, June 9, 2010, 23.

2. Gerard DiPippo et al., “Red Ink: Estimating Chinese Industrial Policy Spending
in Comparative Perspective,” Center for Strategic and International Studies, May 23,
2022.

3. David, Bulman, written testimony for U.S.-China Economic and Security Review
Commission, Hearing on U.S.-China Competition in Global Supply Chains, June 9,
2022, 7; Hudson Lockett, “How Xi Jinping Is Reshaping China’s Capital Markets,”
Financial Times, June 12, 2022; Ngor Luong, Zachary Arnold, and Ben Murphy, “Un-
derstanding Chinese Government Guidance Funds,” Center for Strategic and Emerg-
ing Technologies, March 2021.

4. Chris Strohm, “No Sign China Has Stopped Hacking U.S. Companies, Official
Says,” Bloomberg, November 18, 2015.

5. Christopher Wray, “Countering Threats Posed by the Chinese Government In-
side the U.S.,” Ronald Reagan Presidential Library and Museum, Simi Valley, Cali-
fornia, January 31, 2022.

6. Commission on the Theft of American Intellectual Property, “The IP Commis-
sion Report,” National Bureau of Asian Research, February 2017, 1; Chris Strohm,
“No Sign China Has Stopped Hacking U.S. Companies, Official Says,” Bloomberg,
November 18, 2015.

7. Jeff Jones, “Confronting China’s Efforts to Steal Defense Information,” Harvard
Kennedy School Belfer Center, May 2020; Lorand Laskai and Adam Segal, “A New
Old Threat,” Council on Foreign Relations, December 6, 2018.

8. Derek Scissors, “The Rising Risk of China’s Intellectual-Property Theft,” Nation-
al Review, July 15, 2021.

9. U.S. Department of Labor Bureau of Labor Statistics, Labor Force Statistics from
the Current Population Survey: 17. Employed Persons by Industry, Sex, Race, and
Occupation, 2021; World Bank, “Manufacturing, value added (% of GDP) - United
States,” 2020; U.S. Department of Labor Bureau of Labor Statistics, Labor Force Sta-
tistics from the Current Population Survey: 17. Employed Persons by Industry, Sex,
Race, and Occupation, 2002.

10. David Autor et al., “Foreign Competition and Domestic Innovation: Evidence
from US Patents,” American Economic Review: Insights 2:3 (September 2020): 357—
374.

11. Office of the U.S. Trade Representative, 2017 Report to Congress on China’s
WTO Compliance, January 2018, 3; Government Accountability Office, U.S. Govern-
ment Policy Issues Affecting U.S. Business Activities, GAO/GGD-94-94, May 1994,
10-12.

12. Robert D. Atkinson, Nigel Cory, and Stephen Ezell, “Stopping China’s Mercan-
tilism: A Doctrine of Constructive, Alliance-Backed Confrontation,” Information Tech-
nology Innovation Foundation, March 2017, 20-23.

13. David Gootnick, “U.S.-China Trade: United States Has Secured Commitments
in Key Bilateral Dialogues, but U.S. Agency Reporting on Status Should Be Im-
proved,” Government Accountability Office GAO-14-102, February 11, 2014.

14. David Gootnick, “U.S.-China Trade: United States Has Secured Commitments
in Key Bilateral Dialogues, but U.S. Agency Reporting on Status Should Be Im-
proved,” Government Accountability Office GAO-14-102, February 11, 2014.

15. David Gootnick, “U.S.-China Trade: United States Has Secured Commitments
in Key Bilateral Dialogues, but U.S. Agency Reporting on Status Should Be Im-
proved,” Government Accountability Office GAO-14-102, February 11, 2014.

16. Office of the U.S. Trade Representative, Economic and Trade Agreement be-
tween the Government of the United States of America and the Government of the
People’s Republic of China, January 15, 2020, 6-1.

17. Chad P. Bown, “US-China Phase One Tracker: China’s Purchases of US Goods,”
Peterson Institute for International Economics, July 19, 2022.

18. Office of the U.S. Trade Representative, 2021 Report to Congress on China’s
WTO Compliance, February 2022, 3.

19. Jeffrey Schott and Eujin Jung, “The United States Wins More WTO Cases than
China in US-China Trade Disputes,” Peterson Institute for International Economics,
November 22, 2019; World Trade Organization, “Disputes by Member.”

20. Sumeet Chatterjee, “Exclusive: U.S. Bank Card Companies to Seek Licenses to
Operate in China in Months,” Reuters, July 20, 2017.



224

21. Stephen Ezell, “False Promises II: The Continuing Gap between China’s WTO
Commitments and Its Practices,” Information Technology and Innovation Foundation,
July 25, 2021; Sarah Perez, “Mastercard Given Approval to Prepare for Entry into
China’s Payments Market,” TechCrunch, February 11, 2020.

22. Financial Times, “The Doha Round Finally Dies a Merciful Death,” December
21, 2015.

23. Petros C. Mavroidis and Andre Sapir, “China and the WTO: An Uneasy Re-
lationship,” VOX EU, April 29, 2021; China Power Team. “How Influential is China
in the World Trade Organization?” Center for Strategic and International Studies,
August 25, 2020.

24. Nina M. Hart and Brandon J. Murrill, “The World Trade Organization’s
(WTO’s) Appellate Body: Key Disputes and Controversies,” Congressional Research
Service CRS R46852, July 22, 2021.

25. Terence P. Stewart, oral testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on Challenging China’s Trade Practices: Promoting the
Interests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 343.

26. Eric Martin and Daniel Ten Kate, “U.S. Trade Chief Says New Focus Needed
as China Hasn’t Changed,” Bloomberg Quint, March 30, 2022; Rush Doshi, “The Long
Game: China’s Grand Strategy to Displace American Order,” Oxford University Press,
2021; Clyde Prestowitz, “T'ime to Wake Up and Start Decoupling from China,” Ameri-
can Conservative, August 24, 2020; Derek Scissors, “Partial Decoupling from China: A
Brief Guide,” American Enterprise Institute, 2020; Ely Ratner, written testimony for
Senate Armed Services Committee, Hearing on Blunting China’s Illiberal Order: The
Vital Role of Congress in U.S. Strategic Competition with China, January 29, 2019;
Charles W. Boustany and Aaron L. Friedberg, “Partial Disengagement: A New U.S.
Strategy for Economic Competition with China,” National Bureau of Asian Research,
2019.

27. Karen M. Sutter, “U.S.-China Phase One Trade Deal,” Congressional Research
Service 1IF12125, May 27, 2022.

28. Congressional Research Service RL32371, “Trade Remedies: A Primer,” March
6, 2012.

29. International Trade Administration, Department of Commerce Self-Initiates
Scope and Circumvention Inquiries into Possible Circumuvention of AD/CVD Orders
on Quartz Surface Products from China, February 2, 2022.

30. United States Government Accountability Office, Antidumping and Counter-
vailing Duties: Key Challenges to Small and Medium-Sized Enterprises Pursuit of the
Imposition of Trade Remedies, June 25, 2013.

31. U.S. Department of Commerce, Bureau of Industry and Security, Don’t Let This
Happen to You! July 2022, 33; Giovanna Cinelli, written testimony for U.S.-China
Economic and Security Review Commission, Hearing on U.S.-China Relations in
2021: Emerging Risks, September 8, 2021, 4.

32. Nazak Nikakhtar, oral testimony for U.S.-China Economic and Security Review
Commission, Hearing on U.S. Investment in China’s Capital Markets and Military-In-
dustrial Complex, March 19, 2021, 290.

33. U.S. Department of the Treasury, Committee on Foreign Investment in the Unit-
ed States Annual Report to Congress CY 2021, July 2022, 45.

34. Emily Kilcrease, written testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on Challenging China’s Trade Practices: Promoting Inter-
ests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 16.

35. Emily Kilcrease, written testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on Challenging China’s Trade Practices: Promoting Inter-
ests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 16.

36. Edward White, “Chinese Courts Flex Intellectual Property Muscle across Bor-
ders,” Financial Times, June 15, 2022; Mark Cohen, “U.S.-China Intellectual Property
Issues in a Post-Phase-One Era,” National Bureau of Asian Research, January 29,
2022; Fei Deng, Shan Jiao, and Guanbin Xie, “The Current State of SEP Litigation
in China,” Antitrust 35:2 (Spring 2021): 95-102.

37. Andrei Iancu and Paul R. Michel, “The Solution to Chinese Courts’ Increasingly
Aggressive Overreach,” Center for Strategic and International Studies, April 6, 2022;
Mark Cohen, “China’s Role in Global SEP Strategy—Recent Berkeley Program,” Chi-
na IPR, December 13, 2021.

38. Edward White, “Chinese Courts Flex Intellectual Property Muscle across Bor-
ders,” Financial Times, June 15, 2022; Mark Cohen, “U.S.-China Intellectual Property
Issues in a Post-Phase-One Era,” National Bureau of Asian Research, January 29,
2022; Fei Deng, Shan Jiao, and Guanbin Xie, “The Current State of SEP Litigation
in China,” Antitrust 35:2 (Spring 2021): 95-102.



225

39. European Commission, EU Challenges China at the WTO to Defend Its High-
Tech Sector, February 18, 2022.

40. World Trade Organization, “DS611: China—Enforcement of Intellectual Prop-
erty Rights,” May 9, 2022.

41. Xi Jinping, “Comprehensively Strengthen Intellectual Property Protection
Work to Stimulate Innovation Vitality and Promote the Construction of a New De-
velopment Pattern” (ST IISEATAFBURS TAE  BOROIHHE s i @ KR )=)
Qiushi, January 31, 2021. Translation.

42. Mark Cohen, “China’s Practice of Anti-Suit Injunctions in SEP Litigations:
Transplant or False Friend?” in Jonathan Barnett, ed., 5G and Beyond: Intellectual
Property and Competition Policy in the Internet of Things, May 31, 2022, 4.

43. Susan Decker and Laurel Brubaker Calkins, “Ericsson Wins Key Ruling over
Samsung in U.S.-China Fight,” Bloomberg, January 11, 2021.

44. Mark Cohen, oral testimony for U.S.-China Economic and Security Review
Commission, Hearing on Challenging China’s Trade Practices: Promoting Interests of
U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022; Mark Jia, “Illiberal
Law in American Courts,” University of Pennsylvania Law Review 168 (December
2020): 1685-1744.

45. Mark Cohen, oral testimony for U.S.-China Economic and Security Review
Commission, Hearing on Challenging China’s Trade Practices: Promoting Interests of
U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 157-158.

46. Mark Cohen, oral testimony for U.S.-China Economic and Security Review
Commission, Hearing on Challenging China’s Trade Practices: Promoting Interests of
U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 157-158.

47. Mark Cohen, oral testimony for U.S.-China Economic and Security Review
Commission, Hearing on Challenging China’s Trade Practices: Promoting Interests of
U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022; Christopher Bloch,
“The Availability of Section 1782 Discovery in International Commercial Arbitration:
A View from Northern California and the Epicenter of IP,” Global IP & Technology
Law Blog, April 28, 2020.

48. U.S. Supreme Court, Animal Science Products, Inc., et al. v. Hebei Welcome
Pharmaceutical Co. Ltd. et al.: Certiorari to the United States Court of Appeals for
the Second Circuit, June 14, 2018, 5; Animal Science Products, Inc., et al., Petitioners
v. Hebei Welcome Pharmaceutical Co. Ltd., et al. Brief amicus curiae of United States,
March 5, 2018, 3, 10.

49. Donald C. Clarke, “Judging China: The Chinese Legal System in U.S. Courts,”
GWU Legal Studies Research Paper No. 34, July 2022, 94.

50. Mark Cohen, “U.S.-China Intellectual Property Issues in a Post-Phase-One
Era,” National Bureau of Asian Research, January 29, 2022; Paolo Beconcini, “The
State of Trade Secret Protection in China in Light of the U.S.-China Trade Wars:
Trade Secret Protection in China before and after the U.S.-China Trade Agreement
of January 15, 2020,” UIC Review of Intellectual Property Law 20:108 (2021): 113.

51. Center for Security and Emerging Technology, “Translation: 2020 Promotion
Plan for In-Depth Implementation of the National Intellectual Property Strategy and
for Accelerating the Construction of China into an Intellectual Property Powerhouse,”
February 12, 2021; Mark Cohen, “100 Priority IP Projects for 2020,” ChinalPR, June
12, 2020; China National Intellectual Property Administration, Notice of the Office
of the State Council Inter-Ministerial Joint Conference on Implementation Work for
the Intellectual Property Strategy on the Publication of the “2020 Promotion Plan for
In-Depth Implementation of the National Intellectual Property Strategy and for Accel-
erating the Construction of China into an Intellectual Property Powerhouse (I|55[i
W R S it TAE S PR IR 2 WM A= T E R 20204 28 N SIZ it 8 5 018 7 BLIK S
PO HIR P BOR E HEETRIY fa@ A, May 13, 2020. Translation.

52. Guilherme Campos, “China Is Committing to Strengthening IP Protections.
But Should Foreign Companies Take It in Good Faith?” China Briefing, January 6,
2022; Jerry Xia and Simon Du, “China: Heavier Penalties for IP Crimes,” Internation-
al Trademark Association, March 3, 2021.

53. Jerry Xia and Simon Du, “China: Heavier Penalties for IP Crimes,” Internation-
al Trademark Association, March 3, 2021; Paulo Beconcini, “The Latest Amendments
to the Chinese Patent Law,” UIC Review of Intellectual Property Law, January 29,
2021; Sofia Baruzzi, “China’s Patent Law Reviewed: Five Major Amendments,” China
Briefing, November 30, 2020.

54. Paulo Beconcini, “The Latest Amendments to the Chinese Patent Law,” UIC Re-
view of Intellectual Property Law, January 29, 2021; Xinhua, “Decision of the Stand-
ing Committee of the National People’s Congress on Amending the ‘Patent Law of the
People’s Republic of China™” (£ FARMAER LT FRAZKTESR ChiNRIHE S
FREY BIH5E), October 18, 2020.



226

55. Office of the U.S. Trade Representative, 2021 Report to Congress on China’s
WTO Compliance, February 2022, 49.

56. Office of the U.S. Trade Representative, 2022 Special 301 Report, April 2022,
44,

57. Office of the U.S. Trade Representative, 2022 Special 301 Report, April 2022,
44,

58. International Intellectual Property Alliance, “IIPA 2022 Special 301 Report on
Copyright Protection and Enforcement,” January 31, 2022, iv, 15.

59. U.S. House of Representatives Committee on Science, Space, and Technology,
The CHIPS and Science Act Title II: National Institute of Standards and Technology
for the Future, 2022.

60. U.S. Customs and Border Protection, De Minimis Value Increases to $800,
March 11, 2016.

61. Charles Benoit, “Leading Customs Authorities Make the Case against De Mi-
nimis Commerce,” Coalition for a Prosperous America, June 6, 2022; Josh Zumbrun,
“The $67 Billion Tariff Dodge That’s Undermining U.S. Trade Policy,” Wall Street
Journal, April 25, 2022.

62. Sandler, Travis & Rosenberg, “Major Trade Changes Proposed in Sweeping
House Competitiveness Bill,” February 15, 2022.

63. U.S. Customs and Border Protection, Trade Statistics, September 9, 2022.

64. National Critical Capabilities Defense Act, S. 1854, revised June 13, 2022.

65. National Critical Capabilities Defense Act, S. 1854, revised June 13, 2022.

66. United States Innovation and Competition Act, H.R. 4521, introduced July 19,
2021.

67. International Trade Administration, ADCVD Proceedings, 2022; U.S.-China
Economic and Security Review Commission, Chapter 1, Section 2, “Tools to Address
U.S.-China Economic Challenges,” in 2018 Annual Report to Congress, November
2018.

68. International Trade Administration, ADCVD Proceedings, 2022.

69. Office of the U.S. Trade Representative, United States Prevails on “Zeroing”
Again: WTO Panel Rejects Flawed Appellate Body Findings, April 9, 2019.

70. Douglas Irwin, Clashing over Commerce: A History of U.S. Trade Policy, Univer-
sity of Chicago Press, 2017, 588.

71. Chad P. Bown, “Steel, Aluminum, Lumber, Solar: Trump’s Stealth Trade Protec-
tion,” Peterson Institute for International Economics, June 2017, 3.

72. Tariff Act of 1930, codified at 19 U.S.C. §1671a and 19 U.S.C. §1673a; Legal
Information Institute, “19 CFR §351.201 - Self-initiation,” Cornell Law School.

73. International Trade Administration, Department of Commerce Self-Initiates
Scope and Circumvention Inquiries into Possible Circumuvention of AD/CVD Orders
on Quartz Surface Products from China, February 2, 2022.

74. U.S. Government Accountability Office, Antidumping and Countervailing Du-
ties: Key Challenges to Small and Medium-Sized Enterprises Pursuit of the Imposi-
tion of Trade Remedies, June 25, 2013.

75. Clyde Prestowitz, written testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on Challenging China’s Trade Practices: Promoting Inter-
ests of U.S. Workers Farmers, Producers, and Innovators, April 14, 2022, 2.

76. U.S. Government Accountability Office, Antidumping and Countervailing Du-
ties: Information on Actions by Commerce and CBP to Address Reported Weaknesses
in Duty Collection Processes, November 7, 2019; David Lawder,“Wilbur Ross Seeks
Bigger Budget for Trade Enforcement,” Reuters, May 25, 2017.

77. U.S. Department of Commerce, FY 2021-2023 Annual Performance Plan and
Report, March, 2022.

78. U.S. Department of Commerce International Trade Administration, Budget Es-
timates Fiscal Year 2023, March 2022, 11.

79. U.S. Department of Commerce International Trade Administration, “Antidump-
ing Methodologies in Proceedings Involving Non-Market Economy Countries: Surro-
gate Country Selection and Separate Rates,” Federal Register 72:54, March 21, 2007.

80. Nazak Nikakhtar, written testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on Challenging China’s Trade Practices: Promoting Inter-
ests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 28.

81. Douglas Irwin, Clashing over Commerce: A History of U.S. Trade Policy, Uni-
versity of Chicago Press, 2017, 586.

82. Trade Act of 1974 §201, Pub. L. No. 93-619, 1974, codified at 19 U.S.C. §2251;
Legal Information Institute, “19 U.S. Code §2251 - Action to facilitate positive adjust-
ment to import competition,” Cornell Law School.

83. World Trade Organization, “Safeguard Measures.”



227

84. Sandler, Travis & Rosenberg, P.A., “Canada Claims Win on U.S. Solar Panel
Import Restrictions,” February 17, 2022.

85. Office of the U.S. Trade Representative, Section 201 Cases: Imported Large Res-
idential Washing Machines and Imported Solar Cells and Modules, 2018.

86. Brock R. Williams, “Trump Administration Tariff Actions: Frequently Asked
Questions,” Congressional Research Service CRS R 45529, December 15, 2020.

87. Brock R. Williams, “Trump Administration Tariff Actions: Frequently Asked
Questions,” Congressional Research Service CRS R 45529, December 15, 2020.

88. Joshua E. Kurland, “Dusting-Off Section 201: Re-Examining a Previously Dor-
mant Trade Remedy,” Georgetown Journal of International Law 49:2 (Winter 2018):
612.

89. Joshua E. Kurland, “Dusting-Off Section 201: Re-Examining a Previously Dor-
mant Trade Remedy,” Georgetown Journal of International Law 49:2 (Winter 2018):
610-611; Noah Glazier, “Legal Framework and Economic Critique: Trump’s Trade
Authority and Policy,” South Carolina Journal of Law and Business 14:1 (Fall 2017):
37-39.

90. Trade Expansion Act of 1962 §232, Pub. L. No. 87-794, 1962, codified at 19
U.S.C. §1862; Legal Information Institute, “19 U.S. Code §1862 - Safeguarding na-
tional security,” Cornell Law School.

91. Rachel F. Fefer et al., “Section 232 Investiations: Overview and Issues for Con-
gress,” Congressional Research Service CRS R 45249, May 18, 2021.

92. Rachel F. Fefer et al., “Section 232 Investiations: Overview and Issues for Con-
gress,” Congressional Research Service CRS R 45249, May 18, 2021, 60-63.

93. U.S. Department of Commerce Bureau of Industry and Security, Section 232
Investigations: The Effect of Imports on the National Security, 2022.

94. Brock R. Williams, “Trump Administration Tariff Actions: Frequently Asked
Questions,” Congressional Research Service CRS R 45529, December 15, 2020, 5.

95. United States Census Bureau, USA Trade.

96. U.S. Department of Commerce Office of Public Affairs, U.S. Department of Com-
merce Announces Section 232 Investigation into the Effect of Imports of Neodymium
Magnets on U.S. National Security, September 24, 2021.

97. U.S. Department of Commerce Bureau of Industry and Security, The Effect
of Imports of Neodymium-Iron-Boron (NdFeB) Permanent Magnets on the National
Security, September 21, 2022.

98. U.S. Department of Commerce Bureau of Industry and Security, FACT SHEET:
Biden-Harris Administration Announces Further Actions to Secure Rare Earth Ele-
ment Supply Chain, September 21, 2022.

99. Trade Act of 1974 §301, Pub. L. No. 93-618, codified at 19 U.S.C. §2411; Andres
B. Schwarzenberg, “Section 301 of the Trade Act of 1974,” Congressional Research
Service CRS IF 11346, May 26, 2022.

100. U.S.-China Economic and Security Review Commission, 2018 Annual Report
to Congress, November 2018, 86.

101. Andres B. Schwarzenberg, “Section 301 of the Trade Act of 1974: Origin, Evo-
lution, and Use,” Congressional Research Service CSR R 46604, December 14, 2020, 8.

102. Andres B. Schwarzenberg, “Section 301 of the Trade Act of 1974: Origin, Evo-
lution, and Use,” Congressional Research Service CRS R 46604, December 14, 2020,
53-59.

103. Celeste Drake, written testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on U.S. Tools to Address Chinese Market Distortions, June
8, 2018, 6.

104. Sun Yu and Emma Zhou, “China Turns a Blind Eye to Labour Violations to
Spur Economy,” Financial Times, May 25, 2022.

105. Stephen Ezell, written testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on Challenging China’s Trade Practices: Promoting Inter-
ests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 15.

106. Michael Boheim et al., “Foreign Subsidies and Public Procurement,” European
Parliament, October 2021.

107. Tariff Act of 1930, codified at 19 U.S.C. §1337.

108. Derek Scissors, “The Rising Risk of China’s Intellectual-Property Theft,”
American Enterprise Institute, July 16, 2021; Robert D. Atkinson, “Who Lost Lucent?:
The Decline of America’s Telecom Equipment Industry,” American Affairs, Fall 2020.

109. Commission on the Theft of American Intellectual Property, “The IP Commis-
sion Report,” National Bureau of Asian Research, May, 2013, 65.

110. Robert D. Atkinson, Nigel Cory, and Stephen Ezell, “Stopping China’s Mer-
cantilism: A Doctrine of Constructive, Alliance-Backed Confrontation,” Information
Technology & Innovation Foundation, March 16, 2017.



228

111. Stephen Ezell, written testimony before the U.S.-China Economic and Securi-
ty Review Commission, Hearing on Challenging China’s Trade Practices: Promoting
Interests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 15.

112. Celeste Drake, written testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on U.S. Tools to Address Chinese Market Distortions, June
8, 2018, 6.

113. Jonathan J. Engler, “Tariff Act Section 337: USITC as a Fast and Effective
Forum,” American Bar Association Section of Litigation, March 14, 2016.

114. Defense Production Act of 1950, as amended, Pub. L. No. 115-232, 2018.

115. Defense Production Act of 1950, as amended, Pub. L. No. 115-232, 2018.

116. Michael H. Cecire and Heidi M. Peters, “The Defense Production Act of 1950:
History, Authorities, and Considerations for Congress,” Congressional Research Ser-
vice CRS R 4376, March 2, 2020, 1.

117. Michael H. Cecire and Heidi M. Peters, “The Defense Production Act of 1950:
History, Authorities, and Considerations for Congress,” Congressional Research Ser-
vice CRS R 4376, March 2, 2020.

118. Anshu Siripurapu, “What Is the Defense Production Act?” Council on Foreign
Relations, December 22, 2021.

119. Shayan Karbassi, “Understanding Biden’s Invocation of the Defense Produc-
tion Act,” Lawfare, March 4, 2021; Andrew Jacobs, “Despite Claims, Trump Rarely
Uses Wartime Law in Battle against Covid,” New York Times, January 20, 2021; Paul
McQuade, Mike Reis, and Emily Sullivan, “The History and Use of the Defense Pro-
duction Act: Part 2,” History Associates.

120. White House, Memorandum on Presidential Determination Pursuant to Sec-
tion 303 of the Defense Production Act of 1950, as Amended, March 31, 2022.

121. U.S. Department of Commerce, Bureau of Industry and Security, “Commerce
Control List: Controls on Certain Marine Toxins,” Federal Register Notice 87:31195,
May 23, 2022.

122. William Alan Reinsch and Emily Benson, “Digitizing Export Controls: A Trade
Technology Compliance Stack?” Center for Strategic and International Studies, De-
cember 20, 2021.

123. William Alan Reinsch and Emily Benson, “Digitizing Export Controls: A Trade
Technology Compliance Stack?” Center for Strategic and International Studies, De-
cember 20, 2021.

124. U.S. Department of Commerce, Bureau of Industry and Security, Commerce
Implements New Export Controls on Advanced Computing and Semiconductor Man-
ufacturing Items to the People’s Republic of China (PRC), October 7, 2022.

125. Gavin Bade and Brendan Bordelon, “Biden Issues New Rules to Cut Off Mi-
crochip Supply to China,” Politico, October 7, 2022.

126. U.S. Department of Commerce, Bureau of Industry and Security, Commerce
Implements New Export Controls on Advanced Computing and Semiconductor Man-
ufacturing Items to the People’s Republic of China (PRC), October 7, 2022, 3.

127. U.S. Department of Commerce, Bureau of Industry and Security, Commerce
Implements New Export Controls on Advanced Computing and Semiconductor Man-
ufacturing Items to the People’s Republic of China (PRC), October 7, 2022, 3.

128. Sullivan & Cromwell LLP, “CFIUS Reform: The Foreign Investment Risk Re-
view Modernization Act of 2018,” August 2018.

129. Covington, “CFIUS’s Proposed Regulations to Implement Expanded Jurisdic-
tion over Real Estate Transactions,” September 27, 2019.

130. Nazak Nikakhtar, written testimony for U.S.-China Economic and Security
Review Commission, Hearing on Challenging China’s Trade Practices: Promoting In-
terests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 25-27.

131. Nazak Nikakhtar, written testimony for U.S.-China Economic and Security
Review Commission, Hearing on Challenging China’s Trade Practices: Promoting In-
terests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 23-35;
Megan L. Brown and Brandon J. Moss, “Department of Justice Announces Increased
Monitoring and Enforcement of National Security Agreements under Team Telecom
and CFIUS,” Wiley Rein, July 21, 2020.

132. White House, Executive Order on Ensuring Robust Consideration of Evolving
National Security Risks by the Committee on Foreign Investment in the United States,
September 15, 2022.

133. White House, FACT SHEET: President Biden Signs Executive Order to Ensure
Robust Reviews of Evolving National Security Risks by the Committee on Foreign
Investment in the United States, September 15, 2022.

134. White House, Background Press Call on President Biden’s Executive Order on
Screening Inbound Foreign Investments, September 15, 2022.



229

135. Emily Kilcrease, written testimony of the U.S.-China Economic and Security
Review Commission, Hearing on Challenging China’s Trade Practices: Promoting In-
terests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 2.

136. Atlantic Council, “Outbound Investments May Spell Trouble for US National
Security. Can Screening Reduce the Risk?” January 19, 2022.

137. Emily Kilcrease, written testimony of the U.S.-China Economic and Security
Review Commission, Hearing on Challenging China’s Trade Practices: Promoting In-
terests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 4.

138. Thilo Hanemann et al., “An Outbound Investment Screening Regime for the
United States,” Rhodium Group, January 2022.

139. Reuters, “China Investment Curbs Gain Momentum in U.S. Lawmaker Talks,”
June 14, 2022.

140. International Emergency Economic Powers Act, §1701(a) 50 U.S.C. Ch. 35,
1977.

141. Brock R. Williams, “Trump Administration Tariff Actions: Frequently Asked
Questions,” Congressional Research Service R45529, December 15, 2020.

142. Christopher A. Casey et al., “The International Emergency Economic Powers
Act: Origins, Evolution, and Use,” Congressional Research Service R45618, July 14,
2020, 45-47; Peter Harrell, “The Right Way to Reform the U.S. President’s Interna-
tional Emergency Powers,” Just Security, March 26, 2020.

143. Tom Hals and Brendan Pierson, “Trump’s Mexican Tariffs Test Limits of U.S.
Emergency Powers: Legal Experts,” Reuters, May 31, 2019.

144. Christopher A. Casey et al., “The International Emergency Economic Powers
Act: Origins, Evolution, and Use,” Congressional Research Service R45618, July 14,
2020, 16.

145. Christopher A. Casey et al., “The International Emergency Economic Powers
Act: Origins, Evolution, and Use,” Congressional Research Service R45618, July 14,
2020, 21-22.

146. Christopher A. Casey et al., “The International Emergency Economic Powers
Act: Origins, Evolution, and Use,” Congressional Research Service R45618, July 14,
2020, 33-34.

147. Douglas Irwin, Clashing over Commerce: A History of U.S. Trade Policy, Uni-
versity of Chicago Press, 2017, 566.

148. Michael Pettis, “Washington Should Tax Capital Inflows,” China Financial
Markets, August 6, 2019.

149. Joseph E. Gagnon, Senior Fellow at the Peterson Institute for International
Economics, interview with Commission Staff, February 23, 2022.

150. Steven L. Byers and Jeff Ferry, “Modeling the Effect of the Market Access
Charge on Exchange Rates, Interest Rates and the US Economy,” Coalition for a
Prosperous America, October 5, 2020.

151. Francis E. Warnock and Veronica Cacdac Warnock, “International Capital
Flows and U.S. Interest Rates,” Board of Governors of the Federal Reserve System
International Finance Discussion Papers, September 2005.

152. World Bank World Development Indicators Database, “Gross Domestic Prod-
uct 2021,” July 1, 2022; World Bank, “GDP (Current US$)—European Union,” 2021.

153. US.-EU Trade and Technology Council, “U.S.-EU Joint Statement of the
Trade and Technology Council,” May 16, 2022.

154. David Matthew, “EU and US Edge Closer Together on Al at Latest Trade and
Technology Council Meeting,” Science | Business, May 17, 2022; Sam DuPont, “T'TC in
Context: AI Regulations,” German Marshall Fund, October 20, 2021.

155. Chad P. Bown, “Russia’s War on Ukraine,” Peterson Institute for International
Economics, August 2, 2022.

156. Ursula von der Leyen, “Strengthening the Soul of Our Union,” 2021 State of
the Union Address, Strasbourg, Germany, September 15, 2021; European Commis-
sion, “Shaping Europe’s Digital Future: Op-Ed by Ursula von Der Leyen, President
of the European Commission,” February 19, 2020.

157. Margarethe Vestager, “Europe’s Digital Future,” Project Syndicate, May 21,
2021; Francesco Crespi et al., “Buropean Technological Sovereignty: An Emerging
Framework for Policy Strategy,” Intereconomics 56:6 (2021): 348-354.

158. Konstantinos Komaitis and Justin Sherman, “US and EU Tech Strategy Ar-
en’t as Aligned as You Think,” Brookings Institution, May 11, 2021.

159. Julia Voo, “State Influence and Technical Standards,” Kennedy School Review,
December 31, 2019.

160. Angela Stanzel, “Germany’s Turnabout on Chinese Takeovers,” European
Council on Foreign Relations, March 21, 2017.



230

161. Alicia Garcia-Herrero, written testimony for U.S.-China Economic and Securi-
ty Review Commission, Hearing on Challenging China’s Trade Practices: Promoting
Interests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 5.

162. Office of the U.S. Trade Representative, Joint Statement of the Trade Minis-
ters of the United States, Japan, and the European Union After a Trilateral Meeting,
November 30, 2021; Office of the U.S. Trade Representative, Joint Statement of the
Trilateral Meeting of the Trade Ministers of Japan, the United States and the Europe-
an Union, January 14, 2020; Office of the U.S. Trade Representative, Joint Statement
of the Trilateral Meeting of the Trade Ministers of the United States, European Union,
and Japan, May 2019; Office of the U.S. Trade Representative, Joint Statement of
the Trilateral Meeting of the Trade Ministers of the European Union, Japan and the
United States, January 2019; Office of the U.S. Trade Representative, Joint State-
ment on Trilateral Meeting of the Trade Ministers of the United States, Japan, and
the European Union, September 2018; Office of the U.S. Trade Representative, Joint
Statement on Trilateral Meeting of the Trade Ministers of the United States, Japan,
and the European Union, May 2018.

163. Office of the U.S. Trade Representative, Joint Statement of the Trilateral Meet-
ing of the Trade Ministers of Japan, the United States, and the European Union,
January 14, 2020.

164. Office of the U.S. Trade Representative, Joint Statement of the Trilateral Meet-
ing of the Trade Ministers of Japan, the United States, and the European Union,
January 14, 2020.

165. World Trade Organization, “Work Programme on Electronic Commerce,” Min-
isterial Conference Twelfth Session WT/L/1143, June 22, 2022; Office of the U.S. Trade
Representative, Joint Statement of Trilateral Meeting of the Trade Ministers of Japan,
the United States, and the European Union, September 25, 2018.

166. Office of the U.S. Trade Representative, Joint Statement of the Trade Minis-
ters of Japan, the United States, and the European Union after a Trilateral Meeting,
November 30, 2021.

167. Chad P. Bown and Katheryn “Kadee” Russ, “Biden and Europe Remove
Trump’s Steel and Aluminum Tariffs, but It’s Not Free Trade,” Peterson Institute of
International Economics, November 11, 2021.

168. White House, FACT SHEET: The United States and European Union to Ne-
gotiate World’s First Carbon-Based Sectoral Arrangement on Steel and Aluminum
Trade, October 31, 2021.

169. White House, FACT SHEET: The United States and European Union to Ne-
gotiate World’s First Carbon-Based Sectoral Arrangement on Steel and Aluminum
Trade, October 31, 2021.

170. U.S. Department of Commerce, Announcement of Actions on Japanese Imports
of Steels Under Section 232, February 7, 2022.

171. Nature, “Concrete Needs to Lose Its Colossal Carbon Footprint,” September
28, 2021.

172. Jennifer Hillman and Alex Triplett, “A New Transatlantic Agreement Could
Hold the Key to Green Steel and Aluminum,” Council on Foreign Relations, Novem-
ber 19, 2021.

173. Kevin Wolf, written testimony for U.S.-China Economic and Security Review
Commission, U.S.-China Relations: Emerging Risks, September 8, 2021, 2.

174. U.S. Department of Commerce, Bureau of Industry and Security, “Advanced
Surveillance Systems and Other Items of Human Rights Concern,” Federal Register
Notice 85:43532 (July 17, 2020).

175. Emily Kilcrease, written testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on Challenging China’s Trade Practices: Promoting Inter-
ests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 14.

176. Emily Kilcrease, written testimony before the U.S.-China Economic and Secu-
rity Review Commission, Challenging China’s Trade Practices: Promoting Interests of
U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 15.

177. Emily Kilcrease, written testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on Challenging China’s Trade Practices: Promoting Inter-
ests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 15.

178. U.S. Department of Commerce, Bureau of Industry and Security, Multilateral
Export Control Regimes, 2020.

179. Jason Li, “South Korea’s Formal Membership in the Quad Plus: A Bridge Too
Far?” Stimson Center, October 4, 2021.

180. White House, Fact Sheet: Quad Summit, March 12, 2021.

181. Husanjat Chahal et al., “Quad AI: Assessing Al-Related Collaboration between
the United States, Australia India, and Japan,” Center for Strategic and Emerging
Technologies, May 2022, 34.



231

182. Sarah Anne Aarup, “Washington Calls on Allies to Band Together against Chi-
na’s ‘Economic Coercion,”” Politico, March 24, 2021.

183. Peter Harrell, Elizabeth Rosenberg, and Edoardo Saravalle, “China’s Use of
Coercive Economic Measures,” Center for a New American Security, June 11, 2018.

184. Economist, “What China’s Bullying of Lithuania Reveals about Europe,” Jan-
uary 22, 2022; Andrius Sytas and John O’Donnell, “China Pressures Germany’s Con-
tinental to Cut Out Lithuania—Sources,” Reuters, December 17, 2021.

185. Saheli Roy Choudhury, “Here’s a List of the Australian Exports Hit by Re-
strictions in China,” CNBC, December 17, 2020; Nick Toscano, “China’s Ban on Aus-
tralian Coal to Last at Least Another Two Years,” Sydney Morning Herald, February
24, 2022; Colin Packham and Jonathan Barrett, “Australian Timber Faces Protracted
Logjam amid China’s Import Freeze,” Reuters, March 11, 2021.

186. Clyde Prestowitz, written testimony for U.S.-China Economic and Security
Review Commission, Hearing on Challenging China’s Trade Practices: Promoting In-
terests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 1.

187. Matthew Pottinger, oral testimony for U.S-China Economic and Security Re-
view Commission, Hearing on An Assessment of the CCP’s Economic Ambitions, Plans,
and Metrics of Success, April 15, 2021, 62-63.

188. Clyde Prestowitz, written testimony before the U.S.-China Economic and Se-
curity Review Commission, Hearing on Challenging China’s Trade Practices: Promot-
ing Interests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 1-2.

189. European Commission, “EU Strengthens Protection against Economic Coer-
cion,” December 8, 2021.

190. Emily Benson, “What Are the Trade Contours of the European Union’s An-
ti-Coercion Instrument?” Center for Strategic and International Studies, April 21,
2022.

191. European Commission, “EU Strengthens Protection against Economic Coer-
cion,” December 8, 2021.

192. Marcin Szczepanski, “Proposed Anti-Coercion Instrument,” European Parlia-
mentary Research Service, 2022.

193. Matthew C. Klein, Jordan Schneider, and David Talbot, “Only a Financial
NATO Can Win the Economic War,” Foreign Policy, March 23, 2022.

194. Matthew C. Klein, Jordan Schneider, and David Talbot, “Only a Financial
NATO Can Win the Economic War,” Foreign Policy, March 23, 2022.

195. U.S. National Security Council, U.S. Indo-Pacific Strategy, February 2022, 5.

196. U.S. National Security Council, U.S. Indo-Pacific Strategy, February 2022, 5.

197. Wendy Cutler, written testimony for U.S.-China Economic and Security Re-
view Commission, Hearing on Challenging China’s Trade Practices: Promoting the
Interests of U.S. Workers, Farmers, Producers, and Innovators, April 14, 2022, 2; UN
Comtrade Database.

198. Global Times, “China to Accelerate Pace of Negotiations on New FTAs: MOF-
COM,” August 23, 2021; Nargiza Salidjanova, “China’s Trade Ambitions: Strategy and
Objectives behind China’s Pursuit of Free Trade Agreements,” U.S.-China Economic
and Security Review Commission, May 28, 2015, 6.

199. Nargiza Salidjanova, “China’s Trade Ambitions: Strategy and Objectives be-
hind China’s Pursuit of Free Trade Agreements,” U.S.-China Economic and Security
Review Commission, May 28, 2015, 3—4.

200. People’s Daily, “China’s Free Trade ‘Friend Circle’ Continues to Expand: Al-
ready a Signatory to 19 Trade Agreements, Doubling in the Last Ten Years” (‘'[HH
RPN K CEEBINH R e, HEREKIE—f%), May 31, 2022.

201. Josh Kurlantzick, “The RCEP Signing and Its Implications,” Council on For-
eign Relations, November 16, 2020.

202. James McBride, Andrew Chatzky, and Anshu Siripurapu, “What’s Next for the
Trans-Pacific Partnership (TPP)?” Council on Foreign Relations, September 20, 2021.

203. Matthew P. Goodman, “From TPP to CPTPP” Center for Strategic and Inter-
national Studies, March 8, 2018.

204. James McBride, Andrew Chatzky, and Anshu Siripurapu, “What’s Next for the
Trans-Pacific Partnership (TPP)?” Council on Foreign Relations, September 20, 2021.

205. Matthew P. Goodman, “From TPP to CPTPP” Center for Strategic and Inter-
national Studies, March 8, 2018.

206. Wendy Cutler, “Reengaging the Asia-Pacific on Trade: A TPP Roadmap for the
Next U.S. Administration,” Asia Society Policy Institute, September 2020.

207. Robert E. Scott, “The TPP Is a Back Door for Dumped and Subsidized Imports
from China; It Would Enhance, Not Limit, China’s Influence in the Region,” Economic
Policy Institute, November 7, 2016.

208. Matthew McMullan, “Commerce Goes After Third-Country Steel Imports,
Originating in China,” Alliance for American Manufacturing, December 6, 2017; Da-



232

vid Stanway, “China’s Steel Glut: Years in the Making, Years to Resolve,” Reuters,
April 12, 2016.

209. Wendy Cutler, “America Must Return to the Trans-Pacific Partnership,” For-
eign Affairs, September 10, 2021.

210. Lori Wallach, oral testimony for U.S.-China Economic and Security Review
Commission, Challenging China’s Trade Practices: Promoting the Interests of U.S.
Workers, Farmers, Producers, and Innovators, April 14, 2022, 260.

211. Alan Beattie, “The US Doesn’t Need CPTPP to Assert Itself in the Asia-Pacif-
ic,” Financial Times, February 2022.

212. Jeffrey J. Schott, “China’s CPTPP Bid Puts Biden on the Spot,” Peterson Insti-
tute for International Economics, September 23, 2021.

213. BBC, “Taiwan Seeks Entry into Key Trade Pact before China,” September 23,
2021.

214. Kohda Satoru, “Analyzing China’s TPP Bid,” Nippon.com, March 1, 2022; Reu-
ters, “China Communist Party Paper Says Country Should Join U.S.-Led Trade Pact,”
October 24, 2015.

215. Carla Freeman, “How Will China’s Bid to Join a Trans-Pacific Trade Pact
Affect Regional Stability?” United States Institute of Peace, October 7, 2021.

216. Mireya Solis, “China Moves to Join the CPTPP, but Don’t Expect a Fast Pass,”
Brookings Institution, September 23, 2021.

217. Nikkei Asia, “New Japan PM Kishida Skeptical China Will Qualify to Join
CPTPP,” October 5, 2021.

218. Michael Smith, “Australia Place Demands on China’s Bid to Join Pacific Trade
Bloc,” Australia Financial Review, September 17, 2021.

219. Kyodo News, “Malaysia Becomes 9th Country to Ratify 11-Member CPTPP
Pact,” Nikkei Asia, October 6, 2022; Jeffrey J. Schott, “China’s CPTPP Bid Puts Biden
on the Spot,” Peterson Institute for International Economics, September 23, 2021.

220. Ben Hancock, “Reach of TPP’s SOE Disciplines Limited by Definition, Scope,
Exceptions,” World Trade Online, November 5, 2015.

221. New York Times, “Pacific Trade and Worker Rights,” November 21, 2015.

222. Deborah Elms, “The Comprehensive and Progressive Trans-Pacific Partner-
ship: Policy Innovations and Impacts,” Global Economic Dynamics Focus Paper, 17.

223. Matthew Brockett, “New Zealand Says Canada Isn’t Fulfilling CPTPP Dairy
Obligations,” Bloomberg, May 11, 2022.

224. Kati Suominen, “T'wo Years into CPTPP,” Center for Strategic and Internation-
al Studies, August 9, 2021.

225. U.S. International Trade Commission, Trans-Pacific Partnership Agreement:
Likely Impact on the U.S. Economy and on Specific Industry Sectors, Pub No. 4607,
May 2016, 50-52.

226. Caroline Freund, Tyler Moran, and Sarah Oliver, “Tariff Liberalization,” in As-
sessing the Trans-Pacific Partnership (Volume 1: Market Access and Sectoral Issues),
February 2016, 31.

227. Inside U.S. Trade, “Tai Wants TPA Overhauled with Bipartisan Support,
Doesn’t Commit to Timeline,” May 13, 2021.

228. White House, On the Record Press Call on the Launch of the Indo-Pacific
Framework, May 23, 2022.

229. Office of the U.S. Trade Representative, United States and Taiwan Announce
the Launch of the U.S.-Taiwan Initiative on 21st-Century Trade, June 1, 2022; Jen-
ny Leonard, “US Plans Economic Talks with Taiwan in Latest Challenge to China,”
Bloomberg, May 26, 2022.

230. Office of the U.S. Trade Representative, United States and Taiwan Announce
the Launch of the U.S.-Taiwan Initiative on 21st-Century Trade, June 1, 2022; Jen-
ny Leonard, “US Plans Economic Talks with Taiwan in Latest Challenge to China,”
Bloomberg, May 26, 2022.

231. Office of the U.S. Trade Representative, United States and Taiwan Announce
the Launch of the U.S.-Taiwan Initiative on 21st-Century Trade, June 1, 2022; Brock
R. Williams, Rachel F. Fefer, and Mark E. Manyin, “Biden Administration Plans for
an Indo-Pacific Economic Framework,” Congressional Research Service, February 25,
2022.

232. Brock R. Williams, Rachel F. Fefer, and Mark E. Manyin, “Biden Administra-
tion Plans for an Indo-Pacific Economic Framework,” Congressional Research Service,
February 25, 2022.

233. Kathleen Claussen, “Trade’s Mini-Deals,” Virginia Journal of International
Law 62:2 (2022): 348-352.

234. Inu Manak, “Unpacking the IPEF: Biden’s First Big Trade Play,” Council on
Foreign Relations, June 8, 2022.


file:///\\802326-filer2a\common\Annual%20Reports%20to%20Congress\2022\Mailed%20Versions\For%20Vote%20Mail%20on%2012%20October\Kyodo

233

235. Brett Fortnam and Maydeen Merino, “At IPEF Ministerial, Some Call for
Transition Periods to Meet Commitments,” Inside U.S. Trade, July 27, 2022.

236. Office of the U.S. Trade Representative, Ministerial Text for Trade Pillar of the
Indo-Pacific Economic Framework for Prosperity, September 9, 2022.

237. Prashanth Parameswaran, “Can the US Indo-Pacific Economic Framework
Meet the Value Proposition Challenge?” Diplomat, June 9, 2022.

238. Wendy Cutler and Joshua P. Meltzer, “Digital Trade Deal Ripe for the In-
do-Pacific,” Brookings Institution, April 5, 2021.

239. China’s Ministry of Forelgn Affalrs Wang Yi: % estioning the U.S. “Indo-Pacif-
ic Economic Framework” (T3c: Bixt3[EH “ AL HHESR” &I A KK ), May
22, 2022. Translation.

240. China’s Ministry of Foreign Affairs, Wang Yi: % estwnmg the U.S. “Indo-Pacif-
ic Economic Framework” (T3%: HxfEEM « [ljj(%h 207 RI—ANKKIE ), May
22, 2022. Translation.

241. Kim Yoo-chul, “lJANALYSIS] IPEF to Deepen Korean Firms’ Commitment to
‘Dual Track’ Strategy Wlth US China,” Korea Times, June 8, 2022; China’s Ministry
of Forelgn Affairs, Wan, uestwmng the U.S. “Indo- Paczﬁc Economic Framework”
(L% Bx[2E[E P < {>?~ 487 RI—/ANKKHS), May 22, 2022. Translation.

242. Maydeen Mermo “China Warns Bangladesh about Jommg IPEF,” Inside U.S.
Trade, June 14, 2022; Kim Yoo-chul, “[ANALYSIS] IPEF to Deepen Korean Firms’
Commitment to ‘Dual Track’ Strategy with US, China,” Korea Times, June 8, 2022.

243. UNB, “Momen: Dhaka Studying IPEF Focusing on Country’s Interest,” Dhaka
Tribune, June 12, 2022.



SECTION 3: CHINA’S ENERGY PLANS AND
PRACTICES

Abstract

Despite Chinese leaders’ stated commitments to decarbonize the
economy, China remains heavily reliant upon energy-intensive and
carbon-intensive industries and is the world’s largest emitter of
greenhouse gases. Its growing energy demand and significant im-
port reliance on fossil fuels drive the government’s focus on securing
sufficient energy supplies to meet its needs. China thus employs a
comprehensive energy strategy that seeks to ensure adequate en-
ergy supply and to reduce its vulnerabilities to maritime energy
import chokepoints. By cultivating leadership in clean energy tech-
nologies, Beijing is seeking to profit from a global clean energy tran-
sition while further deepening its geoeconomic leverage. Ultimately,
Beijing’s energy strategy will intensify U.S.-China technology com-
petition.

Key Findings

e China’s demand for imported energy has significantly expanded
in tandem with its growing economy, leading it to become a net
crude oil importer in 1993. China depends on imports for 72
percent of its oil consumption, and the overwhelming majori-
ty of China’s oil imports must pass through maritime choke-
points over which the United States has significant influence.
To mitigate its vulnerabilities, China’s government has invest-
ed billions of dollars in overland pipelines, launched a national
tanker fleet it can direct to sail through conflict zones and po-
tentially run blockades, and begun building out its capabilities
for long-range power projection.

e Through its powerful economic planning agency, the National
Development and Reform Commission (NDRC), the Chinese
central government imposes strict energy price controls as
levers that can be adjusted to remedy imbalances and allo-
cate resources within China’s energy system. These controls
contribute to pervasive energy market distortions. Inconsis-
tent and conflicting central government guidance contributes
further to local energy system mismanagement. The resulting
system is too brittle to correct for sudden energy supply dis-
ruptions and price shocks, and it contributed to a domestic
energy crisis in 2021 that caused ripple effects throughout
the global economy.

e Despite climate pledges by Chinese leaders, China remains the
world’s largest carbon dioxide emitter, and it continues to build
out its coal-fired power plants with unprecedented speed. More-

(234)



235

over, decarbonization of China’s energy-intensive economy suffi-
cient to meet its stated goals would require large-scale economic
restructuring, and policymakers have yet to make significant
progress toward this goal. China’s international and domestic
climate targets intentionally delay the politically difficult poli-
cies required to meaningfully reduce emissions.

e Chinese national oil companies (NOCs) have also cultivated
close relations with suppliers in the developing world, using lo-
cal corruption in supplier countries as a competitive advantage
and targeting oil-rich countries with low transparency to secure
access to resources. Chinese NOCs exert growing control over
global oil supplies by coopting foreign oil production through
oil-backed loans or by pursuing ownership stakes in foreign
oil-producing assets to secure “equity oil.”

¢ Beijing is cultivating leadership in clean energy technologies
in order to secure future markets and supply chains. A second-
ary goal is for domestically produced clean energy technologies
to support China’s decarbonization efforts. China’s status as a
global clean energy technology manufacturing hub and the fast-
est-growing renewable energy market affords it unique advan-
tages in commercializing the next generation of clean energy
technologies.

Recommendations
The Commission recommends:

e Congress direct the U.S. Department of Defense to produce a
classified report on the feasibility of and the military require-
ments for an effective blockade of energy shipments bound for
China in the event of military conflict involving China. The re-
port should place particular attention on the Strait of Malacca
and the feasibility of operationalizing a blockade of shipping
bound for China intending to transit that waterway. The report
should also consider the extent to which China may be able
to satisfy its energy needs during a crisis or conflict through
stockpiles, by rationing supplies, and by relying on overland
shipments through current and planned cross-border oil and
gas pipelines.

e Congress direct the U.S. Department of Energy to produce an
annual report detailing the extent to which U.S. supply chains
for key energy technologies, components, and materials are sub-
ject to Chinese control or manipulation.

Introduction

China’s economic model is energy- and carbon-inefficient. This
system is a product of sustained Chinese government policy
decisions to prioritize economic growth over energy efficiency
or climate considerations. This model has delivered decades of
breakneck economic growth while supporting the political and
economic interests of powerful state-owned enterprises (SOEs)
and local governments. The Chinese economy is powered by a
coal-dependent energy system and energy-intensive infrastruc-
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ture. Prescriptive planning targets and a system of price controls
managed by China’s NDRC overlay this infrastructure and gener-
ate significant market distortions. Meanwhile, a deeply fragment-
ed energy policymaking system remains unable to implement
system-wide rectifications. In part because of these systemic in-
efficiencies, Chinese leaders harbor a sense of energy insecurity,
or a concern that sufficient energy supply might not be readily
available to meet domestic demand, like during the energy crisis
of 2021. Dependence on oil imports by sea is central to this sense
of energy insecurity because it creates a significant vulnerability
to foreign interdiction in the event of conflict.

The Chinese Communist Party’s (CCP) need for economic growth
and energy security drives Chinese policies that challenge U.S. naval
dominance along key sea lanes. China’s government actively seeks
to circumvent or break what it perceives to be U.S.-controlled choke-
points in sea lanes vital to China’s commercial access to oil. It does
so largely by attempting to advance the People’s Liberation Army
(PLA) naval power projection farther from China’s shores. At the
same time, Chinese firms are racing to outpace the United States in
innovating and commercializing the next generation of new energy
technologies, with the potential to further embed them within clean
energy supply chains.

This section identifies the drivers of China’s energy and climate
policy and assesses energy initiatives to address its energy insecu-
rity and climate-related vulnerabilities. First, the section overviews
China’s energy mix and consumption patterns to contextualize its
energy supply vulnerabilities. The section then analyzes these vul-
nerabilities, including sensitivity to global energy price shocks and
policy-induced crises as well as susceptibility to maritime choke-
points. Next, it discusses climate-related vulnerabilities for which
China sees technology as an immediate solution despite the necessi-
ty of long-term economic restructuring. Finally, the section considers
the implications for the United States of China’s energy and climate
policies and efforts to mitigate related vulnerabilities. This section is
based on the Commission’s March 2022 hearing on “China’s Energy
Plans and Practices,” consultations with academics and industry ex-
perts, and open source research and analysis.

China’s Economy Is Energy and Carbon Intensive

Energy intensity * is a central feature of China’s economic model,
causing an enduring link between economic growth and voracious
energy consumption. For example, the Chinese economy requires
more than twice as much energy to produce the same amount of
economic growth as more energy-efficient countries, like the United
Kingdom (UK), that have transitioned away from heavy industries.!
Along with this energy intensity, the sheer size of China’s econo-
my makes it the world’s largest consumer of energy, accounting for

*Energy intensity refers to the amount of energy required to produce one unit of output. As
of 2021, China’s economy required 0.144 kilograms of oil equivalent (a proxy measure for energy
1nten51ty) to produce $15 worth of GDP (adjusted for purchasing power parity), while the U.S.,
Indian, and Russian economies respectively required 0.104, 0.100, and 0.212 kilograms to produce
the same amount. Notably, purchasing power parity adJustments artificially increase the value
of GDP in countries like China with a low cost of living, causing energy intensity indicators to
appear lower than they are. Enerdata, “Energy Intensity,” 2021.
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approximately 25 percent of global energy consumption in 2021.2
China’s heavy industries, including steel, aluminum, and concrete,
combined with the construction industry, together account for the
vast majority of energy demand and drive China’s carbon footprint,
with these sectors accounting for approximately 70 percent of total
energy consumption by 2019 (see Figure 1).* These sectors also con-
tributed to at least 38.6 percent of China’s gross domestic product
(GDP) for all years between 1970 and 2019, making them essential
drivers of Chinese economic growth.3

Figure 1: China’s Energy Consumption by Sector, 2019
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Source: China’s National Bureau of Statistics via CEIC database.

China’s economy runs primarily on fossil fuels, making it the
world’s largest emitter of carbon dioxide. Between 2000 and 2021,
China’s total energy consumption posted a 256.5 percent expansion,
with coal dominating China’s energy mix due to extensive domestic
reserves.T4 Coal reserves and imports of foreign oil and natural gas
have long served as the backbone of China’s energy system, sup-
plying much of the energy used for industrial factories, transpor-
tation, and residential heating. While China is the world’s largest

*Because heavy industries require high levels of heat to produce materials like steel and alu-
minum, they contribute to an enormous demand for energy that is usually generated from coal.
As such, the power, steel, cement, and coal-chemicals industries were responsible for approxi-
mately 72 percent of China’s carbon emissions and 86 percent of coal consumption in 2019. Jake
Schmidt, “China’s Top Industries Can Peak Collective Emissions in 2025,” National Resource
Defense Council, January 18, 2022; China’s National Bureau of Statistics via CEIC database.

7 China is home to the world’s fourth-largest proven coal reserves as of 2018, yet it also imports
coal from countries like Indonesia to reduce the cost of transporting it to industrial centers on
the east coast. China’s industrial clusters in the northeast are primary supplied by nearby coal
mines, while China’s eastern and coastal industrial hubs rely upon imported coal from nearby
suppliers like Indonesia. Mining Technology, “Countries with the Biggest Coal Reserves,” January
6, 2020; Reuters, “China Coal Futures Surge on Supply Worries amid Indonesia Export Ban,”
January 4, 2022.
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coal consumer, producer, and importer, it is simultaneously home
to the world’s largest renewable energy capacity buildout, account-
ing for 33 percent of the world’s total installed renewable energy
capacity.® (For more on the market structure, key policy goals, and
challenges related to individual energy sources in China’s energy
mix, see Appendix.) Despite Beijing’s desire for renewable energy
to account for a larger percentage of China’s energy mix, institu-
tional and technical barriers prevent renewable energy from being
a significant contender with coal for space on China’s energy grid,
detailed further below. As a result, renewable energy sources only
contributed to about 14 percent of China’s total energy mix in 2020
(see Table 1).6

Outsized Importance of Oil

Though it represents only one-fifth of China’s energy mix,
oil is and will remain a largely irreplaceable energy resource
in China until the development and widespread use of new
energy technologies. Chinese leaders appear to separate oil
disruptions from the broader array of potential energy sup-
ply problems, considering them national security issues while
regarding electricity supply disruptions as issues of social or
economic management.? Oil is vital not only to PLA operations
but also to China’s civilian transportation sector, where few
substitutes for road fuels exist at scale. In addition to oil’s role
as China’s premier road fuel, it remains the principal energy
source for several sectors that are difficult to electrify, includ-
ing heavy transport, aviation, and shipping.8 Even as China
aims to develop its electric vehicle (EV) industry, these new
energy vehicles only represent 2.06 percent of the total 292
million vehicles in China, with the rest relying on some form
of petroleum-consuming internal combustion engine.?

Table 1: Share of China’s Total Energy Consumption by Source, 2000-2020

Year Coal 0il Natural Gas Renewables Nuclear
2000 69.6% 22.2% 2.1% 5.7% 0.4%
2005 73.3% 18.3% 2.2% 5.5% 0.7%
2010 70.0% 18.0% 3.8% 7.5% 0.7%
2015 63.7% 18.7% 5.5% 10.7% 1.2%
2020 55.9% 19.5% 8.2% 14.2% 2.2%

Note: Renewables include solar, wind, hydro, biofuels, geothermal, and biomass.
Source: BP Statistical Review of World Energy Database; BP, “Energy Outlook 2020—China,”
2020.
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Challenges to Renewable Energy Integration in China

China’s installed capacity in renewable energy sources far out-
strips its actual use of these sources because of geographic con-
straints, technological limitations, and local protectionism.

e Geographic constraints: Renewable energy sources are culti-
vated according to the presence of geographic features like
rivers, steady and unimpeded sunlight, and predictable wind
patterns, and they have therefore developed within clusters,
some in China’s hinterlands.1© Geographic clustering has led
to high rates of wasted renewable energy,* as local electricity
grids do not always have the capacity to accept all of the
renewable energy generated by nearby plants. China contin-
ues to invest in nationwide high voltage transmission lines
to connect renewable energy from where it is generated to
consumers across the country.

e Technology limitations: China’s electricity grid cannot yet
reliably incorporate renewable energy without technical
upgrades. Renewable energy sources like solar and wind
are intermittent energy sources because they cannot al-
ways produce steady flows of energy due to fluctuations in
sunlight and wind. As a result, energy grids must be able
to adjust for fluctuations in the amount of renewable ener-
gy provided to the grid at different periods in time, often
relying on fossil fuels to compensate for dips in renewable
energy supply.1l

e Local protectionism: Local grids in coal-prevalent regions
have historically attempted to avoid buying renewable en-
ergy generated from other regions in order to support en-
ergy generated locally by coal-fired power plants. China’s
central government passed the Renewable Energy Law of
2005 to address this, mandating that all grid operators
purchase all renewable energy connected to their grid;
however, implementation and enforcement of the law has
been inconsistent.12

Supply Vulnerabilities Drive China’s Energy Policy

Chinese policymakers are acutely concerned about the nation’s
energy security due to the Chinese economy’s significant energy in-
tensity and reliance on imported fossil fuels. Chinese leaders define
energy security as the ensured uninterrupted availability of energy
resources sufficient to meet China’s needs at an affordable price. On
June 13, 2014, General Secretary of the CCP Xi Jinping announced

*In power generation, “wasted renewable energy” refers to the phenomenon of curtailment, or
the deliberate reduction of a source’s output below what it could produce. China has particularly
high curtailment in renewables, as its electricity grid often cannot accept all of the energy gen-
erated by solar and wind farms. Oversupply of renewables may occur due to a number of factors,
including weather patterns such as peaking sunlight during midday or strong winds during a
storm. Curtailment also results from local grid companies simply choosing not to purchase renew-
able energy from local generators due to a preference for energy generated from other sources.
1?/Ialifornia Independent System Operator, “Impacts of Renewable Energy on Grid Operations,”

ay 2017.
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five energy security strategic objectives called the “Four Transfor-
mations and One Cooperation” to guide China’s energy policies. The
“Four Transformations” are (1) curb unnecessary energy consump-
tion, (2) build a diversified domestic energy supply structure not re-
liant on any one energy source, (3) invest in new energy technologies
to upgrade China’s domestic industries, and (4) use energy system
regulations to promote the growth of China’s energy sector.13 The
“One Cooperation” refers to enhancing international cooperation in
every aspect but doing so with the premise that domestic needs and
solutions must have priority.14 China’s international initiatives pri-
oritize domestic energy needs using coercive measures such as se-
curing highly volatile oil-backed loans and corrosive measures such
as engaging with highly corrupt countries to more quickly secure
access to their resources.

China’s reliance on imported fossil fuels increases its economy’s
sensitivity to global energy price shocks, with Chinese govern-
ment attempts to control domestic energy prices causing perva-
sive market distortions. Exemplified by an energy crisis in the
fall of 2021, strict NDRC price controls and unclear CCP guid-
ance to local governments on emissions reductions has resulted
in pervasive mismanagement of the Chinese energy system. Dis-
tortions caused by central- and local-level market interventions
generate ripple effects throughout the global economy, contribut-
ing to supply chain disruptions and global inflationary pressures
while exacerbating China’s feeling of energy insecurity. China is
also the world’s top importer of crude oil and coal, contributing to
its perceived vulnerability to foreign-imposed disruptions.1®> The
Chinese government is absorbing enormous costs to mitigate po-
tential disruptions to its energy imports, revealing leaders’ con-
cerns that a U.S.-China military conflict could cut off its access
to oil.

China’s Economy Is Vulnerable to Energy Crises

China’s energy intensity increases its import reliance for coal,
natural gas, and oil. This represents a key vulnerability for Chi-
na’s leaders, who have repeatedly stated that the Chinese people
“must hold [their] energy supplies firmly in [their] own hands.”16
In 2018, China was 73 percent and 41 percent import dependent
on oil and natural gas, respectively (see Figure 2).17 According to
Michal Meidan, director of the Gas and China Programs at the
Oxford Institute for Energy Studies, Chinese policymakers are
concerned that China’s import dependency leaves it vulnerable to
the actions of a hostile foreign power.18 To mitigate these risks,
China has attempted to increase domestic production and diver-
sify its energy mix. China is unlikely to achieve either objective
fast enough, as its demand for natural gas and oil are predicted
to peak in 2040 and 2030, respectively.1® Despite efforts to ex-
pand domestic natural gas exploration and production, China’s
production cannot keep pace with its demand, thereby intensify-
ing its future import dependency.2? Similarly, while Chinese oil
companies are heavily investing in domestic oilfield development
and exploration, production of crude oil decreased by 2 percent
over the last ten years.2!
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Figure 2: China’s Oil, Gas, and Coal Import Dependency, 2007-2019
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Source: International Energy Agency, “Oil, Gas and Coal Import Dependency in China, 2007—
2019.”

China’s energy-intensive model increases its economic vulner-
ability to energy crises, with the Chinese government’s energy
price control system attempting to buffer against exogenous price
shocks. China’s NDRC uses price controls as levers that can be
adjusted to remedy imbalances and allocate resources within Chi-
na’s energy system according to policy goals. For example, the
NDRC currently sets a fluctuating 20 percent price band with a
maximum price that utilities can pay power generators for elec-
tricity. Furthermore, this price varies according to region, energy
source, and type of electricity consumer (e.g., household or in-
dustrial).22 Such price controls distort national energy markets,
as the NDRC manages the price of electricity according to policy
goals such as the promotion or restriction of certain technologies
or energy sources.23 Electricity prices in China thus do not fully
reflect the economic costs of electricity production, thereby forc-
ing power generators to rely on government subsidies or suffer
reduced profit margins when costs outstrip the price cap.* When
this mechanism fails to effectively coordinate state behavior, it
can exacerbate the impact of energy price shocks and cause dis-
ruptions throughout China’s economy.

An energy crisis in the fall of 2021 exemplified China’s vulnerabil-
ity to its own policy-induced energy shortages. The crisis was chiefly
due to the inability of China’s price control mechanisms to adjust
to sudden fluctuations in global energy commodity prices, causing

*National, provincial, and local governments subsidize power generators by supplying fossil
fuels at reduced costs, as well as soft loans and land-use rights. Some state-owned generators also
cross-subsidize operations by using profits from a parent or subsidiary business to cover losses.
The Chinese government also directly subsidizes renewable energy power generators through
feed-in tariffs that guarantee that the price paid for electricity covers the firm’s costs. Bertrand
Rioux et al., “How Do Price Caps in China’s Electricity Sector Impact the Economics of Coal,
Power and Wind? Potential Gains from Reforms,” Energy Journal 28 (2017): 68.
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power generators to face significant financial losses.24 At the time,
a 10 percent fluctuating benchmark ensured that electricity prices
could not increase above a set price, though the NDRC later wid-
ened the benchmark to allow a 20 percent fluctuation.25 These price
controls prevented power generators from passing on globally rising
coal prices to consumers, instead forcing them to either shutter their
operations or produce electricity at a financial loss.26 Power genera-
tors across the country closed their operations “for repairs,” causing
rolling blackouts in 20 provinces as well as factory closures and
residential power rationing.2?” Due to the pervasive economic dis-
ruptions caused by energy shortages, industrial value added, which
measures the contribution of industry to China’s economy, slowed
dramatically. During the height of the energy crisis in September
2021, industrial value added increased by only 3.1 percent year-on-
year, marking its lowest level since 2002, aside from pandemic-re-
lated interruptions in 2020 and 2022.28 China’s energy crisis exacer-
bated existing global inflationary pressures for commodities, causing
the global trading price of steel to increase by almost 20 percent
between August and October 2021.2° One year later, in August 2022,
Chinese officials made a similar decision to ration industrial power
during an energy shortage in southwest China, once again forcing
factory closures that disrupted supply chains and curtailed industri-
al output (see textbox “Drought and Heatwave Cause Second Sum-
mer Energy Crunch in a Row”).30

Drought and Heatwave Cause Second Summer Energy
Crunch in a Row

A drought and a coinciding heatwave in China’s southwestern
provinces have caused energy shortages throughout China in Au-
gust into September 2022, forcing major manufacturers to halt
production.3! The southwestern province of Sichuan experienced
an energy crisis due to severe droughts that curtailed hydroelec-
tric power, which provides over 80 percent of Sichuan’s energy.32
Excess hydroelectric power from Sichuan also provided approxi-
mately 30 percent of China’s hydroelectric power, equivalent to
approximately 2.3 percent of China’s overall energy mix in 2021
(for more on China’s hydropower sector, see “Appendix, Renewable
Energy: Hydropower, Wind, Solar, Geothermal, and Biofuels”).33
The droughts caused the Yangtze River to fall to its lowest level
on record, contributing to a nearly 14 percent year-on-year drop
in Sichuan’s hydropower output.34

Additionally, a record heat wave drove temperatures up to
113 degrees in neighboring Chongqing during August 2022, 22
degrees above the average monthly high temperature during
the month.35 Residential demand for air conditioning has sky-
rocketed throughout the region, further exacerbating the gap
between energy supply and demand. To preserve power for res-
idential use amid the heat wave, local officials in at least 19
provinces instituted a system of power rationing that cut pow-
er to factories, local small businesses, shopping malls, and city
light displays.36
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China’s state-directed style of energy management introduces
systemic inefficiencies that can augment the country’s sense of
energy insecurity through sudden energy disruptions. In her tes-
timony to the Commission, Dr. Meidan explained that since 2003
each of China’s power outages and supply interruptions have
been caused by domestic policies rather than external forces.3”
For example, in 2005 a misalignment between China’s domestic
pricing mechanisms and global prices caused a gasoline short-
age, as Chinese oil companies preferred to export their supplies
to offset losses caused by the domestic pricing mechanism.38
Mismatched policy priorities and conflicting government direc-
tives can also contribute to policy-induced disruptions, as local
cadres attempt to promote both economic growth and emissions
reductions. On numerous occasions, centrally mandated energy
intensity reduction targets have incentivized local governments
to suddenly shut off residential heating in their jurisdictions or
dramatically reduce industrial output to meet the targets.39 Pow-
er rationing generated popular discontent in affected regions, as
citizens complained that critical aspects of everyday life, includ-
ing the ability to take online classes, work from home, and even
cook meals, were suddenly disrupted for days on end.40

While state dominance of the energy sector creates both market
inefficiencies and vested fossil fuel interests, it also supports re-
sponsiveness in times of crisis when interests are aligned. In the
fall of 2021, coal prices skyrocketed due to a global supply short-
age and sudden rebound in demand driven by China’s economic
recovery.4l To rectify the shortage, Chinese regulators, includ-
ing the NDRC and the National Energy Administration (NEA),
directed the most efficient domestic mines in Inner Mongolia,
Shanxi, and Shaanxi to boost production, while provincial gov-
ernments and state-owned power generators increased their coal
imports from Russia, Indonesia, and Mongolia.#2 Combined with
the NDRC'’s decision to relax its price controls, the government’s
coordinated actions to increase domestic coal production helped
to alleviate the crisis.

China’s Oil Insecurity and the Shadow of Conflict

Chinese leaders have adopted policies to mitigate perceived vul-
nerabilities in China’s access to oil while undermining U.S. naval
power. Central to China’s vulnerabilities are maritime chokepoints,
through which the overwhelming majority of China’s oil imports
must transit and over which the U.S. government has significant
influence. The Chinese government’s fears of U.S. naval interdiction
of its sea lanes have led the PLA and Chinese SOEs to develop
capabilities that could challenge U.S. naval supremacy in the Indi-
an Ocean. Additionally, China’s government is attempting to create
alternative patterns of seaborne transit through Southeast Asia to
avoid the chokepoint at the Strait of Malacca. The efforts are costly
and would marginally reduce but not solve China’s dependency on
seaborne oil imports, but their success would work toward address-
ing China’s self-assessed vulnerability to a naval blockade in the
event of a major conflict.
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Maritime Chokepoints: Beyond the “Malacca Dilemma”

One key vulnerability in China’s seaborne oil imports is the
series of maritime chokepoints inherent in Asia’s geography. The
Strait of Malacca is China’s most critical maritime chokepoint,
and approximately 80 percent of China’s oil imports transit the
strait.4? Chinese leaders and strategists are keenly aware of this
vulnerability. As early as 2003, Chinese state media commented
on concerns raised by then General Secretary Hu Jintao warning
of overreliance on the sea route passing through the Strait of Ma-
lacca, labeling China’s dependence the “Malacca Dilemma.”44 In
addition to Malacca, sea routes from China’s coast to the Middle
East and Europe must pass through a series of maritime choke-
points, including the Strait of Hormuz, Bab El1 Mandab, and the
Suez Canal.#®> Researchers with the Naval Research Academy,
the PLA Navy’s only designated scientific research institution,
described this route through the Strait of Malacca to the Mid-
dle East and North Africa as China’s “distant-ocean lifeline.”46
Similarly, the 2020 edition of the Science of Military Strategy,
one of the PLA’s leading textbooks on China’s military strategy,
notes that China’s principal maritime transport route runs from
the South China Sea, through the Strait of Malacca, through the
Suez Canal, and into the Mediterranean Sea.47?

A second challenge geography poses to maritime oil imports
is the sheer distance tankers must transit to reach oil suppli-
ers, leading to longer transit times. Gabriel Collins, Baker Botts
Fellow in Energy and Environmental Regulatory Affairs at Rice
University’s Baker Institute, identified a clear trend in Chinese
tankers “having to go further from home to buy barrels” of oil,
as China’s share of oil imports from Asia-Pacific countries fell
from 21 percent in 2005 to only 3.5 percent in 2020.48 Emily
Meierding, assistant professor at the Naval Postgraduate School,
notes that a one-way Very Large Crude Carrier (VLCC)* transit
from the Persian Gulf to a VLCC-capable port on China’s coast
would likely take approximately 21 days, with each round-trip
voyage taking at least 40 days.#® This is a median transit time.
Smaller tankers and VLCCs directly transiting oil from Russia’s
east coast to China typically complete a round-trip voyage in less
than two weeks, while a round-trip VLCC voyage from Russia’s
western ports to a compatible port in China would take up to four
months.?? The growing transit distance involved in China’s oil
imports is in part the result of Chinese leaders’ concerted effort
to hedge against overdependence on a small number of suppli-
ers by diversifying China’s import partners and delivery methods
(see Table 2). For example, since 2015 Saudi Arabia and Russia
have remained in close competition to be China’s top source of
crude oil, and as of 2021 China’s top five oil providers are Sau-
di Arabia, Russia, Iraq, Oman, and Angola.5! Sourcing oil across
regions diversifies China’s oil suppliers as well as its oil import
routes, reducing the risk along any one energy supply route.52

*One VLCC can carry between 1.9 and 2.2 million barrels of oil, or between 160,000 and
320,000 metric tons. U.S. Energy Information Administration, Oil Tanker Sizes Range from Gen-
eral Purpose to Ultra-Large Crude Carriers on AFRA Scale, September 16, 2014.
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Table 2: China’s Top Ten Crude Oil Suppliers in 2021

Supplier Volume (MMbpd) Import Share
Saudi Arabia 1.8 17.1%
Russia 1.6 15.5%
Iraq 11 10.5%
Oman 0.9 8.7%
Angola 0.8 7.6%
United Arab Emirates 0.6 6.2%
Brazil 0.6 5.9%
Kuwait 0.6 5.9%
Malaysia 0.4 3.7%
Norway 0.3 2.6%

Note: “MMbpd” refers to millions of barrels per day.
Source: General Administration of Customs via CEIC.

China’s Tanker Fleet and Navy Deployments Move to Secure
Critical Sea Lanes

China’s government has attempted to mitigate its perceived risk
caused by maritime chokepoints by increasing its PLA Navy deploy-
ments in the Indian Ocean and constructing a national tanker fleet.
These efforts appear to respond to Chinese strategists’ concerns that
the U.S. Navy might interdict ships transiting oil to China along
extended Indian Ocean sea lanes or at a maritime chokepoint.?3 In
a 2021 speech to a think tank affiliated with China’s State Oceanic
Administration, Hu Bo, director of the Center for Maritime Strat-
egy Studies at Peking University, noted that the prevailing assess-
ment within China’s strategy community is that the United States
demonstrated the will to interdict China’s seaborne energy imports
during the 1993 “Yinhe Incident”* and has the opportunity to do so
in the future.?¢

Driven largely by anxieties regarding a U.S. naval blockade,
in the early 2000s Chinese leaders directed the construction of
a largef domestic tanker fleet.55> China’s two leading energy
shipping companies, China Ocean Shipping Company, Limited

*In 1993, U.S. Navy vessels surveilled and shadowed the Chinese container ship Yinhe (Milky
Way)—which U.S. intelligence reports indicated may have been carrying a large quantity of mate-
rials useful for developing chemical weapons—as it was en route to Iran. U.S. diplomats persuad-
ed countries in the Persian Gulf to deny Yinhe docking permissions until the crew submitted to
cargo inspection, which occurred after a delay of approximately one month. U.S. and Saudi offi-
cials did not find materials for chemical weapons on board. In testimony before the Commission,
Christopher Colley, assistant professor of security studies at the National Defense College of the
United Arab Emirates, explained that Chinese maritime security experts commonly consider this
event a “national humiliation” that “must never be allowed to happen again.” Although the 1993
Yinhe incident took place almost three decades ago, it continues to shape perceptions in China
of risks to Chinese maritime security. Christopher Colley, written testimony for the U.S.-China
Economic and Security Review Commission, Hearing on China’s Activities and Influence in South
and Central Asia, May 12, 2022, 1-2; Kai He, China’s Crisis Behavior: Political Survival and For-
eign Policy after the Cold War, Cambridge University Press, April 2016, 49-50; Patrick E. Tyler,
“No Chemical Arms aboard China Ship,” New York Times, September 6, 1993.

FIn 2020, China’s fleet was the third-largest domestic oil tanker fleet in the world. Greece had
the world’s largest oil tanker fleet valued at $38 billion, followed by Singapore’s valued at $14
billion and then China’s valued at $13 billion. UN Trade and Development, “Maritime Transport
Services and Infrastructure Supply,” 2020, 42.
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(COSCO) Shipping Energy Transportation and China Merchants
Energy Shipping, likely do not have sufficient combined tanker
capacity to fulfill all of China’s oil import demand.?¢ China would
need approximately 4.5 fully laden VLCC deliveries per day to
maintain current seaborne import levels, and the two companies
combined would need a VLCC fleet nearly twice as large to sus-
tain this rate of delivery.57

An important driver of China’s national tanker fleet is prepara-
tion for future conflict. China’s national tanker fleet exists to ensure
a continued flow of seaborne oil and gas imports through conflict
zones and potentially U.S. Navy blockades. Non-Chinese commer-
cial tankers are unlikely to be willing to operate in areas that pose
heightened risk to the vessel, its crew, and its cargo, whereas Chi-
na’s government can provide significant financial incentives for its
national tanker fleet to do so.* Similarly, China’s government can
compel the SOE owners of the Chinese tanker fleet to run a poten-
tial U.S. Navy blockade, forcing U.S. sailors to forcibly board or fire f
on the tanker to enforce the blockade.58

China’s leaders are also moving to secure its “distant-ocean life-
line” with larger PLA Navy deployments in the Indian Ocean. PLA
documents clearly state that the PLA Navy is attempting to develop
into a force capable of rapidly deploying and defeating U.S. naval in-
terdiction along key sea lanes west of the Strait of Malacca. Accord-
ing to the 2020 Science of Military Strategy, the current PLA Navy
deployment conducting antipiracy operations in the Indian Ocean
“may expand” the scope of its missions if “hegemonic countries” (re-
ferring to the United States) “exercise control over important transit
routes that are vital to China.”5® The PLA Navy is also already
exercising the capabilities it would need in such a conflict. Between
December 2008 and January 2022, the PLA Navy conducted 40 an-
tipiracy deployments in the Gulf of Aden, including many from its
base in Djibouti since it began operations in 2017, exercising ca-
pabilities almost certainly designed to develop PLA Navy sailors’
ability to project power along sea lanes in the Indian Ocean.®° These
efforts may include building PLA bases or facilities in the Indian
Ocean. The U.S. Department of Defense’s 2021 report on China’s
military power notes China’s government has likely considered sev-
eral countries near the Persian Gulf, including Pakistan and the
United Arab Emirates, as locations for future PLA bases.61 Also in
2021, the Wall Street Journal reported that China’s government was

*State-owned and -flagged ships that self-insure are financially incentivized to accept high-
er risks of operating near or through a conflict zone. In contrast, independent insurance firms
are likely to increase insurance rates from as low as 2.5 percent of ship value on an annual
basis to as much as 10 percent of ship value on a daily basis if the ship operates in what
the firms designate a War Risk Exclusion Zone. Andrew Erickson and Gabe Collins, “Beijing’s
Energy Security Strategy: The Significance of a Chinese State-Owned Tanker Fleet,” Orbis,
2007, 681.

TFiring on a vessel is not necessarily an attempt to sink the vessel. The U.S. Navy is actively
developing nonlethal means of stopping ships, representing a capability to kinetically enforce
a naval blockade while controlling escalation by dramatically reducing the risk of death and
destruction. Examples of nonlethal means to stop ships include materials designed to entangle
or otherwise disable ship propellers or directed-energy weapons such as microwave systems that
interfere with the vessel’s electronics. Krista Romita et al., “How to Effectively Assess the Impact
of Non-Lethal Weapons as Intermediate Force Capabilities,” RAND Corporation, 2022, 1, 5; Peter
von Bleichert, “Nonlethal Weapons Bridge the Gap between Shouting & Shooting,” Proceedings,
November 2017.
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constructing what U.S. intelligence agencies suspected to be a mili-
tary facility in the United Arab Emirates.62

China’s Limited Overland Solutions to Reduce Dependence on
Seaborne Energy Imports

China’s government seeks to increase overland energy imports to
reduce reliance on seaborne transit through the Strait of Malacca
(see Figure 3).63 Operating at full capacity, China’s three inbound
oil pipelines from Russia, Kazakhstan, and Burma (Myanmar) are
able to provide a combined 70 million metric tons of oil per year, or
approximately 14 percent of China’s overall oil imports in 2021.64
Natural gas pipelines are particularly significant for China’s energy
consumption. As of 2017, China received 46 percent of its natural
gas imports through pipelines from Central Asia.f® China contin-
ues expanding its overall pipeline import capacity, most recently
through a 30-year contract to purchase ten billion cubic meters of
gas each year, or approximately 3 percent of China’s natural gas
consumption, from Russia through a new pipeline.®6 This new pipe-
line is scheduled to begin delivering gas within three years and will
connect to the Power of Siberia pipeline, which began delivering gas
to China in 2019 after five years of construction and a decade of
negotiations.67

Figure 3: China’s Energy Import Routes

Russia-China il Pipeline (30 MTPA).
Wartime emergency could potentially see additional surge capacity of 30-40
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Source: Adapted from Gabriel Collins, written testimony for U.S.-China Economic and Security
Review Commission, Hearing on Chind’s Energy Plans and Practices, March 17, 2022, 11.
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Table 3: China’s Pipeline and Port Import Dependence, 2021

0Oil Pipelines

0il Ports

LNG
Pipelines

LNG Ports

Volume

70 million
metric tons

670 million
metric tons

105 billion
cubic meters

145 billion
cubic meters

Percent of
Imported
Demand

13.6%

130.5%

111.7%

154.3%

Percent of
Total

9.8%

93%

27.7%

38.3%

Demand

Percent of
Energy
Consumption

1.9% 18.6% 2.5% 3.4%

Note: Capacity exceeds total demand. All figures for 2021. In 2021, China consumed about 718.5
million metric tons of oil, of which 513.2 million metric tons were imported, and 378.7 billion
cubic meters of natural gas, of which 94 billion cubic meters were imported.

Source: Various.68

China’s government has also explored projects in Thailand and
invested in infrastructure in Burma to bypass the Strait of Malacca.
Key among these projects is a proposed canal or railway through
the Isthmus of Kra in Thailand, linking the Gulf of Thailand with
the Andaman Sea.69 Although the government of Thailand has been
open to these projects, diplomatic pressure from the United States
and Japan have so far prevented formal approval of a canal or rail-
way system.’0 China’s government investments have targeted ex-
tensive oil and gas pipelines connecting southern China to Burma’s
Kyaukpyu city, where Chinese investors are also funding a deep sea
port project.”t These pipelines are currently operating well below
their full capacities of 12 billion cubic meters per year for natural
gas and 22 million metric tons per year of oil, which combined rep-
resent 6.6 percent of the liquified natural gas and 4 percent of the
oil China imported in 2021.72

Like China’s national tanker fleet, however, China’s overland oil
and gas pipelines lack the capacity required to replace China’s over-
all seaborne energy imports. As stated earlier, China’s inbound oil
pipelines could only transport roughly 14 percent of China’s total
oil imports in 2021.73 While China’s inbound gas pipelines have the
capacity to supply a larger portion of China’s natural gas consump-
tion, growth in China’s demand for natural gas will likely outstrip
growth in pipeline capacity this decade. China’s gas pipelines have
a collective capacity of 105 billion cubic meters per year, supplying
over half of the 169 billion cubic meters of gas China imported in
2021.7¢ The Power of Siberia 2 pipeline, scheduled to come online
by the late 2020s, would likely add another 80 billion cubic meters
to China’s inbound gas pipeline capacity.”> China’s gas pipelines are
limited by geography, primarily connecting to Russia and Central
Asia. By 2030, the Central Asian countries currently supplying the
majority of China’s imported gas will likely be able to provide an
additional 25 billion cubic meters of natural gas a year, bringing
China’s collective inbound gas pipeline capacity to 210 billion cubic
meters per year.”® An official from China Oil & Gas Pipeline Net-
work Corporation (PipeChina), a Chinese state-owned oil and gas
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pipeline firm, however, projects China’s gas consumption will reach
526 billion cubic meters per year by 2030 and continue growing to
650 billion cubic meters per year by 2035.77 This growth in China’s
demand for natural gas would likely need to be resourced by Rus-
sian imports in addition to seaborne sources, the latter of which
continue to exceed China’s inbound pipeline capacity by 40 billion
cubic meters per year and are projected to grow at a faster rate than
pipeline capacity.”8

China’s Commercial Energy Strategy and Key Suppliers

In addition to conducting commercial energy trade, Chinese NOCs*
bolster China’s energy security by gaining access to foreign oil sup-
plies via “equity oil” and resource-backed loans, often in authoritarian
countries. The confluence of these activities extends the Chinese gov-
ernment’s market-manipulating influence into other countries under
the auspices of energy trade. Moreover, these activities expose recipient
countries to financial risk while undermining international sanctions
against rogue countries such as Russia and Iran.

Equity Oil: A Commercial Stockpile

Securing equity oil is a longstanding objective of China’s NOCs.
Dr. Meierding defines equity oil as “a share of resource output that
[a purchaser] could book as reserves and sell wherever it chose”
through gaining an ownership stake in foreign oil-producing as-
sets.” While the complete network of China’s equity oil agreements
is not public, in 2020 PetroChina reported equity oil holdings equiv-
alent to 76.4 million metric tons.8% Similarly, a 2018 report by the
China Petroleum Enterprises Association stated that the previous
year China held 160 million metric tons of equity oil—roughly 24
percent of its consumption in 2017—and an additional 50 billion cu-
bic meters of equity natural gas, representing a total of 201 million
tons of oil equivalent across countries participating in the Belt and
Road Initiative (BRI).81

As explained by an expert on China’s National Energy Expert Ad-
visory Committee, “equity oil is superior to oil traded on the market
because the former would give Chinese NOCs additional security in
time of market turbulence and supply disruptions.”82 Although Chi-
na’s NOCs generally sell their equity oil on international markets
to maximize profit, China’s government can require NOCs to ship
equity oil to China for domestic consumption or stockpiling.83 Cur-
rently, China’s NOCs do not appear to be pursuing overseas energy
engagements strictly to build China’s energy stockpiles, and the oil
produced overseas by Chinese companies is not typically shipped
back to China, given prospects of greater profit in other markets.84

As early as 1993, China’s NOCs pursued overseas acquisitions to
obtain the oilfields, resources, and technologies a foreign company
might hold.85 Given the dominance of other multinational oil con-
glomerates over easily accessible sources of oil, Chinese NOCs were
willing to pay a premium for oil assets, including riskier assets like
unproven oil reserves in politically unstable countries.86 Between
2005 and 2015, China’s NOCs spent $134 billion on overseas oil as-

*These include China National Petroleum Corporation (CNPC), China Petroleum and Chemical
Corporation (Sinopec), and the China National Offshore Oil Corporation (CNOOC).
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sets, with the majority of purchases taking place between 2009 and
2013 following the global financial crisis.8” Beginning in 2015, Chi-
na’s NOCs began rebalancing their acquisition strategies by making
direct purchases of oil on international markets in addition to pur-
chasing foreign oil-producing assets.88 The collapse of oil prices in
2014-2016 almost certainly also contributed to this shift in China’s
oil security strategy, as the collapse drastically undercut the profit-
ability of the many oil-producing assets China’s NOCs had procured
and began to disincentivize purchases of more such assets.8?

Oil-Backed Loans: Driving Volatility and Funding Corruption

Chinese NOCs have also moved to secure control over oil flows
from other countries’ NOCs through the use of oil-backed loans
supported by the China Development Bank and China Export-Im-
port Bank.90 Under an oil-backed loan agreement, a recipient gov-
ernment or NOC repays a loan from one of China’s policy banks
through oil sales to a Chinese NOC.91 Qil-backed loans theoretically
give China’s government an option to claim some amount of other
countries’ oil production, ensuring supplementary oil supply secured
against state-owned infrastructure.92 Additionally, debtors holding
oil-backed loans are vulnerable to price crashes that can force bor-
rowers to devote greater volumes of oil to paying back the loan.93

China’s government has used oil-backed loans to exert leverage
over African and Latin American countries.?* Between 2005 and
2010, Chinese aid to Angola, one of China’s major oil suppliers and
an early customer of Chinese oil-backed loans, coincided with Chi-
nese NOC acquisition of exploitation rights to multiple oil blocks
in Angola.*95 Similarly, Venezuela and Ecuador took advantage of
Chinese policy bank financing at below-market rates secured by dis-
counted oil. In part because Chinese oil-backed loans use revenue
from daily oil sales as collateral for the loans,T both countries strug-
gled with repayment terms when commodity prices crashed between
2014 and 2016.96 In 2018, Ecuador’s government committed 80 per-
cent of its oil exports, negotiated down from 90 percent, to repay
its oil-backed loans from China.?” While China has used oil-backed
loans as a strategic hedge against risk, oil-backed loans may con-
versely expose China to risk when oil prices rise, as countries would
require smaller volumes of oil to pay off the value of the loan.

*China’s government used oil-backed loans in concert with elite capture and corruption to
extract maximum leverage in negotiations with Angola. For example, Isabel dos Santos, daughter
of former Angolan president Jose Eduardo dos Santos and a former board member of Angolan
NOC Sonangol, was accused by fraud authorities of funneling over $1 billion in funds linked to
Chinese firms to accounts and companies under the control of Santos or her husband. Similarly,
the China International Fund was implicated in a 2020 seizure of funds from corrupt Angolan
officials. Emily de La Bruyere and Nathan Picarsic, “Two Markets, Two Resources: Documenting
China’s Engagement in Africa,” Horizon Advisory (prepared for the U.S.-China Economic and
Security Review Commission), November 2020, 18-19.

FChina’s loan agreements with Ecuador and Venezuela were predicated on daily oil transactions
that were especially susceptible to price shocks. Both Ecuador and Venezuela paid for Chinese in-
vestment by committing their NOCs, Petroecuador and Petréleos de Venezuela, S.A., to ship oil to
China on a daily basis through the life of the loan. Following the shipment, Chinese NOCs buy the
oil in accordance with a pricing formula generally indexed to market prices with occasional discounts.
The Chinese NOCs’ payments for that oil become funds from which the China Development Bank
can withdraw for loan repayment. As oil prices declined, Ecuador and Venezuela were obligated to
sell larger volumes of oil to China’s NOCs to meet their loan repayment obligations. Oil prices are
currently rising, which carries the risk that China may receive smaller volumes of oil to repay loan
obligations. Stephen B. Kaplan and Michael Penfold, “China-Venezuela Economic Relations: Hedging
Venezuelan Bets with Chinese Characteristics,” Wilson Center, 2019, 10; Michal Meidan, “China’s
Loans for Oil: Asset or Liability?” Oxford Institute for Energy Studies, 2016, 10.
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China’s government and NOCs demonstrate a pattern of engag-
ing with oil-rich countries with low transparency and high levels
of local corruption.?8 In oral testimony before the Commission, se-
nior associate for the Center for Strategic and International Stud-
ies’ Energy Security and Climate Change Program Edward Chow
explained the corrosive nature of China’s energy investments. Ac-
cording to Mr. Chow, Chinese NOCs seeking opportunities to invest
in foreign oil-producing assets considered their indifference to cor-
ruption among host country officials to be a competitive advantage
over major U.S. or European oil companies.?? One study examining
two decades of Chinese investment in 49 African countries found
that China implements a policy of investing in resource-rich coun-
tries with high perceived corruption on the basis that “paying bribes
is a faster way to secure a license and gain access to the natural
resource deposit than following long bureaucratic processes that are
mostly met with resistance from the locals.”100

China’s Authoritarian Energy Suppliers

China’s energy strategy balances its sources of fossil fuels be-
tween its suppliers, many of which are authoritarian regimes, to
avoid dependence on any individual country. By sourcing a signif-
icant portion of its fossil fuels from authoritarian regimes, China
gives a lifeline to some countries sanctioned by the United States
while granting China significant leverage over those countries.101
Although the Chinese government has worked to diversify its ener-
gy import sources, it continues to source nearly one-third of its oil
from Russia and Saudi Arabia, and it sources nearly 40 percent of
its natural gas from Russia and Central Asia.102

China’s energy trade with authoritarian regimes undermines in-
ternational sanctions, particularly through its oil purchases and en-
ergy investments in Iran, Venezuela, and Russia.l93 China under-
mines international sanctions on Iran and Venezuela by rebranding *
shipments of Iranian and Venezuelan crude oil as imported from
Oman or Malaysia.194 China’s oil imports from Iran reached record
highs in 2021, and according to Refinitiv Oil Research, 75 percent
of the oil Iran moved to China between January 2020 and February
2021 was labeled as coming from Oman, the United Arab Emirates,
or Malaysia.195 China often provides capital and technology in ex-
change for Iranian oil and opportunities to invest in upstream oil
production.196 In January 2022, Chinese Foreign Minister Wang Yi
and Iranian Foreign Minister Hossein Amir-Abdollahian announced
that the two countries would begin implementing a broad agree-
ment on energy and infrastructure projects.197 For Venezuela, Chi-

*To avoid detection when loading or transferring oil, ships will disable their automated iden-
tification system (AIS) transponders in a practice called “going dark.” This practice is considered
dangerous and an indication of violating sanctions compliance. In 2019, the U.S. Department of
the Treasurys Office of Foreign Assets Control (OFAC) called this a deceptlve shipping prac-
tice” in an advisory warning against activity that violates sanctions on Iran and Syria. Irene
Anastassiou, “‘Going Dark’ Is a Red Flag—AIS Tracking and Sanctions Compliance,” Gard, May
29, 2019; US. Department of the Treasury, OFAC Advisory to the Maritime Petroleum Shipping
Community, March 25, 2019.

TUpstream production refers to the processes of locating and extracting crude oil; another
name for this is exploration and production (E&P). Midstream production includes transporta-
tion, storage, and marketing of o