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Preface

It is regularly said that the US-China relationship is at a historical juncture, but there
are several simultaneous transitions that make this claim more appropriate in 2013 than in
years past. Internationally, we are witnessing a long-term shift in the global balance of power
partly generated through the forces of globalization. At the same time, the economies of many
countries, particularly in Europe, are in a fragile state. The United States is trying to revive
its engines of growth while managing substantial debt, and China is attempting to avoid a
“middle-income trap” by promoting factors that fuel more efficient growth and help it to re-
balance its economic structure. Within this context, the US, China, Japan, and other countries
are going through transitions in their political leadership. At the same time, the World Trade
Organization (WTO), the world’s most effective institution for international economic gover-
nance, is also choosing a new leader, and in the process, setting its agenda for the years ahead.

Given these developments, it is a particularly opportune moment to take stock of US-
China relations and consider both the challenges and opportunities of collaboration. Doing
so has always been important for bilateral relations, but increasingly the healthy governance
of global trade, investment, finance, the environment, and other areas depends on the active
involvement and cooperation of both countries’ governments and peoples. We believe in the
benefits of deep collaboration, not only between governments, industry, and other stakehold-
ers, but of scholars as well. This report grows out of our in-depth cooperation fostered over the
past year.

Both the Research Center for Chinese Politics & Business (RCCPB) and the Institute
of World Economic & Politics (IWEP) have an abiding concern in carrying out research that
enlightens both scholars and policymakers about issues related to the global economic affairs.
For the past three years the RCCPB has been engaged in the Initiative on China and Global
Governance in order to more fully understand the extent and significance of Chinese involve-
ment in major areas of economic global governance. The initiative includes 30 working papers,
several articles, three books, four international conferences, and a series of private discus-
sions involving stakeholders in several countries on issues related to global governance and
US-China relations. IWEP has a long and distinguished history of scholarly excellent, inter-
national collaboration, and effective policy engagement on many of these same issues. On the
foundation of this record, IWEP recently created a new center on global governance that will
help extend its reputation as providing thought leadership on emerging areas of international
political economy.

Beginning in November 2012 we began to convene meetings of experts in and out of
government to help us identify the key global economic issues that the US and China must
grapple with in the coming years. Due to constraints on time and our own view of what con-
stitute the highest priorities, we focused the discussion on trade, investment, finance, and the
environment. (For reasons of space, we have unfortunately left the environment discussion out



of the report.) We asked participants to consider not only the issues within these areas that
are important, but at what levels - unilateral, bilateral, regional, or multilateral - they would
be best addressed. Through gatherings in Beijing, Washington, DC, and New York, we heard
a range of voices. Some focused on very broad issues, such as questions of identity, while oth-
ers offered specific policy proposals. This report owes its existence to the generosity of these
experts. A special note of gratitude is expressed to Nicholas Lardy and his research assistant
Nicholas Borst, who hosted the Washington, DC meeting at the Peterson Institute for Inter-
national Economics in mid-December 2012. In addition to hearing from the participants in
these brainstorming sessions, we conducted additional interviews in the US and China over
the last several months to collect further insights from government and industry leaders.

Beyond the gatherings organized specifically to help us prepare this report, we are also
grateful to the scholars who have participated in the RCCPB global governance initiative and
in various IWEP programs. Their research has also given us rich inspiration and provides an
enormous wellspring of ideas. We also appreciate the staff of the RCCPB and IWEP who have
supported this work. Critical logistical support was provided by the RCCPB’s Liu Jiajing, Erica
Kendall, and Andrea Wald, and IWEP’s Xi Yanbin, Huang Yijie and Gauss Chu provided help-
tul research assistance. Zhang Ming, Li Yuanfang, Yang Panpan, Wang Bijun, Feng Weijiang
and other IWEP scholars provided help during the drafting process, and Andrea Wald did an
excellent job as production editor. We also benefitted from the participation of IWEP schol-
ars Zhang Bin and Huang Wei in all of our meetings and interviews in China and the United
States. We should emphasize, though, that the views expressed here are ultimately our own,
and it is likely many people who we have consulted would not fully endorse either our analysis
or our policy recommendations.

We want to also especially thank the Henry Luce Foundation for its generous support
of the RCCPB’s research initiative and its Beijing office during the past three years. Their vi-
sion and commitment has made our efforts possible.

Finally, it is important to emphasize that this report is a product of genuinely deep
collaboration. Partnerships between American and Chinese scholars are not new, and we are
honored to be a part of that tradition. At the same time, we notice that some reports co-
written by American and Chinese about the relationship highlight an “American” view and a
“Chinese” view. There is often common ground, but also identification of differences of opin-
ion. We have chosen a different approach. Although there has been some division of labor, we
have both fully contributed to every part of the report. We speak with a single voice, the voice
of a scholar who cares deeply about both of our countries and the important role they must
play in promoting development, peace, and harmony for the globe.

Scott Kennedy
He Fan



Executive Summary

The world faces twin deficits in global eco-
nomic governance of insufficient institutions and
inconsistent leadership. We call on the government,
industry, and NGOs in both the United States and
China to more constructively show leadership at mul-
tiple levels — domestically, bilaterally, regionally, and
multilaterally — in ways that serve the world’s gen-
eral needs. Achieving greater US-China cooperation
on global governance will not be easy because of the
different approaches they take. Questions of identity,
approaches to economic governance, their politi-
cal systems, and economic interests have all served
to constrain cooperation on global governance. The
world’s leading multilateral economic institutions
— the WTO, IMF, and G20 — are all not extremely
ineffective, and there are many areas of global gover-
nance where no clear rules or institutions exist.

Our recommendations to address these issues include:

1. We should recognize that whether China is recog-
nized as a “developing country” is more of a political
issue than one that directly affects the substance of
negotiations or implementation of arrangements. Be-
cause China’s economic circumstances are changing
so rapidly, it does not fit any single category, and this
complexity should be recognized and supported.

2. The US-China Strategic and Economic Dialogue
needs to become more strategic by including the
country’s top political leaders, Presidents Obama and
General Secretary Xi Jinping.

3. A seven-year roadmap should be developed to pave
the way for China to join the OECD by 2020. This
means both encouraging China to recognize the ben-
efits of many existing OECD norms and standards,
but it also means giving China a voice in determining
the OECD’s mission and focus.

4. The Trans-Pacific Partnership (TPP) and other re-
gional arrangements currently under negotiation have
the potential for great good if they can point a path to
wider application of their standards in the future, but
they also have the potential to cause harm if they drive
a wedge between the US, China, and others. All parties
need to proceed with caution and greater transparency.

5. There needs to be an architecture created to man-
aged the various elements of international investment,
including resolving anti-trust concerns and questions
of national security. The dependence on domestic
regulations leads to inconsistent application of rules,
raises political tensions, and makes mutually benefi-
cial economic cooperation more challenging.

6. The international financial system has suffered
several crises in the last 15 years, each one more
harmful than the one that preceded it. We need to de-
velop standards and rules that balance the twin goals
of ensuring the free flow of capital to serve the real
economy and maintain the stability of financial sys-
tems. Possible solutions may include specifying rules
for capital account adjustments and having stricter
rules on short-term capital flows.



The Global Governance Deficit
and US-China Relations

In 2005, then US Treasury Secretary Robert
Zoellick called on China to be a “responsible stake-
holder.”! At the time, his remarks were meant to en-
courage China to both abide by its international com-
mitments and to take on more of a leadership role in
nurturing the very global institutions that have fa-
cilitated its growth and rise. But his well-intentioned
comments gave the impression, perhaps incorrectly,
that the US itself was preforming up to task and that
defense of the existing rules of the game in and of
itself could be equated with good global governance.
We take a more neutral perspective and humbly
suggest that both the United States and China need
to do much more to be responsible stakeholders.
Moreover, we believe that being responsible does
not necessarily mean protecting the status quo, but in
many instances means promoting reform of existing
institutions and developing new institutions to tackle
emerging challenges.

The purpose of this report is to identify those
challenges across a number of key areas and propose
new ways of thinking about and tackling them. This
report is not a call for a new Group of 2 (G2), but
rather is a call for government, industry, and NGOs in
both countries and elsewhere to more constructively
show leadership at multiple levels — domestically,
bilaterally, regionally, and multilaterally — in ways
that serve the world’s general needs. We currently
face twin global governance deficits. In some areas
we lack clear rules and institutions, but more broadly
there is a lack of leadership across regime areas. The
world is in danger of drifting into establishing prac-
tices and architectures that could potentially under-
mine existing institutions, which would threaten the

prosperity so many enjoy and reduce the chances of
those in developing countries to move along a sus-
tained upward trajectory.

The State of Global Governance

Global governance is defined as the rules,
procedures, and norms that define appropriate behav-
ior, facilitate cooperation, and manage differences for
state and non-state transnational actors. This broad
definition is more realistic than narrower ones that
focus on specific kinds of institutions or goals. Some
observers equate global governance with broad,
state-based multilateral institutions such as the WTO
or IMF. But as Jonathan Koppell shows, global gov-
ernance comes in all shapes and sizes.> Some are sov-
ereign-based in which states are members, some are
composed of both state and non-state actors, and oth-
ers are purely private in which members are individu-
als or non-state groups (such as companies or NGOs).
Global governance refers to both efforts to set rules,
such as summit meetings and other negotiations as
well as the processes of using and implementing the
rules, both globally and within countries on issues
that pertain to cross-border economic activity.

There are two other important misconceptions.
The first is the mistaken belief that the global gover-
nance regime is relatively complete. In fact, in many
areas there are very few clear rules and no established
procedures to resolve disagreements. For example,
in the case of exchange rates, there is no single “ex-
change rates regime” defining how exchange rates
should be set, let alone permit punishments when a
country follows one approach or another. The sec-

I Robert B. Zoellick, “Remarks to the National Committee on US-China Relations.” New York City, September 21, 2005.
2Jonathan G. S. Koppell, World Rule: Accountability, Legitimacy, and the Design of Global Governance (Chicago: University of Chicago Press, 2010).
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ond is that all global governance regimes uniformly
promote openness, national treatment, and reciproc-
ity. That may be generally true, but the exceptions
are very numerous. In fact, the WTO and other ar-
rangements specifically permit protection of domestic
industry and other stakeholders due to concerns about
public health, safety, the environment, and national
security.” And “safeguard measures” allow countries
to protect domestic industry simply because it faces
imminent threats from foreign competition, regard-
less of whether unfair trade practices were used. Sim-
ilarly, governments, companies, and their lawyers
make every effort to craft the rules in their favor and
then ensure that their implementation is also consis-
tent with their interests. Hence, the rules themselves,
not just how they are adopted, have built-in biases
that can favor one party over another. For example,
strong intellectual property rights (IPR) protections
in general are laudatory, but they provide more rela-
tive benefits to countries where innovators have al-
ready amassed a great deal of intellectual property.

Chinese activism in global governance has
followed a relatively clear trajectory.* China first
joined various economic organizations in the 1980’s,
but primarily observed but did not participate much
then. Over the next couple decades, Chinese joined
more state and non-state based groups, and gradually
came to be more active. The tipping point may have
been in the summer of 2008, when the WTO’s Doha
Round reached a critical juncture. As had happened
in earlier rounds and in the Doha Round, a small
number of leading countries were invited to negotiate
amongst themselves, hoping they could then present
a deal to the rest of the membership. In 2008, China
was for the first time invited into this inner circle,
known as “green room negotiations.”

Although no deal was reached, the precedent
of involving China in such backroom negotiations
was set, and it has been followed since in, among

other places, the G20 and the UN Convention of
Climate Change. At the same time, Chinese have be-
come to assume leadership positions in various bod-
ies, including the WTO, World Health Organization,
World Bank, International Monetary Fund, and In-
ternational Telecommunication Union. China hosts a
substantial number of secretariats of both state-based
and non-state international economic organizations.

Although greater participation by China and
other emerging economies should be welcomed,
there are other trends of global governance that
are more problematic. On the one hand, in the im-
mediate aftermath of the global financial crisis, the
Pittsburgh summit of the G20 produced a substantial
agreement that helped keep the crisis from become
deeper and identified areas of needed future coop-
eration. In addition, Simon Evenett has documented
that resort to protectionist measures were wide-
spread but not as extensive as in previous crises as
a result of pledges made in the G20 and the wide
legitimacy of the WTO.?

On the other hand, the momentum for multi-
lateralism has just about completely stalled. The Doha
Round began with great fanfare in 2001, but year by
year the political will of participants to reach a deal
declined, and the 2008 collapse of the negotiations
may very well have been fatal. China’s leading WTO
entry negotiator Long Yongtu said at an October 2010
conference the RCCPB hosted on the 10th anniver-
sary of China’s WTO entry, “What was once called
‘progress’ are now called ‘concessions’ (yuanlai
jiao ‘jinbu’de xianzai jiao ‘rangbu’). He was refer-
ring to the perceptions of Chinese officials, but he
could very well have been referring to their counter-
parts in the United States, the EU, and elsewhere. The
G20 has continued to meet, yet the actions emerging
from its gatherings is declining, threatening to leave
it as uninfluential at the G8 had become.®

As these multilateral regimes have suffered,

* Those who worry that greater Chinese involvement in global regimes weakens the liberal international order begin with the assumption that the
international order is liberal. This is not uniformly the case. G. John Ikenberry, “The Rise of China, the United States, and the Future of the Liberal
International Order;” in David Shambaugh, ed., Tangled Titans: The United States and China (Lanham, MD: Rowman & Littlefield, 2013, pp. 53-73.
* Chinese are very curious about the meaning of global governance. The most significant Chinese review of the Western literature on the topic is
Pang Zhongying, ed., World Politics — Views from China, No. 8: Global Governance (Beijing: New World Press, 2007).

> Simon Evenett, Broken Promises: A G20 Summit Report by Global Trade Alert (London: CEPR 2009).

6 For excellent overviews of the challenges of multilateralism, see Alan S. Alexandroff, ed., Can the World Be Governed? Possibilities for Effective
Multilateralism (Ontario: Wilfrid Laurier University Press, 2008); and Alan S. Alexandroff and Andrew E Cooper, eds., Rising States, Rising Institu-
tions: Challenges for Global Governance (Waterloo, Ontario and Washington, DC: Center for International Governance Innovation, and Brookings

Institution Press, 2010).
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countries have turned to other avenues to fill the gap.
There has been an explosion of free trade arrange-
ments (FTAs) and other non-region specific prefer-
ential trade arrangements (PTAs). This overlapping
and inconsistent “spaghetti bowl” is substantially re-
ducing the percentage of global trade undertaken on
a genuine most-favored nation basis. The deals may
benefit the parties involved, but their overall effect
may be to distort trade and reduce the overall welfare.
One senior American business executive with whom
we talked complained that the complexity of regional
arrangements cost his firm months in deals just try-
ing to determine what rules applied. The other direc-
tion countries have gone in is expansionary monetary
policies to generate growth. The expansion of credit
around the world is resulting in the piling up of debt,
and this debt could be the source of either the next
financial crisis or increasingly sclerotic growth over a
long period of time.

Tensions in American and Chinese Participation in
Global Governance

One would hope that the United States and Chi-
na would be able to collaborate and address these prob-
lems, but there is no expectation that these challenges
will be resolved in the short term. Deeper cooperation
has been hindered by differences about self-identity,
approaches to governance, and economic interests.
The first is a conflict over identity. Chinese officials
have long described the PRC as a “developing coun-
try.” The implication from their perspective is that the
system’s current rules necessarily are more consistent
with the interests of the wealthier states who designed
the rules, and that China should not be expected to bear
the same responsibilities as advanced industrialized
economies. Although first applied toward environmen-
tal governance, one regularly hears Chinese invoke the
phrase, “common but differentiated responsibilities” to
defend their perspective. By contrast, the US, EU, and
others see China as a rapidly rising country whose in-
ternational commercial success makes it a formidable
player that gives China clout far beyond that described
by the term “developing country.”

The second difference is their contrasting ap-
proaches to global governance. This is reflected along
two continua, one economic, the other political. The
US has a philosophy of limited government interven-
tion and has substantial systems in place to protect
the workers, consumers, the public health, and the en-
vironment. Although China no longer has a planned
economy and markets have become more developed,
the central and local governments intervene in mar-
kets on a regular basis, employing a wide variety of
tools to promote certain industries and specific com-
panies. Moreover, although there are regulations that
protect other interests, the interests of industry (often
state-owned sector in particular) receive privileged
treatment relative to consumers and other stakehold-
ers. In this regard, China’s approach is akin to that ad-
opted by other East Asian developmental states in the
post-World War Il era.’

In addition, there are obvious differences
in their domestic political institutions. In the US’s
boisterous democracy, interest groups from across
the spectrum compete openly for influence on both
domestic and foreign policy, and the Executive and
Legislative branches of government often put for-
ward competing agendas that lead to gridlock. In
China’s authoritarian system, although businesses
lobby on a wide variety of economic policies, civil
society groups, including industry associations, are
extremely weak and less proactive than their Ameri-
can counterparts, both at home and abroad.

These differences in economic and political
governance yield contrasting approaches to global
governance institutions. The US is deeply involved
in a wide variety of regimes that support a diverse
spectrum of interests, from producers to environmen-
talists; and American business groups and NGOs ac-
tively participate in global governance, both as advi-
sors to governments in state-based institutions, and
as direct participants in non-state bodies. By contrast,
China primarily promotes the interests of industry
in its global governance activities, and it feels much
more comfortable in state-based institutions as op-
posed to private governance regime.! On certain
occasions, China has tried to “sovereignize” private

7 For a persuasive argument that the United States, Great Britain and other Western countries have often relied on protection to achieve rapid
growth, see Ha-Joon Chang, Bad Samaritans: The Myth of Free Trade and the Secret History of Capitalism (New York: Bloomsbury Press, 2008).

8 For research that quantifies the limited involvement of Chinese NGO’s in global governance, see Hongying Wang and Erik French, “China’s Par-
ticipation in Global Governance from a Comparative Perspective,” Asia Policy, No. 15 (January 2013), pp. 89-114.
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governance mechanisms by seeking to replace non-
state with state actors or by moving to a new state-
based regime altogether. A good example is when the
China Iron and Steel Industry Association, a body
that grew out of the old ministry of metallurgy and
still reflects government preferences, in 2009 took
over the chief role in the annual iron ore negotiations
from Baoshan Iron & Steel.

China’s Export Similarity with Various Countries
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The third and final difference is one of simple
economic interest. Expanded trade and investment
ties have brought enormous benefits to both coun-
tries, but as Chinese companies move from assembly
and manufacturing to design and marketing, they are
increasingly coming into competition with American
firms. As the figure indicates, the export profile of
the US and China is becoming increasingly similar;
this is partly the product of participating at different
segments of the same supply chains, but it also re-
flects increasing competition in the same segments.
According to the UN, the largest component of this
overlap is in electronics and telecommunications.
Complementary data on this competition comes
from the Conference Board, who issued a 2012 study
showing that in global electronics supply chains, the
value added accruing to Chinese firms rose from 6%
in 1996 to 24% in 2008. That figure is almost assur-
edly higher today.’

The Potential Narrowing of Differences
The combination of differences over iden-
tity, governances, and interests makes deep coopera-

tion on global governance very challenging. Despite
those differences, such cooperation has, in fact, regu-
larly occurred, and the US and China just often share
policy preferences as differ over them. In terms of
the broad outlines of governance policies, China has
largely been in favor of the status quo or advocated
relatively minor reforms or revisions.

There is also good reason to either be less
concerned about these three sources of tensions or
anticipate the decline of their significance in the
coming years. Although many Chinese still cling to
the idea of China as a developing country, as China
becomes wealthier and stronger militarily, others in-
creasingly see China as a “newly rising large power”
(xinxing daguo), and this may reduce inhibitions on
China’s part to shoulder broader responsibilities.
Equally important, in the daily operation of global
governance institutions, China’s supposed status
has been of declining practical significance. Nego-
tiations on various issues are carried out point by
point and not in reference to how wealthy or poor
China is. Relatedly, whenever China mentions the
general principle of “common but differentiated re-
sponsibilities,” enunciated in the Kyoto Protocol, to
assert the US and other developed countries need to
make larger commitments than China, the appropri-
ate response is to note that the original full phrase
is “common but differentiated responsibilities and
respective capabilities.' As American officials like
to say, “China is not Chad.” As China’s capabilities
rise, so must its responsibilities, and this recognition
of a changing situation is helpful to dissolving con-
trasting perceptions of identity.

Although Chinese companies are competing
with American industry at higher levels of value-
added chain, this has positive consequences as well.
As Chinese companies’ stock of IPR increases, their
defense of TRIPS and other IPR-related regimes will
rise. As Chinese become wealthier, they will have
growing expectations regarding the environment,
health care, education, and access to information. As
a result, the markets for all of these services will ex-
pand dramatically, creating a larger pie that will ben-
efit foreign industry.

? The Conference Board, “Chart of the Week;” September 28, 2012.

10 Article 3 of the UNFCCC states that “parties should protect the climate system for the benefit of future and present generations of human kind on
the basis of equity and in accordance with their common but differentiated responsibility and respective capabilities. Accordingly, developed coun-
tries should take the lead in combating climate change and the adverse effects thereof” [United Nations. 1997, Kyoto Protocol to the United Nations
Framework Convention on Climate Change, Conference of the Parties on Its Third Session, FCCC/CP/1997/L.7/Add.1, December, 10th.]
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Finally, China’s political institutions may not
fundamentally change soon, but there is greater ap-
preciation that allowing more autonomy for industry
associations and other NGOs benefits the economy.
Most recently, in late March 2013, the State Coun-
cil issued a new reform plan providing a roadmap to
liberalize industry associations over the next three
years. As these plans progress, Chinese stakeholders
will become more comfortable in non-state institu-
tions, and the government may be less inclined to try
to sovereignize private governance regimes.

Proposals for a Multi-Tiered System

The seriousness of the problems we face re-
quires that we act expeditiously and effectively. Do-
ing so means tackling the issues simultaneously at
each of the tiers of the system — unilateral, bilateral,
regional, and multilateral.

Resolving some of the problems will be aided
simply by unilateral steps the US and China can take
on their own to get their respective domestic houses
in order. Beijing and Washington can reduce debt lev-
els, expand opportunities for green energy, improve
education, and strengthen health care and other com-
ponents of the social safety net on their own, and do-
ing so would make some of the global governance
problems seem less intractable.

Much attention is already placed on bilateral
engagement and dialogue. There are over 60 official
bilateral dialogues, even more unofficial or track-II
dialogues, and countless people-to-people exchange
programs. The two countries seem about as entangled
as they could be." Yet the dialogues that exist could
be more effective. One American participant to the
original Strategic Economic Dialogue told us that the
SED (and now the S&ED, under the Obama Admin-
istration) is neither strategic nor a dialogue. There are
dozens of cabinet-level officials on both sides who
participate, and the biggest issues of the relationship
or global governance are not on the agenda. We be-
lieve that the S&ED’s overall structure is useful, but
the top political leadership of both countries, Presi-
dents Obama and Xi, need to personally be involved.
Although there may be a greater role for their own

personal emissaries, there is no substitute for their
own involvement if the dialogues are going to build
personal trust and deeper mutual understanding.

Regional collaboration is also important. We
will say more about this below in the next section on
the multilateral trading system, but suffice it is to say
here that the move toward binding regional economic
arrangements, such as the Trans-Pacific Partnership
(TPP) carries both potential benefits and risks. The
benefits could be reduced barriers in new areas not
previously covered by other arrangements. At the
same time, the TPP could be a wedge that divides the
Asia-Pacific into two blocs if China is not included
and the negotiations are not made more transparent.

Finally, we believe that more progress could
be made at the multilateral level. We, of course,
would welcome a renewed commitment to the Doha
Round and implementing G20 declarations. But we
would suggest that a more important new initiative
be developing a roadmap for China to join the Organ-
isation for Economic Co-operation and Development
(OECD) by 2020. Although considered a club for rich
countries, the OECD is really dedicated to develop-
ing high standards of conduct in a wide variety of
areas, from trade to the management of information
technology. These areas of governance typically are
relevant for China, who is often asked to reference
or abide by OECD guidelines. Since 1995, China has
had an official dialogue arrangement with the OECD,
led by Ministry of Commerce but involving another
24 ministries and agencies. Given China’s goal of be-
coming a middle-income country by the middle of the
century, planning for OECD full membership now
makes sense. At the same time, it is incumbent upon
the OECD and its current members to work with Chi-
na to reconceive what the OECD’s mission is so that
China could feel like a full and equal member of the
organization.

! James Shinn, ed., Weaving the Net: Conditional Engagement with China (New York: Council on Foreign Relations Press, 1996).



Preserving the Multilateral Trading System

Of all the areas of global governance, the
multilateral trading system is by far the most robust
and well developed. The Uruguay Round resulted in
the General Agreement on Tariffs and Trade (GATT)
becoming the World Trade Organization (WTO) in
1995. In addition to extending governance into new
areas, such as intellectual property rights (TRIPS), the
most important change was to give the WTO manda-
tory dispute resolution authority. This small organiza-
tion of less than 650 full-time staff has helped to pro-
mote liberalization and limit protectionism through
the accession process for new members, trade nego-
tiations organized by rounds, the monitoring of exist-
ing agreements, and the resolution of trade disputes
based on the Dispute Settlement Understanding.'
Moreover, the WTO supports and is supported by im-
portant regional trade arrangements as well as nation-
al laws and regulations regarding almost every aspect
of trade.

But this system is under immense stress. The
dispute resolution process at both the national and
multilateral level has been extremely effective, but
the process has been abused, or at least over-used, by
several members, including the US and China. More
worrying, the multilateral rule-making side of the
system is now almost frozen, with diplomats in Ge-
neva having more time on their hands than they know
what to do with. As a result, we are witnessing an ex-
plosion of bilateral and regional trade arrangements.
These have the possibility of pushing boundaries of
liberalization and making progress in new areas, such
as competition policy, and serving as bridges to full-
fledged multilateralization in the future. But they just
as likely could lead to trade diversion and the break-

down of the multilateral trading system. The US and
China need to consider both their own short-term in-
terests and the greater good that results through pro-
tecting a system that has benefited everyone. It may
be too much to expect for the US and China to place
much weight on the bargaining table in Geneva, but
both need to proceed with the utmost caution in how
they handle negotiations over the Trans-Pacific Part-
nership (TPP) and other regional arrangements.

Bilateral Trade Governance: Remedying Trade
Remedies

Governance of the US-China trade relation-
ship at the bilateral level is in general relatively
healthy, though not without its problems. American
industry and government continue to identify a large
number of tariff and non-tariff barriers to China’s
market. These include discriminatory sanitary and
phytosanitary measures, technical standards, and lim-
it access to China’s government procurement market.
Though China maintains a large trade surplus, it, too,
complains about various bilateral obstacles, includ-
ing the US’s export controls on dual-use technologies
and the Buy America program.'

Many of these issues have been raised in bilat-
eral dialogue forums, such as the Joint Commission
on Commerce and Trade (JCCT) or the S&ED. Some
are resolved through these processes, but others are
not. In particular, concerns related to dumping and
subsidies typically have been managed through the
trade remedies procedures. China is the most com-
mon target of antidumping cases of any WTO mem-
ber, facing 884 cases since 1995, 21.4% of the total.

2 WTO Annual Report 2012, p. 142.

13 For a broad critique of China’s tariff and non-tariff barriers, see James McGregor, No Ancient Wisdom, No Followers: The Challenges of Chinese

Authoritarian Capitalism (Westport, CT: Prospecta Press, 2012).
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The US and EU both have launched 109 cases against
China, leaving them trailing only India, which has
initiated 150 such cases.

Global Antidumping Cases: Targeted Countries
(January 1995 — June 2012)

1 China 884
2 South Korea 299
3 USA 237
4 Taiwan 2258
5 Japan 170
6 Indonesia 168
7 Thailand 168
8 India 160
9 Russia 127
10 Brazil 116
Total 4125

Source: WTO Antidumping Database

Although China for many years was simply
a respondent, and not a very active one at that, over
the last decade, it has become a much more active
initiator of antidumping cases itself. China’s domes-
tic producers have lawyered up, and as of June 2012
had persuaded the Ministry of Commerce to initiate
195 investigations against foreign exporters. 35 of
China’s cases have been directed at American com-
panies, followed closely by Japan (33), South Ko-
rea (31), the European Union (19), and Taiwan (16).
The majority of cases have been initiated by China’s
chemical companies, followed by steel.

Global Antidumping Cases: The Initiators
(January 1995 — June 2012)

1 India 663
e USA 465
3 European Union 444
4 Argentina 301
5 Brazil 258
6 Australia 241
7 South Africa 216
8 China 195
9 Canada 165
10 Turkey 154
Total 4125

Source: WTO Antidumping Database

Although this is a substantial number of cas-
es in all directions, the overall amount of effected
goods has been relatively low (estimates are less
than 2% of total trade). And although in some in-
stances, China investigation procedures have been
criticized by foreign parties or it initiates steep pen-
alties on foreign exporters, in general China’s trade
penalties against foreign exporters have been kept
relatively low. This is often the result of counter-
lobbying in the cases by the Chinese downstream
companies who depend on these imports. This re-
flects both the typically consensual nature of China’s
policy process, but it also reflects China’s antidump-
ing law, which unlike the US, has a “public interest”
provision giving Chinese authorities the latitude to
modify or cancel trade penalties if doing so would
hurt other sectors of the economy.

The number of cases and amount of effected
trade is somewhat troubling. But more disconcerting

For a list of the highest priority reforms sought by American industry, see “US-China Business Council Board of Directors’ State-
ment of Priorities in the US-China Commercial Relationship,” US-China Business Council, Washington, DC, January 29, 2013.
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are innovations in how these cases are pursued. First,
since at least the mid-1980’s the United States has of-
ficially identified China as a “non-market economy”
based on criteria developed by the Commerce Depart-
ment related to currency convertibility, government
ownership of assets, and how prices are set for wages,
resources, and products.'* The question of MES is
relevant only for trade remedy cases. Since China’s
domestic prices are not seen as market-based, those
who accuse China of dumping products abroad often
determine the “normal” home-market price by taking
price figures from a third country or using some other
methodology.

When China acceded to the WTO in 2001, it
agreed to be identified as a non-market economy for
the first 15 years of its membership, or until Decem-
ber 2016. The result is that in most antidumping cases
against China, the applicants seeking relief use one
these alternative methods to compute prices, and are
able to consistently hit Chinese exporters with high
tariff penalties. Although there certainly are distor-
tions that affect the price of products in the Chinese
market, the use of non-MES methods seems to have
become divorced from China’s actual economic envi-
ronment and is essentially a convenient tool to damp-
en competition from Chinese exporters.

Starting in 2004, China began a campaign
to persuade its trading partners to recognize it as a
market economy, but by 2010, only 74 countries had
done so — the US, EU and Japan have not — and they
accounted for just a minority of China’s exports and
an even smaller percentage of the total antidumping
cases brought against China. We had expected that
China would have to wait until 2016 to have this ap-
proach put to rest; however, there has been some dis-
cussion that the United States and perhaps others will
continue to use non-MES methodology after 2016
and not stop until the WTO rules on the matter, which
likely would require another 2 to 4 years to resolve.

The other “innovation” in trade remedies cas-
es is the simultaneous institution of both antidumping
and counterveiling duties. The US “started it,” and so
far has launched over a dozen such “double remedy”
cases against China, but the Chinese have responded,

likely it tit-for-tat fashion, with similar cases against
some US products.

There needs to be substantial reform of trade
remedies rules. Standards of proof of dumping and
injury have declined over time, and the use of non-
MES and the growth of dual AD/CVD cases is en-
riching lawyers but is likely introducing as many
distortions into trade as they claim they are eliminat-
ing. China has “learned” these rules well and is now
as dependent on these tools as others. Its approach
diverges a great deal from Japan, which after being
targeted so often, became a radical critique of the
antidumping regime as a whole and out of principle
foreswore bringing cases itself. We also would hope
that the US and China would show more restraint in
bringing trade remedy cases, and that China’s trad-
ing partners, including the US, would in declare their
position regarding China’s MES before 2016 arrives,
thereby reducing uncertainty and not eroding confi-
dence in the system.

In addition, we also are concerned about the
targeted short-term policy actions, also often tit-for-
tat, that are used to punish trading partners. Such ac-
tions are often not resolvable by using bilateral or
multilateral remedies since it would take too long for
relief to be provided through legal channels. Although
China is not alone, a good example is China’s halting
of exports of rare earths to Japan in 2010, which sent
a shockwave through the international system. Such
measures undercut confidence in the system. Not re-
lying on these tactics requires self-restraint, respect
for the system, and recognition that if abused, one can
also end up being the target of such tools.

The WTO: Protect the World’s Top Organization

Prior to China joining the WTO, there was
concern China would “break the system” because
there would be a flood of China cases. This has not
been the case whatsoever. As far as trade disputes go,
China has become a “normal” member of the system;
its behavior is far from perfect, but is “good enough”
to fall within the range of standard practice.

Through March 2013, China has been a re-

!4 Zhao Shuang and Scott Kennedy, China’s Frustrating Pursuit of Market Economy Status: Implications for China and the World;” in Scott Kennedy
and Shuaihua Cheng, eds., From Rule Takers to Rule Makers: The Growing Role of Chinese in Global Governance (Bloomington, Indiana and Geneva,
Switzerland: Research Center for Chinese Politics & Business and International Centre for Trade and Sustainable Development, 2012), pp. 63-70.
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spondent in 17 cases, a complainant in 11, and a third
party in 97 cases. Its record is similar to tha of most
other WTO members. It has lost most of the cases
when it has been a respondent, and it has won most
of the cases when it has been the complaining party.
In all but one of the cases it lost, it has modified its
domestic laws and regulations to come into compli-
ance with the WTO ruling within the allotted time. In
the lone exception, the publications distribution case,
a settlement was reached that provided commercial
relief for Hollywood.

China’s WTO Scoreboard
(through March 2013)
China as China as
Respondent | Complainant
Total Cases 17 11
Total Completed 8 8
China Wins 1 6
China Losses 6 2
Split Decisions 1 0

Source: World Trade Organization

Note: Complainants on average wins 90% of their cases. This
“scoreboard” is based on our own reading of the WTO deci-
sions, which often are ambiguous and require interpretation to
determine who won and lost.

The cases have contributed to governance
more than one would expect. Many of the cases
against China concern elements of its industrial pol-
icy, including subsidies, intellectual property rights
protection, and trade restraints. The WTO verdicts
have served to clarify the boundaries of what is and is
not permissible. China’s cases against others, includ-
ing the US, have mainly focused on challenging the
permissibility of trade remedies tools. Such cases are
relevant for a smaller share of China’s total trade, but
it does concern one of the most obvious areas of po-
tential abuse and unpredictability for market access.
We expect the number of cases to continue to rise,
and frankly, are not very concerned about this pros-
pect. We believe the WTO dispute settlement system

has the capacity to manage these cases.

Our confidence in the DSU is not matched
by the WTO’s other highly prominent function, ne-
gotiations. The Doha Development Agenda (DDA) is
a worthy goal, but the political will to achieve it has
declined continuously. And as developing countries
have come to play a larger role, creating an environ-
ment with truly multilateral negotiations, it is hard-
er for WTO members to reach a consensus, what is
known as a “single undertaking,” where in the nego-
tiations nothing is agreed until everything is agreed.
Blame for the collapse of negotiations in the summer
of 2008 might go mainly to India, but China and the
US were not blameless. China could have tried to
isolate India (as Brazil did), and the US could have
offered more concessions on agricultural subsidie."
But the real challenge is simply that the shape of the
negotiating table has fundamentally changed.

We think it is worth considering what steps
could be taken to revive the Doha Round. Some have
suggested expanding the negotiations to include ser-
vices, specific industrial sectors, treatment of state-
owned enterprises, and competition policy. Another
option is to shrink the negotiations to those areas
where consensus is most likely. And a third option
is to reform the WTO rules to put aside the “single
undertaking” requirement, which is seen by many as
a “straightjacket.”'® Each option has strengths and
weaknesses. Reducing the scope of negotiations may
be the most pragmatic; it would deliver the least, but
it provides the best chance for success, and the WTO
simply needs to record a negotiation victory to renew
the institution’s full capacities. Regardless of which
way the WTO goes, the ongoing process of selecting
a new director-general is an excellent opportunity to
discuss these issues. It would be a breakthrough if
the US and China could agree on which of the seven
candidates ought to be chosen and link that choice to
broader questions of the WTO’s future.

Regionalism: Proceed with Caution!
In a perfect world, all else being equal, we
would not be in favor of most regional binding free-

15 Paul Blustein, Misadventures of the Most Favored Nations: Clashing Egos, Inflated Ambitions, and the Great Shambles of the World Trade System

(New York: PublicAffairs, 2009).

16 Kent Jones, The Doha Blues: Institutional Crisis and Reform in the WTO (Oxford: Oxford University Press, 2010).
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trade arrangements. We agree with Jagdish Bhagwati
that the proliferation of such agreements creates a
messy “spaghetti bowl” of rules that are as likely to
distort trade as to create it."”” But we are not in a per-
fect world. There are already 354 FTAs in force today,
and most of the world’s trade is subject to one or more
of these arrangements. The loss of momentum in the
Doha Round and the existence of so many FTAs (cause
and effect are difficult to disentangle) makes it harder
to determine the efficacy of a Trans-Pacific Partnership
(TPP), the Regional Comprehensive Economic Part-
nership (RCEP), and a China-South Korea-Japan FTA.
All three are currently being negotiated, and the con-
sequences for trade, investment, and other elements of
economic interaction are substantial.

There is certainly potential for the TPP to pro-
vide a window to the future of global economic gov-
ernance by going further than the WTO, in services,
treatment of state-owned enterprises, protection of
intellectual property rights, environmental protec-
tion, and other areas. This may be why American Na-
tional Security Advisor Tom Donilon has called the
TPP the most important negotiations the US is pres-
ently engaged in. However, the TPP also could have
substantial negative consequences. There may be ele-
ments of an agreement that may not be in the public
interest; there has been much discussion over wheth-
er increased protections for the IPR of pharmaceuti-
cal companies is the best public policy choice to be
made. In addition, the secretive nature of the negotia-
tions has led those outside the process to assume the
worst. Finally, the difficulty of having China join the
negotiations may result in it being outside the deal.
Yes, China could voluntarily agree to accept the re-
quirements of participation, but the very issues under
discussion are particularly politically sensitive for it.
It is possible that a deal struck without China might
eventually induce China to move in ways consistent
with the arrangement, but it could also backfire, and
lead to an arms race of competing FTA’s that generate
both economic and political tensions.

As aresult, we believe that the question is not
“TPP or no TPP,” but how TPP. That is, the process
by which the TPP and other arrangements are negoti-
ated is just as important as the substance of the issues.

We offer several modest suggestions:

1. The substance of all of the negotiations need to be
more transparent. To the extent the dialogue can be
open to outsiders the better it will be for the legiti-
macy of the final deal. If it is inappropriate to inform
the broader public or even legislative authorities, the
US and other TPP participants could create a mecha-
nism for regular briefings of “interested third parties”
in exchange for confidentiality commitments, just as
is done in WTO disputes.

2. These FTAs should adhere to the WTO’s principles.

3. There should be thought out in advances modali-
ties for facilitating harmonization in the future. This
includes steps to allow latecomers to join the FTAs,
and thinking about methods to consolidate multiple
FTA'’s, or move toward full multilateralization of cer-
tain elements.

4. Where there is a lack of clarity in how the rules are
applied to companies or products, create a fast-track
process to reach decisions, and where the interest par-
ties cannot agree, make the default option to allow the
companies to enjoy the FTA-level benefits.

We agree with one of the experts we consulted who
told us during one of our meetings that we “need to
walk on two legs,” pursuing both multilateral and
regional arrangements. We encourage simultaneous
efforts, but we also caution against reaching arrange-
ments too hastily without considering both the poten-
tial positive and negative consequences.

17 Jagdish Bhagwati, Termites in the Trading System: How Preferential Agreements Undermine Free Trade (New York: Oxford University Press, 2008).
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Developing an Architecture to
Govern Foreign Investment

From the first generation of growth models,
econoFrom the first generation of growth models,
economists long ago realized the importance of in-
vestment in achieving growth. The “China Miracle”
that we have witnessed in the last three decades also
highlights the importance of investment. Travelling
around China, you will see highways, high-speed
railways, airports, and fancy modern buildings mush-
rooming everywhere. Before the global financial cri-
sis, when discussing global imbalances, many pun-
dits blamed high saving in the surplus countries or
over-consumption in the deficit countries. What is
missing, it finally turned out to be, was insufficient
investment. After the global financial crisis, advanced
countries slowed down the pace of investing in devel-
oping countries and hurt their growth even more. The
key to boosting global growth is investing more and
doing so wisely.

Under this backdrop, the issue of establish-
ing international rules on global investment becomes
more relevant than ever. It also is an interesting area
where you can see that the US and China are rapidly
changing their roles. Once a major recipient for for-
eign direct investment, now China has a huge inter-
est in investing overseas. One favorite destination for
Chinese investors is the United States. China is also
competing with American companies in Africa, Latin
America and Middle East. Is the stage large enough
for two stars? Will China and the US collaborate to
put in place the cornerstone of the architecture for
global investment?

Exchanging Blame

Once upon a time, the US used to play a domi-
nantrole in China’s foreign direct investment. In 1983-
1986, the share of US in China’s FDI accounted for
nearly 20%, second only to Hong Kong. But the fig-
ure gradually declined. In 2000, China received about
10% of its FDI from US, and by 2012 its share was
only 2% of the total. On the US side, China received
only 0.77% of US’s total outbound direct investment
(ODI) during 2010-2011, while the number for 2000-
2001 was 1.73%. By the end of 2011, the stock of the
US’s ODI in China was $54.23 billion, concentrat-
ing mainly on manufacturing (especially chemicals,
computers and electronics, and food) and banking
sectors.'”® Unlike Hong Kong or Taiwan firms, whose
main interest is taking advantage of the large pool of
cheap unskilled workers to produce export products,
90% of American companies in China now produce in
China to sell to its booming domestic market.

China is the largest foreign holder of US Trea-
sury bills,. By the end of 2012, US Treasury owed
$1202.8 billion to China, accounting for 21.7% of all
America’s foreign-owned Treasury bills. China’s di-
rect investment in the US is much tinier, but has risen
rapidly during the 2000s, cumulatively reaching $8.99
billion in stock by the end of 2011. "

Although in stock and flow terms, neither is
the others’ most important investor, save for Treasury
holdings, investment has become one of the most im-
portant issues in bilateral negotiations where the two
countries have their own areas of dissatisfaction. *

'8 Data on Chinas ODI is from the PRC Ministry of Commerce. US data is from the US Commerce Department’s Bureau of Economic Analysis.

' PRC Ministry of Commerce.

» The best primer on the state of Chinese investment in the United States is Daniel H. Rosen and Thilo Hanemann, An American Open Door? Maxi-
mizing the Benefits of Chinese Foreign Direct Investment, Special Report for the Center on US-China Relations of the Asia Society and the Kissinger
Institute on China and the United States of the Woodrow Wilson International Center for Scholars, May 2011.
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Surging Chinese investments have aroused
anxieties in the United States. The shadow of the
hostile reactions to China National Offshore Oil
Corp.’s (CNOOC) takeover attempt of Unocal still
looms over the Sino-US investment relationship.?!
Since then, several major Chinese investments have
run into obstacles. The high profile blocked cases
include: Huawei’s joint bid with Bain Capital for
network gear maker 3Com in 2009, China’s North-
west Nonferrous International Investment’s proposal
to acquire gold mining company Firstgold in 2009,
Tangshan Caofeidian Investment’s bid for a provider
of solar photovoltaic and fiber optics technology-
maker Emcore, and Huawei’s purchase of assets
from bankrupt California startup 3Leaf. In all of
these cases, Chinese investors withdrew their offers
after a negative recommendation by the Committee
on Foreign Investment in the United States (CFIUS).
But in 2012, Sany-controlled Ralls launched a law-
suit against the President Obama and CFIUS after it
was required to abandon a wind farm project near a
military base in Oregon and divest all of its related
assets.

Moreover, even in those cases where Chi-
nese make successful investments, many have also
experienced hardships. For example, both Lenovo’s
purchase of IBM’s personal computer division in
2005 and Anshan Steel’s joint venture in a greenfield
slab steel project in Mississippi had an immense
amount of difficulty in responding to concerns raised
by American industry, the security community and
members of Congress. It seems that whenever a ma-
jor Chinese investment proposal is announced, the
first reaction in the media is to argue about its pos-
sibility of the deal being blocked in Washington. The
result is a growing perception in China that the US
does not welcome Chinese investment.

On the US front, the negative perception
among Chinese companies is not in line with the
portray of the US as an open and fair investment des-
tination and masks the efforts by local governors, of-
ficials and mayors to promote Chinese investment.
Many Americans already realized that Chinese in-
vestments are beneficial to the US economy, espe-

cially in terms of job creation. It is reported that the
number of jobs associated with majority Chinese-
owned subsidiaries in the US grew from fewer than
2,000 before 2000 to more than 27,000 today. 2> If
one includes employment provided by firms with
minority Chinese stakes, the direct and indirect job
creation of Chinese firms is not insignificant. And if
trends continue, it is estimated that approximately
200,000—-400,000 Americans will be hired by Chi-
nese firms by 2020. Chinese investment can also help
to stimulate innovations in the US. Even though the
latest shale gas revolution has occurred in the US,
Chinese firms have played a positive role. Sinopec
invested $2.5 billion in Oklahoma-based Devon En-
ergy to develop shale gas, and Lanzhou Haimo Tech-
nologies Co bought a 14.3% stake in Houston-based
Carrizo Oil & Gas’s Niobrara shale oil and gas assets
in Colorado for $27.5 million.

American companies are not satisfied with
China’s investment environment either. They appeal
to Chinese authorities to strengthen foreign inves-
tor protection, in particular, the intellectual property
rights and enforcement of the rule of law. They also
complain about pressures to transfer technology that
they would rather keep in-house, which in their view
is a violation of the WTO’s Agreement in Trade-Re-
lated Investment Measures (TRIMs). %

More broadly, American companies and their
cousins in other countries have continued to push for
a more open and liberal Chinese domestic market.
China still maintains significant controls on capital
flows. China still uses a foreign investment catalogue
to identify areas that are encouraged, discouraged, or
outright off limits to foreign industry. Beyond this
list there are a variety of non-tariff barriers that make
investment difficult. The most closed sectors are in
services and some monopoly sectors. US companies
have a keen interest in entering the market for gov-
ernment procurement, and they worry about the fair
competition environment with SOEs and other for-
eign companies.

From the Chinese perspective, they do not
think there is much discrimination against foreign in-
vestors. The market access restrictions in some sec-

21'This case’s effect was somewhat muted by CNOOC’s acquisition of the Canadian oil firm Nexen, which was approved by US authorities this past

February.

2 Thilo Hanemann, “The employment impacts of Chinese investment in the United States,” East Asia Forum, October 30, 2012.
# AmCham China, American Business in China: 2012 White Paper (Beijing, 2012). Also see European Chamber, European Business in China Posi-

tion Paper 2012/2013 (Beijing, 2012).
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tors are not discriminatory since they apply to inves-
tors from the US and other countries alike as well as
to Chinese domestic private players. The promotion
of FDI has been an important aspect of the country’s
economic reforms and China’s economic success has
largely relied on its outward orientation and foreign
capital. But undoubtedly, China’s FDI policy is grad-
ually becoming more selective, emphasizing the qual-
ity of foreign investment rather than sheer quantity
and prioritizing technological development together
with environment friendly activities. Apart from any
explicit policies, changes in market conditions, such
as more competitive rivals from other countries and
local Chinese enterprises as well as soaring labor and
resource costs in China, all have lead to harder times
for some US companies.

Bilateral Disputes and a Bilateral Investment Treaty
China and the US each share responsibility
for their bilateral investment disputes. The CFIUS
process of screening for national security concerns
is increasingly under threat of being politicized. And
although it is understandable that the process must be
confidential, the highly secretive nature of the reviews
and limited explanation for decisions creates the im-
pression that the process is being manipulated by the
US business competitors of Chinese or that broad
security concerns about China overly color analysis
of individual investment deals. The risks and benefits
of Chinese investment in the United States should be
assessed objectively based on facts rather than fear.
At the same time, instead of blaming protectionism,
Chinese investors should also be introspective. State-
owned enterprises (SOEs) are still subjected to mas-
sive government influence, and many of China’s pri-
vate enterprises suffer from nontransparent corporate
governance practices. Improving corporate gover-
nance and transparency, and more clearly separating
Chinese regulators and enterprise management will
all likely facilitate easier entry into the US market.
At the bilateral level, the US and China should
push ahead with the bilateral Investment Treaty (BIT)

negotiations. The first round of Sino-US BIT nego-
tiations were initiated in September 2008 in Beijing
and the other five rounds followed over the next 14
months in Beijing and Washington.. The negotiations
were held up due to the 2004 Model BIT revision in
the US, but discussions resumed with the seventh
round held in Beijing in October 2012.

There are several sources of disagreement in
the negotiations, including:

1. Market access: whether the parties should commit
to pre-establishment national treatment for invest-
ments and thereby narrow the scope for consider-
ations of industrial policy or national security goals;
2. Fair competition: what standards, if any, should be
set with regard to state-owned enterprises, labor prac-
tices, and the environment;

3. National treatment: financial services, perfor-
mance requirements, taxes, and transparency of law
and regulations;

4. Investor protections: liberalized capital flows, ex-
propriation compensation, state-authorized invest-
ment, and customary international law; and

5. Dispute settlement: the extent to which arbitra-
tion is governed by the Convention on Settlement of
Investment Disputes between States and Nationals
of Other States (the ICSID Convention/Washington
Convention) and the United Nations Convention on
the Recognition and Enforcement of Foreign Arbitral
Awards (the New York Convention).

Generally speaking, the US has pursued BITs
that facilitate market access by lowering barriers
to investment, whereas Chinese BITs have focused
largely on protecting investment assets and dispute
settlement.”* Reaching an agreement does not require
clearing up all of these divisions since some can be
exempted through exceptional arrangements and oth-
er legislative techniques, but both sides will have to
make major concessions.”® Hence, the negotiations
will be complicated and drawn out. It took 18 years
for China to establish a BIT with Canada. We do not
expect a Sino-US BIT deal to be reached soon, but

2 China’s approach, consistent with BITs adopted by European countries, is known as the “admission model,” and the US approach is known as
the “preestablishment model” Axel Berger, “The Politics of China’s Investment Treaty-Making Program,” in Tomer Broude, March L. Busch, and
Amelia Porges, eds., The Politics of International Economic Law (Cambridge University Press, 2011), pp. 162-185. As of the end of 2011, there were

2,833 BITS worldwide. UNCTAD, World Investment Report 2012, p. xx.

> The US State Department has placed online a copy of a model bilateral investment treaty that reflects American preferences on each of these
issues, available at http://www.state.gov/documents/organization/188371.pdf.
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the negotiations per se are helpful in promoting a
healthy Sino-US investment environment. Bilateral-
ly, the US and China should carry forward investment
agreement negotiation, and attempt to achieve con-
sensus on issues related to market access, investment
review, performance requirements and transparency.
Another necessary action is to simplify the visa pro-
cess of citizens from the other country, and encour-
age the cooperation and communication among local
governments, business circle as well as think tanks.

A Global Perspective: Cooperation and Competition

Sino-US cooperation and competition over
the governance of international investment is not just
a bilateral issue. Chinese ODI has seen a remarkable
rise since the global financial crisis with non-financial
ODI flow from $24.8 billion in 2007 to $41.9 billion
in 2008 and $77.2 billion in 2012. Chinese firms are
pushed by multiple motivations to go abroad, includ-
ing securing the supply of energy and raw materials,
exploring new markets, seeking strategic assets for
extending value chains and improving efficiency in
multinational operations.

China’s Outward Direct Investment Flows 1982-2012
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Sources: Data from 1982 to 2001 are from UNCTAD; Data from 2002
to 2012 are from PRC Ministry of Commerce, Bulletin of China’s Out-
ward Foreign Direct Investment.

Note: Data from 2002 to 2012 are all non-financial outward direct in-
vestment from China.

China’s ODI plays a positive role in stimulat-
ing global economy. When investment from the de-
veloped world withdrew in some countries because
of the crisis, China’s increasing ODI alleviated the

impact to a certain extent. During 2007 to 2011, ODI
from developed countries dropped by 32%, while
China’s grew by 189%.* Chinese ODI plays an ac-
tive role in promoting stability and prosperity for the
world economy. It offsets the decline of the overseas
investment of developed countries, helping to boost
the building of infrastructure, and also brings China’s
development mode to destination countries, and show
them a new way to prosperity.

The risks, though, hidden in China’s invest-
ment should not be ignored. China has invested in
countries that were not stable, such as Libya, Ven-
ezuela, North Korea and Sudan. Data shows China’s
investment in these “unstable” countries were about
11.4% of its total FDI stock in 2011.*” Brutal compe-
tition among overseas Chinese companies and the en-
vironmental pressures and labor practices they bring
to the host countries are all the challenges for which
China needs to come up with solutions.

China is active in participating in regional
investment cooperation, and 61% of China’s out-
ward FDI flowed to Asia in 2011.% At the policy
level, China supported the Interconnection Project,
proposed by the Asian Development Bank, which is
focused on constructing and connecting infrastruc-
ture among Asian countries. Recently, China showed
its willingness to participate in establishing a BRICS
Development Bank to support infrastructure financ-
ing in emerging countries. Whether China and the
US will become friends or foes when both are invest-
ing in Asia is still not clear. But to avoid the clash
of interests among these two large countries, more
cooperation should be carried out through existing
organizations such as APEC. The TPP may become
another platform for cooperation related to invest-
ment, but, as stated earlier, this would require the
TPP negotiations to be more open and transparent,
with the US and other parties better informing China
about the substance of the negotiations.

At the global level, the rise of Chinese ODI
presents both challenges and opportunities for US
interests. The emergence of overseas Chinese mul-
tinationals enhances competition for scarce global
assets such as limited natural resources, leading
technologies, prestigious brands, marketing chan-

% Source: UNCTAD

¥ We identify Afghanistan, Sudan, Venezuela, Iran, North Korea, Iraq and Libya as “unstable” countries. Source: MOFCOM, China
 The main destination of China’s investment is Hong Kong, which makes up 48% of the total. Source: MOFCOM
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nels and other strategic assets. These global assets, if
managed well and fully absorbed, will make Chinese
firms stronger in their home markets and transform
the competitive landscape in global markets. Another
issue is about diplomatic controversies - China might
invest in countries that are not supported by the US
and may erode its influence.

Nevertheless, China’s move abroad also
brings dividends for American business. Chinese
enterprises are willing to take over assets that US
companies discard as profit margins shrink and they
transform their business model or attempt to upgrade
their technology. Chinese are also interested in shar-
ing the risks with US companies by jointly investing
in unstable high-risk regions. It is also likely that Chi-
nese companies operating overseas may invite their
foreign partners to collaborate with them in China’s
domestic markets.

Acknowledging a highly liberalized interna-
tional investment environment and strengthening in-
vestor protections are certainly central to the future
of international investment rules. Both China and
US should take an active role in global governance
in international investment. There is the WTO in in-
ternational trading regime and the IMF for the inter-
national financial system, but so far no comprehen-
sive and binding international investment agreement
supported by a similar institution has been created.
A possible reason is because traditionally the major
investors have been from developed economies and
the current international standards regarding over-
seas investment provide them with immense flexibil-
ity and suited to their interests. But the international
investment landscape has changed with increasingly
significant investors from developing economies like
China. As a result, it is necessary to formulate new
international rules on investment that take into con-
sideration the interests of emerging economies, not as
only recipients of investment but as sources of invest-
ment as well.

Hence, opposition to investment protection-
ism and creating a new regulatory investment should
be high on everyone’s agenda. UNCTAD, the WTO
and OECD have discussed creating multilateral in-
vestment rules, but almost no progress has been
made. In the global regulation of sovereign wealth
funds (SWF’s), the Generally Accepted Principles
and Practices (GAPP), also known as the Santiago

21

Principles, are understandably challenged for being
unenforceable and not demanding sufficient trans-
parency. Moreover, there is very little clarity about
the appropriate standards and procedures by which
target countries should measure the national security
implications of investment, and this makes individual
cases vulnerable to immense political pressure and
inconsistent treatment across jurisdictions. China
and the US should work through these problems, and
overcome challenges through compromise in order to
build a global governance regime for international in-
vestment that is in the interests of all parties.

The most practical way of fostering coopera-
tion among China and the US may be working out
some large joint investment projects, which would
showcase the willingness of both parties to collabo-
rate and display the mutual benefits accruing from
such activities. Relatedly, information about the
benefits and success of investment in both directions
needs to be regularly highlighted just as much as
the obstacles and problem cases. The U.S and China
can also working on reforming some supporting in-
stitutions, such as building a diverse, scientific and
transparent credit rating system, and designing more
complete rules regarding the conduct of sovereign
wealth funds. But more ambitious goals cannot be
ignored either. on the global stage, the US and China
should be the leaders in pushing for a multilateral
investment agreement, and the reform in the Inves-
tor-State Dispute Settlement Mechanism (ISDSM),
or even a World Investment Organization.



Ensuring Global Financial
Openness and Stability

Finance is the lifeblood of any individual
economy and of the world economy. Hence, protec-
tion of the world’s financial system is a precondition
to the economic development of emerging economies
and sustaining growth for advanced industrialized
economies. Financial governance faces the challeng-
ing of simultaneously maintaining the free flow of
capital so it can efficiently serve the needs of the real
economy and ensuring financial stability in order to
avoid or limit the extent of crises. In the last decade
and a half the world has suffered several financial cri-
ses, each one greater in intensity than the last. There
are multiple financial issues facing the United States
and China, among them the exchange rate, capital
controls, market access, prudential regulation, and
debt management. The extent of institutionalization
of the governance of finance is not as mature as trade,
but it is somewhat more developed than in the invest-
ment arena. Addressing the weaknesses of the system
will be a central challenge for Beijing, Washington,
other governments, and the financial community in
the coming years.

Moving Beyond the RMB Exchange Rate Debate
Some American politicians always want to
name and shame China as a currency manipulator.
China critics argue that the Renminbi (RMB) has been
intentionally kept undervalued to artificially raise the
competitiveness of China’s exports. The undervalued
RMB is then thought to have caused US job losses

and dampened global demand. Paul Krugman used
a back-of-the-envelope calculation to suggest that
about 1.4 million jobs may disappear in a couple of
years because of “Chinese mercantilism.” In his
testimony before the US Congress, Fred Bergsten
gave a smaller number, only about one-third of Krug-
man’s. Nevertheless, he added that China’s revalua-
tion could cut the US global current account deficit
by anywhere from $50 to $120 billion dollars.*
However, China sees the issue differently.
They do not believe there is any convincing evidence
that shows causation between the value of the RMB
and its trade surplus. The RMB appreciated by 17%
in nominal terms against the US dollar between mid-
2005 and 2008, while the trade surplus in 2008 was
50% higher than in 2005. After the global financial
crisis broke out, the RMB stopped its appreciation
and was pegged to the US dollar in 2008-2009, but
China’s surplus fell by 12% in 2009. A study by our
colleagues at the Institute of World Economics and
Politics shows that the income elasticity of China’s
exports are much larger than the price elasticity,
meaning that China’s exports depend more on how
deep are American’s pocket, not on how cheap the
price tag of “Made-in-China” goods.* Trade statistics
may distort the facts further. Nowadays, processing
trade accounts for more than 40% of China’s trade
and nearly all of its trade surplus. There is ongoing
argument that China’s trade surplus to a large ex-
tent reflects its integration into the global production
chain, while the role of exchange rates in reducing

*» Paul Krugman, “Chinese New Year;” New York Times, December 31, 2009.
¥ C. Fred Bergsten, “Correcting the Chinese Exchange Rate”, Testimony for the Hearing on China’s Exchange Rate Policy, Committee on Ways and

Means, US House of Representatives, September 15, 2010.

*! Qingyi Su, Zhizhong Yao and Feng Tian, “Income and Price Elasticities of China’s Exports,” China & World Economy, Vol. 21, No. 1, pp. 91, 106, 2013.
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trade surplus from processing trade is rather limited.*?

The RMB has nominally appreciated by more
than 30% against the US dollar since 2005, and the
appreciation in real terms is even more since China’s
inflation rate has been higher than that that of the US
in this period. It is fair to say that now the RMB ex-
change rate is moving close to its equilibrium level.
Thanks to some rapid changes of fundamentals like
the demographic profile (Chinese labors are getting
older and more expensive), and more rapid urbaniza-
tion, which helps to boost domestic demand, China’s
current account surplus, after reaching record levels
of around 10% of GDP in 2007, declined significantly
to 2.6% of GDP in 2012.

Current Account Balance (% of GDP)
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As a result of these changes, Americans are
increasingly focused on more practical issues rath-
er than the highly politicized currency debate. The
American Chamber of Commerce in China came out
in opposition to the US Senate-initiated Currency Ex-
change Rate Oversight Reform Act of 2011, and it
pressed Congress to urge China to open its financial
services industry. According to China’s WTO com-
mitments, China’s financial services industry should
have been fully opened by December 2006. However,
progress on this front has not been smooth. The US
and others have raised issues about China’s regula-
tions on banking and related services, insurance,

securities, pension services, financial information
services, as well as regulatory transparency. Ameri-
cans have complained about China’s restrictions on
foreign ownership of Chinese banks and insurance
companies, and restrictions for foreign companies
to enter the market for China’s enterprise annuities
services. Nevertheless, considering the painful de-
leveraging process that the West’s financial sector is
still undergoing, overseas expansion of the financial
giants has slowed. It is also still not clear whether
American financial firms are well prepared for op-
erating in such a dramatically different market like
China’s. In the long run it is fair to say that as China’s
middle class bulges, there will be enormous demand
for investment management and insurance services,
and the slice of pie available for American financial
companies will inevitably grow.

China has always taken a defensive posi-
tion on the exchange rate debate, but it has started to
complain more loudly about the negative spillover of
American monetary policy. In particular, the Federal
Reserve’s unconventional policy to pump money into
the economy, known as “quantitative easing,” has
released a huge flood of liquidity into international
financial markets. With short- and long-term real in-
terest rates hitting record lows, investors are biased
towards more risky investment in commodities and
emerging markets. This may artificially boost com-
modity prices and cause sudden money inflows into
China. As a rapidly growing importer of major metal
and energy commodities, China worries about the
impact of quantitative easing on world commodity
prices, leading China to effectively import inflation.
The impact of quantitative easing by the US (and
now Japan), on international capital flows is also a
concern for China. There is some evidence that ef-
fectiveness of China’s capital control has been on the
decline.* China has experienced significant swings
in short-term capital flows during the post-crisis pe-
riod. Its size relative to China’s GDP has grown much
larger than in the pre-crisis period. As a result, the

*> Hong P, Vos R and Yao K, “How China Could Contribute to a Benign Global Rebalancing,” China & World Economy, Vol. 16, No. 5, (2008), pp.
35-50; and Yuqing Xing, “Processing Trade, Exchange Rates and China’s Bilateral Trade Balances”,GRIPS Discussion Paper 10-30, January 2011.
* Guonan Ma and R. McCauley, “Do China’s Capital Controls still Bind? Implications for Monetary Autonomy and Capital Liberalization,” BIS
Working Papers No. 233 (August 2007); Yongding Yu, “Managing Capital Flows: The Case of China,” Research Center for International Finance,
Institute of World Economics and Politics, CASS, Working Paper No. 0816, September 2008; Yongzhong Wang, “An Estimation of the Effective-
ness of China’s Capital Controls and Sterilizations,” Institute of World Economics and Politics, International Trade and Investment Series, Work-

ing Paper No. 09008, November 10, 2009.
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People’s Bank of China has given warnings about
short-term speculative capital flows and exchange
rate risks. This is posing rising difficulties for Chi-
na’s macroeconomic management, especially when
China’s monetary policy framework relies heavily on
quantitative goals rather than price goals. As a result,
dialogue at the bilateral and multilateral levels once
focused on the setting of exchange rates now needs
to make room for consultations about broader macro
economic policies that may have a huge effect on ex-
change rates, inflation, and trade flows.

RMB Internationalization

RMB internationalization accelerated after
2009 but has slowed recently. Its initial rapid develop-
ment was fueled by expectations of RMB appreciation,
so it has slowed as this expectation has vanished.

In its earliest stage, RMB internationaliza-
tion has faced some unexpected problems. First, it ac-
celerated rather than restrained the accumulation of
China’s foreign reserves, the opposite as the govern-
ment’s expectations. This peculiar phenomenon arose
because more RMB is used in import settlement than
in export settlement, and China still has a huge trade
surplus. Hence, the more RMB is used for interna-
tional settlement, the more US dollars flow in. Second,
with the RMB appreciation expectation, it is economi-
cally more reasonable for China to increase its RMB
assets and reduce its RMB liabilities. However, the
RMB internationalization through the issuance of Dim
Sum bonds has caused the opposite to occur.** Third,
the backflow channels for the RMB have proved to
be another tricky issue. RMBs lurking in the offshore
markets are eager to flow back and invest on China’s
stock markets or housing markets. Further develop-
ment of RMB internationalization requires widening
of the backflow channel, which is equivalent to further
capital account liberalization. However, since China
has not moved forward with new reforms to domestic
interest rates or the exchange rate mechanism, rapid

liberalization of capital account could cause financial
instability and welfare losses for China.*

Some American scholars have been quite
optimistic about the prospects of the RMB as an inter-
national currency, encouraged by examining the histori-
cal precedents. By contrast, the general attitude on part
of the US government seems to be benign neglect.* In
the foreseeable future, it is unlikely that the RMB will
become a core currency in the international monetary
system, since a precondition for doing so would be
liberalization of China’s capital account liberalization.
Nevertheless, China’s economic policies and state of
its financial system are continually unfolding, and it
makes sense that China and others need to more proac-
tively consider the implications of RMB international-
ization for China and the global financial system.

Asian Monetary Cooperation

Monetary cooperation in East Asia has de-
veloped rapidly in the wake of the East Asian Finan-
cial Crisis, but the pace slowed down after the recent
global financial crisis, especially since the European
debt crisis. China has been actively engaged in the East
Asian monetary cooperation by promoting the multi-
lateralization of the Chiang Mai Initiative. However,
cooperation has been constrained by lack of a clear
economic impetus for further development. To deepen
regional monetary cooperation, possible areas to be
considered include: boosting regional infrastructure
investment, promoting the use of local currencies for
regional trade and investment, and establishing a re-
gional exchange rate coordination mechanism. The
current tensions among Asian countries, especially the
territorial dispute between China, Japan and Southeast
Asian countries, makes the future of Asian monetary
cooperation more gloomy. However, because there
already are several established mechanisms (CMI,
reserve pooling, Asian Bond Market Initiatives) and
platforms (AMRO), these could serve as a convenient
springboard to launch full-fledged cooperation.

3 He, et al., “Hong Kong’s Offshore Renminbi Market: Situation, Prospects, Problems and Risks,” International Economic Review, No. 3 (2011).

* Yongding Yu, “Roadmap of RMB Internationalization Revisited,” Institute of World Economics and Politics, CASS, Financial Review Series, No.
2011036 (June 21, 2011); and Ming Zhang, “RMB Internationalization: The Onshore and Offshore Perspectives,” Research Center for Interna-
tional Finance, Institute of World Economics and Politics, CASS, Working Paper No. 2011-W09 (June 29, 2011); and Bin Zhang, “Sequencing of
China’s External Financial Polices - An Analysis Based on the External Balance Sheet,” International Economic Review, No. 2 (2011).

% Barry Eichengreen, “The Renminbi as an International Currency;” January 2010, available online at: http://emlab.berkeley.edu/~eichengr/
renminbi_international_1-2011.pdf; Jeffrey Frankel, “Historical Precedents for Internationalization of the RMB,” Council on Foreign Relations,
November 2011; and Arvind Subramanian, “Renminbi Rules: The Conditional Imminence of the Reserve Currency Transition,” Peterson Institute

for International Economics, September 2011.
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Americans’ attitude toward Asian monetary
cooperation is mixed. The US had opposed Japan’s
proposal of an Asian monetary fund after the East
Asian Financial Crisis. But nowadays, it senses no
real harm to its interest and has taken a more easy-
going attitude toward Asian monetary cooperation as
long as it does not pose direct threat to the American’s
interests. China is also actively pursuing regional col-
laboration among developing countries. The creation
of a BRICS Development Bank provides a new way
for emerging economies to collaborate. Some in the
US may be suspicious about the intent and functions
of a BRICS bank, and so, just as with RMB interna-
tionalization and other regional monetary measures,
greater consultation and dialogue are needed.

Reform of the International Financial System

At the global level, China has played an active
role in promoting reform of the IMF. The IMF 2010
quotas and governance reforms will not only double
the total quotas but realign the quota shares to better
reflect the changing global economic landscape. Once
the reforms take effect, China will be the third largest
member country in the IMF, and the 4 BRIC countries
will be among its ten largest shareholders. Thus, Chi-
na shares common interest with other emerging large
economies in supporting the reform. The US also sup-
ported the reform, but has not yet received approval
from the Congress. From a narrow perspective, these
are welcome changes, but they are far from transform-
ing the current international monetary system.

The Achilles heel of current international
financial system is the dearth of clear international
rules. Though not perfect, the WTO has played an im-
portant role in setting the rules of the game for inter-
national trade. But when it comes to the international
financial system, there is not only a set of common
rules missing, there is not even agreement on the ques-
tion of where our focus should be. International finan-
cial regulatory reform has been a hot topic since the
global financial crisis, but this is a topic mainly for the
advanced economies that have more sophisticated fi-
nancial markets. Many developing countries find this
topic boring and irrelevant. By contrast, there is more
concern within developing countries on the question of
the US dollar’s role as a global currency and on capi-
tal flows. There is virtually no constraint on the dol-
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lar, which provides the US with much more financial
freedom that other countries. In addition, international
supervision of capital flows is extremely limited.

With the deepening of global economic and
financial integration, inadequate provision of public
goods in the international monetary and financial sys-
tem can trigger systematic risks. The recent global fi-
nancial crisis epitomized the possible outbreak of these
risks. These are all important areas that close coopera-
tion between China and the US in several important
areas can serve their own interests and promote global
welfare. Strategic dialogue on global financial gover-
nance must address at least three critical issues:

1. Who provides public goods? Currently, the IMF
can be considered as the “global lender of last resort.”
Hence, the IMF needs to be reformed so that it can be
a more effective supplier of global public goods. China
and the US have reached certain consensus on reform-
ing the IMF, but there is still a long way to go.

2. Specify the rules for current account adjustments.
Significant surpluses or deficits represent the
misallocation of resources and carry with them hidden
instability. The G20 framework tried to propose a 4%
threshold for current account imbalances. Whether or
not this yardstick is ever adopted, China and the US
need to move further to make further contributions
to correct global imbalances. This means addressing
the bilateral imbalance and helping the US reduce its
overall trade deficits. Doing so may depend on China’s
willingness to expand trade ties and further open Chi-
na’s service sector, such as education, health care, and
financial services.

3. Exert stricter controls on short-term capital flows.
The IMF adopted an institutional view on the man-
agement of capital flows last December, admitting
there was no presumption that full liberalization
was an appropriate goal for all countries at all times.
Although there now appears to be a consensus on this
question, the details need to be further elaborated.
For China and the US, the controversial issue will
be what happens if the economies move further to-
ward rebalancing. If so, that would mean a greater
capital outflow from the US and capital inflows into
China. Policymakers and financial institutions need
to be prepared to understand likely trends in capital
flows, and determine what would be the appropriate
strategy, if any, for capital controls.
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