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CHAPTER 1

Introduction

Damien Mo

By 2021, China will be set to become a high-income country, the next
US administration will take office, and the oldest millennials will turn 40.
Disparate as these events may seem, they could shape US-China relations
for decades to come.

Even as Beijing graduates into this exclusive club of high-income coun-
tries—the World Bank currently puts it at about $12,000 per capita GDP
but is adjusted for inflation—the average Chinese will still be less than
20% as rich as Americans. To simply reach parity with the United States’
per capita GDP in 2018 (~$60,000), China would need to become an
$80 trillion-plus economy, or about the same size as the entire global
economy today.

Reaching true parity with the United States will have to wait, but
that won’t prevent perceptions from sprinting impatiently ahead of real-
ity. China’s transition into a relatively wealthy country—its first centenary
goal of becoming a “moderately prosperous country” 100 years from the
founding of the Chinese Communist Party (CCP) in 1921—will likely
calcify the Beltway view that this achievement is yet another signpost of
the unstoppable march of authoritarian supremacy.

D. Ma (X))
Paulson Institute, Chicago, IL, USA
e-mail: dma@paulsoninstitute.org
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At the same time, however, such a view will be punctuated by pundits
swarming cable TV and op-ed pages, predicting the imminent collapse of
the Chinese economy. If Chinese power rests on a Potemkin economy,
and will fade away like a much larger Japan, then what’s the worry?

Policymakers and pundits may never converge on their views of the
Chinese economy, but both nonetheless agree on one thing: China poses
the greatest challenge to the United States in the twenty-first century.
That is indisputable—China’s rise is a challenge that is qualitatively dif-
ferent and thornier than any the United States confronted last century.

For one, China’s size means that it does not have to reach parity with
the United States across all dimensions of power to reshuffle the global
order and to contest America’s predominance in various theaters. Second,
unlike the Soviet Union or Japan, the People’s Republic is the only coun-
try that has the potential to assume “peer competitor” status with the
United States because of its economic might—no other emerging market
comes even close. Third, the foci of the competition will cluster largely
around economic and technological rivalries rather than military conflicts,
at least in the medium term. Fourth, outright ideological warfare isn’t
likely—Beijing knows that it cannot, nor does it desire to, undo Amer-
ican democracy—but misaligned political values can and will undermine
potential cooperation on ostensibly shared interests.

None of this suggests that China is an “existential threat” to the Amer-
ican “way of life”—a hyperbolic claim that isn’t grounded in empiri-
cal reality. Yet, irrespective of who occupies the White House in 2021,
the US assessment of China as a peer competitor is unlikely to change.
Viewing China as America’s decisive rival may be a foregone conclusion,
but reflexively opposing anything China does on the international stage
would be an ineffective and even counterproductive strategy to advance
US diplomatic, economic, and security interests. In the face of formidable
Chinese competition, clearly defining core interests and objectively delin-
cating costs and benefits are vital.

If one such interest is to preserve a global system that maintains peace
and generates prosperity, then adjustments are necessary. That’s because
the scale and speed of China’s ascent has already strained an existing sys-
tem that was not designed to accommodate peer powers.

How that system adapts may be shaped by forces that have been over-
looked, in part because we’re living amidst the shift in real time. Indeed,
beyond the Beltway and policy circles, the fabric of American society is
also changing. A generation of millennials, many of whom turn 40 in
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2021, will begin to enter positions of power and influence in all fields.
This generation’s formative experiences could well determine America’s
approach toward the world, and China specifically, more than is currently
recognized.

It is a generation shaped far less by the democratic-capitalist euphoria
that followed the collapse of the Soviet Union and much more by the
Global Financial Crisis and the Wars on Terror. For instance, a provoca-
tive study from Harvard University has shown evidence that just 1 in 3
millennials believe it is “essential” to live in a democracy, compared to
more than 60% for baby boomers. And this isn’t so much an “age” effect
as a “cohort” effect, according to the same study. That is, in 2011, about
one-quarter of those born in the 1980s believed that democracy is an
inferior form of government, whereas in 1995, only 16% of those born in
the 1970s felt the same way.

So it is not necessarily clear that today’s millennials are staunchly
attached to the US-led system that stitched the world together for
70 years. To be sure, they came of age in a world in which America
lost some of its sheen and where China has always been a major player.
Millennials, like most Americans, certainly see China as different—more
repressive, keen on censorship, and unyielding on free speech—but it is
far less foreign and far more a fixture of the global order than the Soviet
Union was for previous generations.

What’s more, China is much more accessible for this generation—
whether it is having the option to take Chinese language classes (some
as early as grade school) or spending time in China studying and work-
ing. The tangibility of today’s China can also be felt in the influx of young
Chinese in American schools and colleges.

In fact, numerous polls suggest that concern about China isn’t any-
where close to outright hostility. The 2019 public opinion survey from
the Chicago Council on Global Affairs shows that the rise of China was
only the 11th most pressing issue among the American public. Mean-
while, a recent Pew Research survey reveals that although concerns over
China are growing, more than 60% still believe in having strong trade and
economic ties with China. Finally, a 2018 Reagan Institute poll showed
that 55% of those under 30 believe China to be more of an ally than an
enemy, while more than 60% of those over 65 view the country as an
enemy.

Of course nothing is preordained, but these results and shifts so far
suggest that if great power competition is a generational effort, then it
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might be difficult to carry the millennial cohort along. Put another way,
whatever the new Washington consensus is on China, an enduring Amer-
scan consensus is unlikely to be forged. Therefore, debates on how to
properly handle China’s economic and political arrival cannot merely exist
in a Beltway silo but will require a national reckoning of what could and
should be done.

But such a challenge will be insurmountable without a realistic
appraisal of today’s China, its political economy, its aspirations, and its
capabilities, sound analysis upon which any rational strategy toward China
ought to be predicated. Yet empirical and nuanced assessments of what
China is—rather than what we wish it to be—are in short supply.

This is especially so in an information environment of accelerated and
unrelenting news cycles, political screeds that masquerade as dispassionate
analysis, and social media outrage that stirs passions more than revealing
truths. Indeed, the democratization of China expertise has made discus-
sions of “the greatest 21st century challenge” both richer and shallower.

So it is my hope that this collection of work from MacroPolo can raise
the signal-to-noise ratio and bring value to ongoing discussions about
how to manage a more capable Beijing while protecting US interests. This
volume is meant to be as accessible as it is substantive, with each chapter
focused on unpacking important aspects of China’s economy, policymak-
ing, and technological ambition. Each piece in this collection grounds its
high-level perspectives in bottom-up analysis, yielding deep insights about
contemporary China.

This volume contains eight chapters in addition to the introduction
and conclusion, organized under the broad categories of economics, tech-
nology, politics, and US—China. Featured authors have not only done
extensive work in their respective fields but are also distinguished ana-
lysts, practitioners, or former policymaker.

Ultimately, this volume aims to bring more “China” into US—China
debates.

Houze Song leads off after the introduction with a chapter that exam-
ines China’s northeast “rustbelt” to find out why it has fallen behind
other regional economies. In examining Liaoning, Song zeroes in on the
largest of the three northeastern provinces (the other two being Jilin and
Heilongjiang). He uses the case of a failed automotive venture to illustrate
broader dynamics that have stifled the local economy, a microcosm of the
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tangled relationship between state and market. Song argues that restruc-
turing the Chinese economy will require not only surface adjustments but
also fundamental institutional changes.

One of those institutional changes is taking place in the financial sys-
tem. To execute a deleveraging campaign that began around 2016, Bei-
jing created a new “super regulator” for the financial system while rely-
ing on an ongoing anti-corruption campaign to overcome resistance to
reform. Weighed down by debt after the global financial crisis, China’s
financial system was in bad shape. But predictions of an imminent catas-
trophe were always off the mark, in large part because virtually all Chi-
nese debt is internal, walled off by capital controls. In Chapter 3, Dinny
McMahon details the methodical and gradualist strategy that Beijing has
adopted to “clean up” its financial sector, resulting in progress that has
exceeded expectations.

One of the most dynamic elements of the Chinese economy is its tech-
nological progress. In Chapter 4, Matt Shechan examines the disruption
of an important aspect of the US—China tech ecosystem: talent. Visas for
Chinese high-skilled workers and graduate students may be under threat
as the Trump administration has come to believe that Chinese researchers
are stealing intellectual property and compromising national security. Yet
many of the top Chinese tech talent, particularly in artificial intelligence,
appears to want to stay and work in America as part of the global talent
pool that underpins innovation in Silicon Valley. How this competition
for talent plays out could have significant implications for innovation.

An even fiercer battle is brewing over high-tech industries like semi-
conductors and 5G. In Chapter 5, Joy Dantong Ma’s extensive analysis
of Qualcomm’s evolution and prospects in the Chinese market elucidates
why this competition is so complex. China’s success in developing 5G
technologies and chips could eat into the market share of a company like
Qualcomm, which has dominated the Chinese market in 3G and 4G chips
for decades and now depends on it for the majority of the company’s rev-
enue. And herein lies the main conundrum: China is both the largest
market for semiconductors on the demand side and the biggest potential
competitor in producing chips on the supply side. Whether China’s suc-
cess in 5G will come at the expense of US companies makes this one of
the thorniest issues to handle.

Technology is also a force for change in Chinese politics, not least
in propaganda work. Indeed, “Propaganda in the New Era” under Xi
Jinping has gone digital, has a different look and feel, and has been
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more effective than expected. It is clear that Xi has placed an importance
on propaganda not seen since perhaps the Mao Zedong era, elevating
much ideological work from state organs to those of the CCP. Propa-
ganda is undercovered in mainstream discussions of Chinese politics, but
in Chapter 6, Damien Ma and Neil Thomas analyze the content, the fund-
ing, and the effectiveness of propaganda. In the digital age, winning the
hearts and minds of domestic audiences has never been more challenging,
but the CCP has also learned how to adapt with the times.

Amid significant changes in Chinese elite politics over the past few
years, Chapter 7 sheds light on demographic representation in China’s
highest ruling body, the CCP Central Committee, and the Chinese legis-
lature, the National People’s Congress. Relying on an original database of
the top 375 Chinese politicians, Damien Ma and Neil Thomas discover
interesting patterns in the geographic origins, gender balance, and ethnic
diversity of Chinese leaders. China is hardly a paragon of equal represen-
tation, but it is surprisingly close to the global average on many metrics.

The last two chapters focus on US-China relations, the key dyad in
ongoing reassessments of China. The first is Evan Feigenbaum’s “Re-
luctant Stakeholder,” which tackles a key question: is China a revisionist
power? How that question is answered matters for shaping an appropriate
response to the China challenge. If China is a rule-breaker bent on reset-
ting the global order, its rise would require a very different response than
if Beijing simply wants to augment or amend existing rules to better serve
its interests. Even if Beijing will never become a full-fledged champion of
the US-led order, its leaders seem to recognize how the current system
has served its interests, and more so than they like to publicly admit.

Finally, Chapter 9 traces the history in post-Mao China of the Ameri-
can multinational that perhaps best exemplifies the complex and nuanced
layers of the US—China relationship: Boeing. The aviation giant is no
nation-state, but its evolution in the Chinese market provides a unique
window into the forces that have both fortified the bilateral relationship
and might now pull it apart. Neil Thomas digs into the historical archives
and presents a case study of how Boeing played a starring role both in
prying open markets in China and in American debates on China’s even-
tual accession to the World Trade Organization. Both the consequences
and rewards of Boeing’s operations in China are at the heart of rethinking
the US approach to China.

These pieces magnify important dynamics of how the world’s second-
largest economy has prospered and the challenges it now faces after four
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decades of relative success. The diversity of subjects should not obscure
the unifying theme: China does not exist in a vacuum—it is as shaped by
secular forces and affected by macro trends as any other country. The tele-
ology of “Chinese dominance” and that of “Chinese collapse” are both
inadequate in capturing extant realities.

In this sense, China is hardly an outlier. What makes the country a true
outlier is its scale—no matter what China does today, the ripples are felt
far beyond its borders. So far, the world has neither grown accustomed
to those ripples nor come to grips with how to make room for a great
power that was not party to the current system’s creation.

Therefore, grappling with China’s arrival must be a collective enterprise
comprised of not just American thinkers and doers, but of those from
across the world. That belief is reflected in this volume, both in spirit and
in substance. I hope these pages can offer readers balanced appraisals of
both the constraints and potential of today’s China. We do not have all
the right answers, but this is our contribution to getting a little closer to
them.
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CHAPTER 2

Liaoning: The Smothering Effects
of Local Protectionism

Houze Sony

When the Liaoning provincial government nationalized Brilliance Auto
in 2002, the local private car maker was thought to be one of the most
advanced and promising among China’s domestic brands. However, the
government takeover proved to be the turning point in the company’s
fortunes, as a once thriving company turned into another struggling and
debt-laden state-owned firm.

The experience of Brilliance Auto is emblematic of a deeper problem
that afflicts local governments throughout China: local protectionism. To
be sure, China’s auto sector is no stranger to local protectionism—in fact,
the industry’s notorious fragmentation is largely a result of fierce local
competition to crown their own auto champion. Yet most of the local
government-owned automakers do eventually become viable businesses.
The difference in Liaoning is that despite the government’s generous sup-
port, Brilliance continued to hemorrhage money to the point where its
sedan business became insolvent.
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The proximate cause of Brilliance’s failure can be explained by the
Liaoning government’s effort to localize the auto supply chain, which
ended up hampering the quality of the cars. What happened to Brilliance
isn’t unique, however. Rather, it reflects a broader trend: the gradual
inward turn of the Liaoning economy.

Indeed, since the early 2000s, Liaoning’s economy has become more
closed—perhaps even tilting toward a mild form of autarky—as indicated
by the rising share of local demand and the significant slowdown in export
growth. As a result of local protectionism and other distortions, Liaon-
ing’s average growth rate has been significantly lower than the national
average, while its share of the national economy fell from 6.3 to 2.8%
between 1978 and 2018.!

More fundamentally, Brilliance’s stagnation and the overall deterio-
ration of Liaoning firms’ competitiveness can be attributed to a local
government-driven investment model that has been practiced for the last
15 years. Allowing a local government that already had strong protection-
ist tendencies take charge of allocating capital only reinforced local pro-
tectionism and harmed the competitiveness of provincial firms. It became
a self-fulfilling prophecy: the more the government protected local indus-
try, the less competitive it became, which led the government to further
support and protect it. In this environment, it’s the politically connected,
rather than competitive, firms that become the “winners.”

How PROTECTIONISM RUINED
CHINA’S ONCE PROMISING CARMAKER

Yang Rong, a private entrepreneur, built China Brilliance Auto out of a
nearly bankrupt Shenyang state firm he acquired in 1991. Initially, Yang
owned Brilliance through a joint venture (JV) with a subsidiary of the
People’s Bank of China (PBOC), which acted as a passive investor and
never exerted any authority over the firm.?

Back then, all central government assets were ultimately owned by the
National Bureau of State Assets Management (predecessor to the State-
owned Assets Supervision and Administration Commission), which was
then a Ministry of Finance (MoF) subsidiary. In the late 1990s, Bei-
jing decided to transfer all but the most strategically important central
state assets to local governments.? Brilliance, too, was destined to be
transferred wholesale to the Liaoning government. The only outstanding
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question was how much Yang would be compensated, as he only directly
owned less than 3% of his company.

For the local government, it certainly picked a solid asset to takeover.
By 2001, a decade after its founding, Yang’s auto venture had grown
into a 20 billion yuan ($3.1 billion) business, riding on the rapid expan-
sion of China’s auto market. At that time, Brilliance was widely seen as
the most advanced and promising domestic carmaker in China. In fact,
Yang received enormous validation when Germany’s BMW decided to
pick Brilliance as a local partner, against the advice of senior Chinese lead-
ers who thought BMW should partner with a state automaker. According
to BMW executives, they were impressed by Brilliance’s state-of-the-art
assembly line and efficient management.*

Around the same time, Yang had also formed a JV with the then-
struggling British carmaker Rover. That strategy was a technology play
aimed at bringing Rover’s research and production operations to China
and giving Brilliance the technology it needed to produce better qual-
ity engines. Up until then, Brilliance had sourced older and unreliable
engines from a Shenyang factory run by a JV between Japan’s Mitsubishi
and a local Chinese partner.

The deal with Rover should have been a coup for Yang. But instead, it
marked the unraveling of Brilliance’s relationship with the Liaoning gov-
ernment. The key tussle came when Yang wanted to establish a factory
to make Rovers in Ningbo, a relatively prosperous port city in Zhejiang
province that’s close to metropolitan Shanghai. Since Yang was planning
to export his Chinese-made Rovers, it made sense to locate in close prox-
imity to China’s biggest export hub. Moreover, about 75% of Brilliance’s
supply chain was concentrated in the Yangtze River Delta, centered on
Shanghai.

But the problem was that the Liaoning authorities didn’t like Yang’s
plans. They wanted the new Rover plant in Liaoning.

As construction of Brilliance’s Ningbo plant drew closer, the Liaon-
ing government launched what amounted to a hostile takeover, effec-
tively confiscating Yang’s shares and taking control of his company. On
March 11, 2002, MoF issued a notice to transfer all controlling shares in
the Brilliance JV to the Liaoning provincial government. Yang sought to
appease the government and cooperated with the process initially, while
the authorities allowed him to remain as CEO and board chairman. But
a few months later, the Liaoning police launched an investigation into
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Yang for “stripping state assets,” prompting him to flee to the United
States where he has remained ever since.®

On paper, the Liaoning government was the undisputed winner. Not
only did it now own and control Brilliance, but that control allowed it
to consolidate all of the firm’s operations and supply chain in Liaoning
province. It demanded that the automaker buy its components and mate-
rials from local suppliers, which negatively affected Brilliance’s own sub-
sidiaries. In the year that Brilliance was nationalized, the company pur-
chased just half as many auto parts as it did previously from its Shang-
hai subsidiary. After June 2002, Brilliance suspended purchases from the
Shanghai subsidiary entirely.

When it came to sourcing inputs, Brilliance never used local steel in
the past—despite Liaoning having a sizeable steel sector. But after the
government takeover, Brilliance was pressured to buy steel from Benxi
Steel, a local state-owned steelmaker. (Notably, Brilliance didn’t source
from Anshan Steel, which is also based in Liaoning but owned by the
central government.)

And unsurprisingly, the Ningbo project also fell apart. As a result, not
only did Brilliance eventually have to pay Rover more than 200 million
yuan ($30 million) in damages, it was still stuck sourcing lower quality
engines without the capability to make its own engines.

The Liaoning government’s treatment of Brilliance needs to be under-
stood in the context of a province undergoing a painful economic tran-
sition that began in the early 2000s. As part of the transition, thousands
of state-owned firms were shut down and millions of jobs were lost. The
authorities were desperate to rebuild the local industrial base wherever
possible. To that end, they heavily favored Brilliance in government pro-
curement, and the company typically won generous contracts whenever
taxis needed to be replaced, police cars upgraded, or garbage truck fleets
expanded. And of course, Brilliance also received generous fiscal subsidies
every year.

Even with such support, the Liaoning government’s embrace spelt
disaster for the firm. For instance, China’s minibus market has grown
by more than 300% since the Liaoning government took control of
Brilliance, yet the company sold fewer of its flagship model, the Jinbei
minibus, in 2016 than it did in 2001.” Meanwhile, Brilliance’s domes-
tic brand sedan business has lost so much money since it first entered
the market in 2002 that the company’s debt now exceeds the value of
its assets.® What makes that all the more extraordinary is that Brilliance’s
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losses have accumulated even as China’s auto market grew sevenfold since
2002.

It is tempting to explain Brilliance’s struggle as solely a symptom of
state ownership, but it’s not that simple. To smooth the ownership transi-
tion and ensure the ongoing good management of the firm, the Liaoning
government gave Yang’s former senior executive team stock options equal
to 9.4% of the firm’s equity, something unheard of at state firms, even
today.? Even in public companies in advanced economies, senior man-
agement frequently owns less than 10% of the firm. But the fact that the
senior management owned part of the firm didn’t matter much. The core
problem was that their ownership didn’t translate into decision-making
power and influence over the direction of the company.

How INVESTMENT DRIVEN GROWTH EXACERBATED
LI1AONING’S PROTECTIONISM TENDENCIES

The point of highlighting Brilliance’s collapse is not that it is unique, but
that it is the norm for Liaoning. Indeed, many other industrial firms in
the province have seen their share of China’s national market decline since
2000 (see Fig. 2.1). In part that’s because of protectionism, but specif-
ically it’s the combination of protectionism with an economic growth
model that relies too heavily on investment, which amplifies the dele-
terious effects of protectionism.

Between 2002 and 2009, investment had contributed to more than
75% of Liaoning’s cumulative economic growth (the ratio is 46% nation-
ally) and it very likely remained the largest driver of economic growth
until at least 2013.10 (2002 is the year Beijing made the revitalization of
the northeast a top priority, resulting in a number of plans for increasing
investment in Liaoning!!). In fact, there is strong evidence to suggest
that the majority of this investment is driven by the local government. By
the end of 2016, the Liaoning government’s on-budget debt was 38% of
GDP, almost double the national average of 20%.12

With plenty of investment projects available, the Liaoning government
could deliver growth without worrying about fostering competitive firms.
Rather, it coddled local firms, directing government procurement con-
tracts to them, and by farming out fiscal resources to local interests.

This also meant that Liaoning firms didn’t have to be competitive with
firms from elsewhere in the country and the world, to the detriment of
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Fig. 2.1 Declining market share of Liaoning’s industrial goods (Noze The fig-
ures in the chart are calculated by dividing 2016 market share by 2002 market
share. A figure greater than 100% indicates increasing market share. Market share
is calculated as Liaoning’s production divided by national production. Source
National Bureau of Statistics)



2 LIAONING: THE SMOTHERING EFFECTS OF LOCAL PROTECTIONISM 17

Cumulative Relative Growth Difference

1.2

1

0.8

0.6

0.4

0.2

0
on < N0 ) ©O of &N N S WIN WA O — N M N O
AN DD DHNO O OO0 0000 OO0 A A A A A
AN DN OO OO0 O0O0O0 0010000 OO0 o O

02 “ H HdHdHd A NNNNNNNNNNNSNNSS

Fig. 2.2 The growth gap between Liaoning exports and national exports has
widened after 2001 (Noze Positive value indicates how much faster national
exports grew than Liaoning’s exports since 1993. Source National Bureau of
Statistics)

the local economy. After 2002, Liaoning province’s export growth sig-
nificantly lagged compared to the national average. Between 1993 and
2001, the province’s exports cumulatively grew 10% slower than China
as a whole (see Fig. 2.2). But between 2002 and 2016, the growth gap
widened to more than 100%.'3 Over the course of the last 15 years, the
province has experienced a massive shift in the structure of demand.

This decline in the importance of the outside market comes with neg-
ative side effects. Selling goods outside your home market requires your
goods to be of higher quality and lower cost than your competitors. In
other words, even a Liaoning state firm needs to demonstrate its goods
are better when it is competing outside of its home court. Exports intro-
duce meritocracy into the local economy, and the declining importance
of outside markets meant that Liaoning firms were subject to less market
discipline.

CONCLUSION

Liaoning’s economic problems are deep and varied, including an over-
reliance on investment-led growth, soft budget constraints on state firms,
a lack of economic diversification, a disproportionately large role for med-
dling provincial authorities, and protectionist proclivities.
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In the face of this litany of factors, reviving Liaoning’s economy will
prove particularly challenging. The province’s woes have not been lost on
Beijing, which has been wracking its brain on how to turn things around.
So far, the tactic seems to be injecting new blood into the provincial lead-
ership, in the hopes that new talent can lead the province out of its eco-
nomic morass. Indeed, since 2013, seven vice-minister and above officials
in Liaoning—the most of any province and tied with Shanxi—have been
investigated for corruption. Still, without corresponding institutional fixes
that can improve government accountability, the impact of such a draco-
nian campaign will likely fade over time.

One modest institutional fix that Beijing is experimenting with is to
improve the local judicial system. The central government has installed
circuit courts that are directly managed by the Supreme People’s Court,
to create some distance between local authorities’ influence on courts.
In 2015, the northeast was chosen as one of two regions to engage in
a trial of creating more independent courts. In theory, the introduction
of circuit courts can serve as a check on local governments’ ability to
intervene in judicial decisions that might affect the economy. Given that
this is a relatively new experiment, it is still too early to tell how effective
these circuit courts will be.

But despite the depth of Liaoning’s problems, it’s important to bear
in mind that Liaoning is not alone. The rest of the northeast region, Jilin
and Heilongjiang, also has been heavily reliant on investment to generate
growth. Beyond the northeast, other regional economies, too, have been
relying on investment. In 2016, 15 out of 31 Chinese regions saw invest-
ment as a share of GDP greater than 60%, which is about 15% higher
than the national average, in a country already considered to have a high
investment rate.'*

In the past few years, thanks to an easy credit environment, many
of these high investment regions managed to sustain, or even double
down on, their investment-driven growth model. This resulted in those
regions achieving higher growth rates than their peers up until 2017 (see
Fig. 2.3).

But as this analysis has demonstrated, this seeming prosperity is mis-
leading. First, the high-growth figures are, in some sense, illusory. As
the experience of Dandong, a port city in Liaoning showed, once invest-
ment normalizes, GDP growth can virtually collapse overnight.'® Second,
an investment-driven model exacerbates existing distortions in the econ-
omy, which leaves lasting negative consequences. As a result, the afflicted
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Fig. 2.3 Growth of high investment regions outperform national average (Noze
High investment region is defined as having an average investment share greater
than 60% between 2007 and 2017. Source National Bureau of Statistics)

region may have to cope with the loss of economic competitiveness for
many years after the investment boom ends.

Indeed, since Beijing began to mandate local governments to delever-
age and deal with their debt in 2017, the average growth of high-
investment regions has declined rapidly and is now below the average
growth rate of low-investment regions. Some of these high-investment
regions, like Tianjin, have already exhibited signs of repeating Liaoning’s
economic stagnation. It seems only likely that Liaoning’s experience will
be replicated elsewhere in China in the coming years.
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In 2017 and 2018, Liaoning’s export growth recovered to above the
national export growth, but had dropped again to below national growth
by mid-2019.

China’s provincial economic statistics are known to be significantly exag-
gerated, and this creates difficulties for estimating the share of investment
in local GDP. For example, in 2016, the sum of regional gross fixed capital
formation (the technical term for investment in GDP accounting) is nearly
30% larger than the national figure. In the meantime, there is also exag-
geration in regional GDP. In 2016, total GDP reported by the provinces
added up to 4.5% larger than the national GDP.

Using the conservative assumption that all regional investment and
GDP figures are equally overestimated by the levels cited above, then
we should discount local investment share in GDP by 25%. As such, in
2016, only provinces with more than 60% of investment share in GDP are
considered more over reliant on investment than the national average.

Nonetheless, provinces with exaggerated investment figures usually also
have exaggerated GDP numbers. Liaoning’s GDP figure has been revised
down by more than 20%. And if we believe the GDP of over-investment
regions are similarly exaggerated as Liaoning’s, then the regional invest-
ment share is overstated by around 5%, rather than 25%.

Notably, the 60% threshold excludes many regions, like Tianjin and

Chonggqing, which are known to rely on investment for growth. Practically
speaking, we can say with high confidence that regions with an investment
share greater than 55% of GDP as over reliant on investment than the
national average. In 2016, 19 provinces met this threshold.
For analysis on the economic stagnation of Dandong port, see Houze
Song, “Provincial Snapshot—Liaoning: How Government Intervention
Crippled China’s Only Private Port,” MacroPolo, https://macropolo.
org/analysis/provincial-snapshot-liaoning-how-government-intervention-
crippled-chinas-only-private-port/.
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CHAPTER 3

Slow, Steady, Cheap, and Painless: Making
Sense of China’s Bad Loan Strategy

Dinny McMahon

SUMMARY

In the years following the Global Financial Crisis, China’s banking sys-
tem presided over an expansion in credit of historic proportions. That
sustained the Chinese economy’s rapid growth but resulted in piles of
nonperforming loans (NPLs). Beijing is now pursuing a slow and mea-
sured approach to clean up its financial system. The approach is designed
to minimize both disruptions to the economy and the cost to the central
government.

Central to this approach is opaque NPL data, which gives the authori-
ties greater control over the pace at which banks recognize losses. Beijing
has also avoided increasing its own fiscal burden by pushing the cleanup
cost onto the banks, private sector, and local governments.

As the economy slows further, Beijing’s gradualist approach to NPLs
will prove more challenging. But the government remains poised to per-
petuate it by experimenting with creative solutions.
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In the years immediately following the Global Financial Crisis, the Chi-
nese economy underwent what was perhaps the largest, most rapid build-
up of debt in economic history. Led by the banks, the financial system
directed an incredible flood of lending toward property developers, local
governments, and state-owned industrial firms. That allowed China to sail
through the crisis relatively unscathed, but it resulted in a huge amount of
excess and waste—housing supply with no demand, public works of little
utility, and factories producing goods far in excess of what the economy
could absorb.

It also created a lot of debt that will never be repaid. And since 2016,
China’s financial authorities have been quietly pushing the banks to dis-
pose of their bad loans more aggressively. The process has been incremen-
tal, but cumulatively meaningful. The measured pace at which Beijing is
pursuing its debt cleanup could easily be misconstrued as timidity, a sign
that China’s political leaders remain either uncommitted to dealing with
the risk or unconvinced of the need.

But the pace is deliberate. It is part of a broader, unconventional strat-
egy designed to reduce NPLs in a way that minimizes both disruption to
the economy and cost to the central government.

The approach is not without risk. While gradualism helps to avoid the
trauma that would accompany a more sudden adjustment, the trade-off
is that banks must tolerate a higher level of NPLs for a longer period
of time, which affects the banking system’s liquidity. That also leaves the
banks more vulnerable to economic shocks, which has the potential to
lead to far greater economic disruption down the line. That said, Beijing
has taken sweeping measures in order to mitigate those risks.

Therefore, making sense of China’s gradualist approach to cleaning up
its financial system is key to understanding how the economy may perform
both in the near and medium terms. In particular, the following analysis
outlines the ways in which Beijing’s approach is unconventional and what
it’s trying to achieve. It will then discuss the steps the central government
has taken to mitigate the sort of financial instability that could derail the
process. And finally, it will look at how worsening economic conditions
threaten the sustainability of the approach.
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BEING UNCONVENTIONAL

Dealing with bad loans is challenging for any government, and ignoring
NPLs certainly has its advantages. That’s because write-downs of debt
reduce GDP,! diminish bank profits, and divert capital that might other-
wise be used to expand lending. But failing to deal with bad loans in
a timely manner can incur steep costs. Ultimately a day of reckoning
comes—usually precipitated by some sort of financial crisis—when the
accumulated weight of NPLs can no longer be ignored and the govern-
ment must step in with a bailout.

China is pursuing the third way in addressing its bad loans. First, it has
launched the debt cleanup prior to being forced into action by a finan-
cial crisis. By getting ahead of the problem, the authorities have been
able to dictate the pace of the cleanup. Second, the Chinese government
has avoided acknowledging the full extent of bank NPLs. That has frus-
trated observers trying to gauge the health of China’s financial system,
but it’s part of an approach designed to minimize economic disruption.
And finally, to avoid a government bailout—and more broadly to mini-
mize the cost to the central government—Beijing has sought to pass on
the cleanup cost either to the banks, the market, or to local governments.

Minimizing Disruption—The Upside of Opacity

In the three years between 2016 and 2018, Chinese banks disposed of 4.4
trillion yuan worth of NPLs, equivalent to 4% of total outstanding loans
at the end of 2018 (Fig. 3.1).2 But it’s difficult to know how significant
that 4% is as a portion of NPLs, since Beijing hasn’t disclosed the total
volume of NPLs in the system. The official NPL ratio—1.83% at the end
of 2018—is generally regarded as not reflective of reality. In recent years
observers have offered estimates of NPL ratios that range from around
4%3 to as high as 20%.* This wide range betrays just how little is known
about the extent of the problem.

The official obfuscation serves a purpose. Back in 2013, I asked a
senior financial regulator if the official NPL data fairly represented bank
asset quality. At the time, the official NPL ratio of 1% seemed incredibly
low given the malinvestment that resulted from the 4 trillion yuan stim-
ulus following the global financial crisis. He didn’t answer my question
directly, but instead asked, “Were China to disclose that it had signifi-
cantly higher NPL levels, would anyone benefit?”
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Fig. 3.1 At your disposal (Annual NPLs in billions of yuan, and as percentage
of outstanding loans at year-end. Source CBIRC, Chinese media)

He went on to explain that in that scenario, the banks would immedi-
ately have to raise new capital en masse and at firesale prices and compa-
nies would be forced into bankruptcy as banks pursued repayment. How-
ever, if the process could be drawn out by not disclosing the true state of
NPLs, then much of the trauma could be avoided to buy authorities time
to deal with the problem on their own terms and at their own pace.

No doubt he was somewhat overselling the potential trauma. Govern-
ments regulate their banks’ treatment of NPLs and hence can change
capital and loan loss provision requirements to make it less burdensome
for banks to recognize and hold bad loans on their books.

However, China’s rules for dealing with bad loans are fairly strict.
Banks are required to hold provisions equivalent to between 120 and
150% of expected losses on their bad loans (in contrast, European banks
had a provisions coverage ratio of 46% at the end of June 2018 and an
NPL ratio of 4.4%).> In effect, China’s banks are forced to provision sig-
nificantly more than they think they’re likely to lose on bad loans, which
creates an incentive to dispose of NPLs quickly so they can reclaim the
excess as profit.

However, such high provision requirements make it difficult for banks
to recognize significantly higher levels of NPLs. Provisions come out of
profits, but if profits aren’t sufficient then provisions reduce capital—
hence the risk of equity firesales the regulator warned of. Of course,
Beijing could just change the rules. But significantly weakening defenses
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against bad loans potentially undermines trust in the system at precisely
the wrong moment.

Instead, by maintaining that bad debt levels are significantly lower than
is likely the case, regulators and banks can spread out the costs over time
and deal with the problem at their own pace. It allows banks to raise fresh
capital more slowly and with less urgency, allowing them to stagger their
share offerings so as not to flood the market and drive down prices.

Similarly, not recognizing the bad loans all at once allows the banks
to dispose of them over time, helping them to extract more value than
would be possible if a sudden flood of bad loans were dumped on would-
be investors all at once. It means that banks can gradually foreclose on
delinquent borrowers and spread out bankruptcies—as well as the atten-
dant job losses—over time. And it means that banks can use the prof-
its they generate over a number of years to write down their bad loans,
thereby reducing the need to raise capital.

Minimizing Costs—Passing the Buck

China’s central government has long been adept at devising creative ways
to avoid using its own fiscal resources to pay for expensive policy mea-
sures. For instance, it relied on state banks, rather than its own coffers,
to fund the 2008 stimulus. Moreover, it used foreign exchange reserves
to recapitalize major banks after the last debt crisis. That creativity is on
display once again in Beijing’s approach to NPLs as it shifts the costs of
the cleanup.

The main cost has been borne by the banks, which have been able to
pay for their write-downs of bad loans from profit, something that may
not have been possible had banks been forced to recognize NPLs more
quickly and in greater volumes. But private-sector savings have also been
enlisted in the NPL effort. Platforms such as Taobao, JD.com, as well
as dozens of financial asset exchanges, have been auctioning bad loans
directly to investors. Securitization—a tool for selling NPLs to risk-averse
institutional investors—has also made a small contribution to NPL dis-
posals, with 4% of NPLs disposed of in 2018 packaged into asset-backed
securities.

Perhaps the biggest new contributor to NPL disposals has been the
creation of more than 50 local AMCs, bad banks that have the right to
acquire NPLs from banks in bulk but are limited to operating in one
province each. These provincial bad banks have been capitalized by a mix



28 D. MCMAHON

of local governments, state firms, financial institutions, and private com-
panies—and notably not central government resources.

And to the extent that Beijing has been involved in the recapitaliza-
tion process, it has done so in ways that have mobilized off-balance-sheet
resources. In 2018, the National Social Security Fund acquired shares in
both China Great Wall Asset Management Co. and China Orient Asset
Management Co., two of the four original AMCs. National champions
like China Telecom and China Property & Casualty Reinsurance were
also mobilized as part of the recapitalization process.

Ri1sks To THE GRADUALIST APPROACH

While Beijing has so far dealt with NPLs relatively smoothly, its uncon-
ventional approach is not without risks. Disposing of NPLs slowly means
that banks will likely have to maintain elevated levels of bad loans on their
books for long periods of time. Under such circumstances, an economic
shock could be potentially more destabilizing, particularly if it results in
a sudden spike in NPLs or a sharp deterioration of liquidity conditions.
Consequently, the authorities could be forced to abandon their slow, low-
impact cleanup.

Beijing recognizes the risks and has engaged in a broad-based effort to
rein in financial risk in order to minimize the potential for crises. At the
same time, it has augmented its liquidity management tools to ensure it
can guarantee bank solvency.

Crisis Prevention

Improving financial stability has been a first-order priority for Beijing since
launching its deleveraging campaign in 2016. In fact, the deleveraging
campaign is best understood as a de-risking campaign—that is, a broad-
based campaign to make China’s financial system safer, rather than an
effort to reduce the overall debt burden.

Unquestionably, Beijing’s long-term goal is to reduce—or at least sta-
bilize—debt levels relative to the size of the economy. However, given
that China’s economic model is still dependent upon debt-enabled invest-
ment to deliver politically acceptable levels of growth, such a reduction
is not likely to be feasible in the short term. Hence, the great success of
financial reform has been—rather counterintuitively—to make the system
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less risky so that it might safely support higher levels of debt, at least for
the time being (see Fig. 3.2).

That’s not to say the deleveraging campaign has not involved actual
deleveraging. Shadow banking has contracted, as has interbank lending,
and NPL disposals are themselves a form of deleveraging. But rather than
being a goal in itself, deleveraging has been deployed selectively as a tool
to support the broader goal of making the financial system safer.

The China Banking and Insurance Regulatory Commission’s (CBIRC)
de-risking effort has four prongs: reducing banks’ NPLs; mitigating the
risk of financial contagion by rolling back lending between banks and
other financial institutions; preventing the financial system from feeding
credit into blatantly speculative activities; and migrating risk from shadow
banks back to the formal banking system. All of this has massively reduced
the amount of complexity in the system, put the regulators in a better
position to manage risk, and generally diminished the likelihood of crisis.

Managing Liquidity

Financial crises are usually caused by a loss of confidence in financial insti-
tutions, not a surfeit of NPLs. However, NPLs can help drive that loss of
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confidence by creating liquidity problems for banks. Banks need the inter-
est payments generated by loans to pay what they owe to depositors and
to other funding sources. When loans go bad and those interest payments
stop, banks might struggle to meet their obligations.

It’s not that the banks are broke. Rather, they likely have plenty of
assets—namely, loans made to borrowers—but turning those assets into
cash on short notice isn’t easy. Hence, banks might find themselves tee-
tering on the edge of insolvency. In such a situation, the central bank can
step in and lend to banks in return for collateral, ensuring that banks have
sufficient cash to preserve confidence in the system.

China has greater control over market liquidity than other countries.
Capital controls mean that the PBOC can print money and it won’t drain
overseas. Meanwhile, printing money isn’t a politically charged issue in
the way that it is in other countries, nor is government intervention in
the markets. For instance, China’s authorities would not have hesitated to
prop up Lehman Brothers. The consensus in Beijing is that stability comes
before all else. That gives the PBOC the latitude to move more quickly
than other central banks, should the situation demand its intervention.

The authorities can also impose solutions on market participants that
might not be in their commercial interests. For example, Beijing can
force distressed financial institutions into mergers on short notice, or it
can demand that big banks keep lending to smaller financial institutions
even in the midst of a cash crunch. To complement those advantages,
the PBOC has in recent years built up an alphabet soup of lending tools
(most notably the Standing Lending Facility and Short-Term Lending
Operations) to ensure banks can borrow from the central bank whenever
they need to.

WaHAT CouLD DERAIL THE DELEVERAGING EFFORT?

Still, the provision of sufficient liquidity is merely a band-aid. It buys
time for banks that must then use it to gradually reduce their accumu-
lated NPLs. Despite Beijing’s best efforts, two related uncertainties still
cloud the approach’s long-term viability: the slowing economy and polit-
ical resolve.

As growth slows, banks could find it more challenging to dispose
of sufficient volumes of NPLs without government support or severe
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economic disruption. Meanwhile, senior leaders’ commitment to pursu-
ing financial prudence over stimulating the economy could be seriously
tested.

Whittling Down the NPL Stock

For Beijing’s gradualist approach to succeed, old NPLs must be disposed
of at a faster rate than new ones are created. On one hand, that requires
slowing the pace at which new NPLs are created, which has been a key
aspect of the deleveraging campaign. But it’s somewhat difficult to gauge
whether the pace of NPL accumulation is slowing because many NPLs
are hidden or disguised as bank assets.

As a group, these “assets”—a product of the shadow banking system—
are probably of worse quality than loans, but they don’t show up in the
NPL data. However, it’s likely the case that by reining in shadow banking,
the CBIRC has helped curtail the generation of new bad loans.

On the other hand, banks must continue to sell, write down, or other-
wise dispose of their existing NPLs at a pace that allows them to reduce
the overall burden, or else the whole effort may be futile. Of course, there
is no way of knowing whether the banks have been able to realize that
goal. Even if they have in the past, it’s likely to become more difficult as
economic conditions deteriorate.

Slowing growth will likely result in more bad loans as companies that
borrowed based on the expectation of continued fast growth will struggle
to make loan repayments. Meanwhile, the plunge in the producer price
index (PPI)—the measure of change in the prices of industrial and manu-
facturing inputs—that began in 2018 has increased the real interest rate,
therefore making it more difficult for many firms to service their loans
(see Fig. 3.3).

And with the economy slowing, banks’ profit growth will likely slow
as well. Replenishing loan loss provisions has already been eating up a
progressively larger chunk of banks’ pretax profits in recent years (see
Fig. 3.4). For some smaller banks, profits might no longer be sufficient
to sustain NPL disposals.

To be sure, banks are expecting NPL pressures to mount. Of those
large banks that have published their 2018 earnings, most have disclosed
significant increases in impairments against loan losses, in what effectively
amounts to preparation for more write-offs to come. And some have been
quite vocal in flagging the difficulties ahead.®
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Similarly, the market for buying NPLs might find itself overstretched
as well. A bubble in NPL prices popped in early 2018, and since then
the pool of domestic NPL buyers has shrunk. Moreover, the local AMCs
were relatively lightly capitalized when they were first established, and to

maintain their rapid pace of NPL acquisitions they’ll likely need to raise
more capital.
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But the AMCs will likely face competition on raising capital, as analysts
expect Chinese banks to raise large amounts of new capital over the next
few years in order to maintain capital adequacy levels.”

That’s not primarily because of NPLs, but because the deleveraging
campaign has required banks to rapidly expand lending to compensate
for a contraction in shadow banking. This means a tighter capital raising
environment, which could make it difficult for the AMCs and could con-
ceivably result in the central government directly recapitalizing the bad
banks.

Political Will

Since 2016, Xi Jinping has been willing to accept progressively slower
growth in the interest of financial rectitude. The risk is that at some point
growth will slow to a level where Xi—or the political consensus that exists
around him—Ioses faith, and the deleveraging campaign is jettisoned.
Some argue that Beijing has already pivoted back to stimulus mode with
tax cuts, by ramping up local government bond issuance, and by using
window guidance to push banks into lending more to small firms.

It would be inaccurate to interpret an increase in the debt level as an
abandonment of the deleveraging campaign. In fact, the embrace of a
wider range of stimulus tools speaks to Beijing’s commitment to clean-
ing up the financial system. Rather than a free-for-all, where banks and
shadow banks are given the freedom to shovel as much credit as possible
into the economy—which is broadly the approach to stimulus pursued
repeatedly between 2009 and 2016—theses days stimulus is targeted and
limited only to banks (that have been chastened since their freewheeling
days) and the bond market. The latest efforts to stimulate the economy
have been designed specifically to avoid undoing the deleveraging of the
last two years.

However, targeted stimulus is showing signs of being insufficient to
stabilize growth. If the economy continues to suffer, Xi’s political resolve
to hold the line on deleveraging could be sapped. If the political consen-
sus around Xi evaporates, then there’s a risk that Beijing might again opt
for old-style stimulus with the attendant increase in financial risk and bad
investment decisions. Although there are no strong signs that this con-
sensus is fraying, political considerations will nonetheless determine the
sustainability of Beijing’s approach to the debt cleanup.
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GETTING CREATIVE

In the meantime, it seems likely that regulators will try to maintain their
measured approach to dealing with NPLs and will continue to look for
creative solutions to keep things moving. On one hand, they could try
to make it easier for borrowers to service their loans. This is something
recently flagged by Xu Zhong, director-general of the PBOC’s research
bureau, when he suggested that lower interest rates were needed to help
heavily indebted companies.® He also suggested that local governments
should be able to sell assets to raise the funds necessary to manage their
debts. In fact, sales by private companies and state firms of both physical
assets and equity in subsidiaries are something that could help with future
debt repayments.

On the other hand, the government could make it easier for banks to
dispose of their bad loans. It could approve local AMC:s to launch IPOs so
that they have the capital necessary to acquire greater volumes of NPLs.
Or they could allow local AMCs to borrow directly from the interbank
lending market, thereby reducing their borrowing costs. The Ministry of
Finance could increase the volume of loans to the Big Four AMCs at
discount interest rates or even extend that privilege to some of the local
AMCs. And it could even mobilize China Development Bank and the
other policy banks to play a role in easing the stress on commercial banks.

Whether Beijing will use all the tools at its disposal is uncertain, but
it clearly has options. Creativity has been the hallmark of the cleanup
process thus far. Provincial AMCs, online NPL auctions, and credit card
NPL securitization are all uniquely Chinese approaches to dealing with
bad loans—and creativity is likely to remain Beijing’s greatest strength.

China is trying to avoid a state-led bailout of the financial system by
cleaning up NPLs now, in a way that minimizes both economic disrup-
tion and the burden on fiscal resources. So far it has proven to be mod-
erately successful, and may end up being an inspired approach if it indeed
achieves the goal of gradually whittling down NPLs.

However, dealing with NPLs represents is only half the battle. At the
same time, China needs to reform its economic growth model so that
it can deliver sufficiently fast growth with far less debt—in other words,
more efficient growth. That’s necessary for the long-term health of the
financial system, but also to lessen the pain arising from the cleanup. In
the meantime, Beijing will continue spreading the costs of dealing with
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NPLs around the economy—to the banks, private sector, local govern-
ment, state firms, and other government entities—while striving to keep
its own powder dry as the ultimate backstop.
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CHAPTER 4

Who Loses from Restricting Chinese
Student Visas?

Matt Sheehan

Over the course of 2018 and 2019, the Trump Administration’s trade
war with China steadily expanded to include dozens of peripheral sectors,
including visas for Chinese students studying in the United States.

In May of 2018, US embassies and consulates reportedly received
instructions to tighten visa restrictions on Chinese students attending US
graduate programs in technical fields such as robotics, aviation, and high-
tech manufacturing.! Those are all industries singled out for government
support in “Made in China 2025,” the Chinese industrial policy at the
center of US—China tensions.

Later that year, the Financial Times revealed that the May 2018 restric-
tions paled in comparison to the actions President Trump had been con-
sidering just a few months prior: an outright ban on student visas for all
Chinese nationals.?

That focus on higher education—particularly graduate students in
technical fields—highlighted the way technological competition sits at the
heart of the Trump Administration’s “trade” war. The United States runs
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a major trade surplus with China in higher education, but stunting Chi-
na’s technological prowess through severing education ties is seen as far
more important than any marginal impact on trade.

Though an outright ban on Chinese students appears unlikely for the
time being, the impact of the more narrowly tailored restrictions are
already being felt. Many Chinese Ph.D. students report waiting three to
four months to renew their visas and reenter the United States each year,
and professors at leading California research universities also describe new
difficulties in recruiting and retaining top Chinese students.?

“GREAT MOVE” oR “THE END
oF US TecH SUPREMACY”?

Reactions to the new restrictions were polarized. Senator Marco Rubio
hailed the May 2018 restrictions as “another great move!” on Twitter,
describing Chinese student visas as “weapons” in China’s campaign to
“cheat and steal” its way to world dominance.* On the opposite end, for-
mer Mexican ambassador to China Jorge Guarjado’s predicted the restric-
tions will end up hurting the United States.” He argued that Chinese
innovators would take their talents elsewhere, and warned that the new
restrictions marked the “beginning of the end of US tech supremacy.”

Rubio’s reaction reflected a highly politicized DC climate, while Guar-
jado’s take channeled the Silicon Valley orthodoxy that openness is a pre-
requisite for innovation. But both of these views are off the mark.

The vast majority of Chinese graduate students are neither “cheating”
nor “stealing” for their home country—they’re trying to learn and con-
tribute at the cutting edge of their fields globally. But the orthodoxy that
equates innovation with absolute openness also doesn’t appear to be on
solid ground any longer. If the rise of the Chinese internet giants has
taught us anything, it’s that technological upgrading is as much about
gathering a critical mass of engineers, entrepreneurs, and money as it is
about cultural norms like openness.

With that in mind, which country stands to gain more—or lose less—
from restrictions on Chinese students? It’s a question that reflects the
zero-sum approach of the Trump Administration to international rela-
tions, and its concerted efforts to slow down China’s technological catch-
up. There are a number of issues with that zero-sum approach: US and
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Chinese technology ecosystems are deeply intertwined and interdepen-
dent, and protecting national security in an age of highly autonomous
systems will require scientific engagement on issues of safety.

But as a matter of understanding the actions of policymakers, it’s worth
asking the same zero-sum question that appears to guide their thinking:
who “loses” when the United States takes in fewer Chinese graduate stu-
dents?

Answering that question requires moving beyond hyperbolic assertions
and looking at actual data on the types of Chinese students that come to
the United States, as well as what they end up doing after graduation.

SHOULD I STAY OR SHOULD I GO: 2004 EDITION

Looking at the data from fifteen years ago, the answer to the above ques-
tion would have been clear: the United States would lose from restricting
the number of Chinese graduate students. At that time, China was send-
ing an unprecedented number of its best and brightest students to the
United States for graduate studies, and very few of them were returning
to China.

Of Chinese students who earned PhDs in the United States in 2002—
2004, 86% of them were still in the United States in 2013.° That was tied
with India for the highest stay-rate of any country, and nearly triple the
32% stay-rate of South Korean doctorate recipients. Even among Chinese
nationals who had earned PhDs during the height of the US financial
crisis of 2007-2009, five-year stay rates remained at 84%.

This seems like an unqualified win for the United States: America
attracted the brightest young minds from China, trained them at US uni-
versities, and benefited from their skills (and tax dollars) in the domestic
economy for decades to come.

SHOULD I STAY OR SHOULD I GO: 2019 EDITION

Today, the picture is murkier. The United States remains a top destination
for the best and brightest graduates of Chinese undergraduate programs,
hosting roughly 130,000 Chinese graduate students during the 2017-
2018 academic year.” At large public institutions such as the University of
California, roughly one-quarter of all engineering and computer science
graduate students are from China.8
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But what these students intend to do after graduation is much more
split. There isn’t comprehensive data on the return rates of recent grad-
uates, but a mix of broader indicators and anecdotal evidence point to
substantial growth in the number of Chinese-born, US-educated students
who choose to return home after earning advanced degrees.

According to China’s Ministry of Human Resources and Social Secu-
rity, 2017 saw a record-setting 480,000 Chinese students who had stud-
ied around the world return home.? China’s Ministry of Education esti-
mated that by 2016, around 70-80% of Chinese students abroad eventu-
ally returned to live in China.!?

While those government estimates should be taken with a large grain
of salt, they roughly line up with a 2018 Purdue University survey of
Chinese students’ post-graduation plans: 51.5% planned to spend some
time in the United States before returning to China, 14.4% said they
planned to return to China immediately, and only 9.7% said they hoped
to stay in the United States indefinitely (24.4% said they didn’t know their
plans).!!

STUDENTS, TECHNOLOGY, AND SILICON VALLEY

This shift in the post-graduation plans has been especially pronounced
among graduates in technical fields, particularly those working in Sili-
con Valley. There isn’t data specifically capturing the return rates of Chi-
nese technologists, but interviews with dozens of Chinese engineers and
researchers in both China and America suggests a major change.

Ten years ago, it was rare to find a Chinese engineer who had given
up a plush job at Google or Facebook to return to China. But in the
past five years, the tide appears to have turned. Top Beijing startups are
now frequently founded and staffed by entrepreneurs and engineers who
graduated from elite US computer science programs, worked several years
in Silicon Valley or Seattle, and then chose to return to China.

The higher return rates reflect both a pull (back to China) and a push
(away from the United States). Many recent graduates are “pulled” home
by the energy and the opportunities in the Chinese technology ecosystem:
the explosion of new products and business models, the boom in venture
capital funding for startups, and the opportunity to take on leadership
roles that many believe are harder for Asian immigrants to find in Silicon
Valley.
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Digging deeper, the pull of returning to China does not appear to
act equally on all graduates in technical fields. While Chinese technology
entveprenenrs are often drawn back to China by business opportunities
there, preliminary evidence suggests that Chinese cutting-edge researchers
appear more likely to remain in the United States.

A recent MacroPolo study of one of the world’s top artificial intelli-
gence (AI) conference, NeurIPS 2019, found that the vast majority of
Chinese-born scientists publishing upper-tier Al research were currently
working or studying at US institutions.!> When looking specifically at
the subset of Chinese-born Al researchers who have already finished their
studies in the United States and gone on to work, a full 78% of them
were currently affiliated with US institutions.

These studies draw on a small and highly specific sample population:
Chinese-born Al researchers publishing at a top conference. But they sug-
gest a trend reflected in qualitative observations and interviews—for tech-
nical researchers who work at the global frontier of a field like Al, the labs
of US companies and universities remain the most attractive destination.

THE PusH Back To CHINA

But for those Chinese students who do intend to work in America, there
remains a formidable “push” back to China: increasingly restrictive fed-
eral policies on both student and work visas. In April of 2017, President
Trump signed the “Buy American and Hire American” executive order,
which pledged to “protect the interests of United States workers in the
administration of our immigration system, including through the preven-
tion of fraud or abuse.” In practice, that meant a dramatic rise in rejec-
tions for H-1B visa applications, the most popular visa for high-skilled
foreign citizens who have been hired by a US company.

Between 2015 and the first quarter of 2019, the initial rejection rates
for H-1B applicants shot up from under 5% to nearly 25%.'3 The US
Citizenship and Immigration Services also nearly tripled the percentage
(22.3-60%) of applicants whose eligibility it challenged through a “re-
quest for evidence.” This is a demand on the applicant’s US employer to
submit more documentation to prove that the worker does, in fact, have
necessary specialized skills that cannot be performed by a US worker. The
new restrictions and mounting rejections prompted one rejected Chinese
applicant—an entrepreneur with law degrees from China and Oxford, and
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an MBA from Stanford—to ask in a New York Times op-ed, “Is Anyone
Good Enough for an H-1B Visa?”14

These tightening restrictions around student and work visas are still
evolving, and it will take time for them to fully manifest in data on
five- and ten-year stay-rates for graduates. But industry observers say the
restrictions are already taking a bite, one that they believe will grow with
time. Rick Sun came to the United States for a Ph.D. in computer sci-
ence, worked at Google for six years, and now runs a company that helps
Chinese graduates of US universities find jobs in Silicon Valley.

“Gradually, I think a lot of Chinese families and parents will actually
be affected—already, I think,” Sun said in an interview. “‘OK. Since it’s
so hard to stay in the US, why bother? Come back to China when you
graduate.’”

THE B1GGEST LOSER?

Now, returning to the central question: which country would lose more
from declining Chinese student enrollment in the United States?

The answer to that question, especially given the new reality of ris-
ing return rates of Chinese after graduation, comes down to weighing
two counterbalancing impacts on Chinese technological innovation. Will
China lose more from missing out on the knowledge its returning PhDs
would have gained from training in the United States? Or will China gain
more by holding onto its most promising PhDs, who now won’t go to
the United States in the first place?

On the one hand, keeping China’s best minds locked up in their home
country just isn’t as limiting on them as it used to be. If the United States
had implemented the visa restrictions ten years ago—when the country
admitted many Chinese PhDs who would stay, but far fewer who would
return home—it’s entirely possible that would have slowed China’s tech-
nological catch-up in fields like Al

But today, universities like Tsinghua and Peking are often ranked
among the top five institutions in the world for AI research.'® Chinese
researchers have become so important to the field that major conferences
have been rescheduled so they don’t conflict with Chinese New Year. In
addition, academic researchers’ commitment to publishing their results—
often instantly and openly online—is dramatically shrinking the interna-
tional knowledge gap in technical fields.
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And yet, there’s a good reason why so many of China’s brightest minds
still choose to study at US universities: they believe America is the best
place for them to develop world-class skills. In this sense, Chinese students
continue to “vote with their feet,” both in choosing to attend American
schools and, for some of them, in heading back to China to continue their
careers.

There’s no clear answer yet to which of the above forces will dominate.
While this author leans toward the idea that China holding onto its top
graduates will, on balance, accelerate its technological progress, this is far
from a settled question.

StAPLING DIPrLOMAS

The current approach of restricting visas works entirely through incurring
relative losses: keeping out Chinese engineering PhDs will hurt some US
companies, but the hope is that it will hurt China more.

But there is a different approach that has been proposed, one that was
in fact endorsed by former presidential candidates Mitt Romney, Hillary
Clinton, and many lawmakers on both sides of the aisle. That is, making
it easier for highly skilled Chinese workers to remain in the United States
by “stapling a green card” to the diploma of every Ph.D. in a STEM
(science, technology, engineering, math) field.

Staple-a-green-card is a policy with its heart in the right place (and
a nice piece of political imagery), but in this particular instance, such an
approach could prove counterproductive. The prospect of one day receiv-
ing a green card is a major incentive for foreign nationals to continue
living and working in the United States. In interviews, multiple Chinese
PhDs working in Silicon Valley have said that they stayed in the United
States until they got a green card. Once they had the security of know-
ing they could return to the United States any time for the next ten years,
they headed back home to pursue new opportunities. Given these incen-
tives, stapling green cards could actually backfire.

But there might be a policy tweak that would work: the United States
government could “staple an H-1B” to new STEM PhDs, allowing for-
eign graduate students to skip the suspense of the H-1B application pro-
cess. That would give them permission to work in the United States and
also an incentive to do so for several years (the path from an H-1B to a
green card is often around six years for a Chinese citizen).



46 M. SHEEHAN

Policies like those described above could moderate the “push” felt by
Chinese graduates, allowing the United States to compete for talent on
its own strengths: cleaner air, a gentler education system for the kids, a
more creative and critical thinking pedagogy, and greater personal liberties
and legal protections. Still, eliminating the “push” would only solve half
of the problem, doing nothing to weaken the “pull” exerted by China’s
own vibrant technology ecosystem.

In a world where the United States no longer has a monopoly on high-
tech innovation or talent, that may be the most optimal outcome policy-
makers can hope for.

10.

NOTES

. Josh Lederman and Ted Bridis, “AP Sources: US to Impose Limits

on Some Chinese Visas,” The Associated Press, May 29, 2018, https://
apnews.com/82a98fecec074bfb83731760bfbee515.

. Demetri Sevastopulo and Tom Mitchell, “US Considered Ban on Stu-

dent Visas for Chinese Nationals,” The Financial Times, October 2, 2018,
https: / /www.ft.com/content,/fc413158-c5f1-11e8-82bf-ab93d0a9b321.

. Author conversations with STEM Ph.D. students and professors at three

leading research universities in the state of California.

. Marco Rubio, Twitter Post, May 30, 2018, 3:59 a.m. //twitter.com/

marcorubio/status/1001780008124387328.

. Jorge Guarjado, Twitter Post, May 30, 2018, 6:05 a.m. //twitter.com/

marcorubio/status/1001780008124387328.

. Michael G. Finn and Leigh Ann Pennington, “Stay Rates of Foreign

Doctorate Recipients from U.S. Universities, 2013,” Oak Ridge Institute
for Science and Education, January 2018, https://orise.orau.gov/stem/
reports/stay-rates-foreign-doctorate-recipients-2013.pdf.

. “2018 Fact Sheet: China,” Open Doors 2018: Report on International Edu-

cational Exchange, Institute for International Education.

. “Fall Enrollment at a Glance,” The University of California, https://www.

universityofcalifornia.edu/infocenter/fall-enrollment-glance.

LRI «2017 FERHELSERFEEEARBEGE 48.09 AN

2/ April 17, 2018, http://www.xinhuanet.com/2018-04 /17 /c_
1122697495 .htm.

“A Record Number of Chinese Students Abroad in 2015 but Growth
Is Slowing.” ICEF Monitor, April 6, 2016, https://monitor.icef.com/
2016,/04 /a-record-number-of-chinese-students-abroad-in-2015-but-
growth-is-slowing /.


https://apnews.com/82a98fecee074bfb83731760bfbce515
https://www.ft.com/content/fc413158-c5f1-11e8-82bf-ab93d0a9b321
http://www.twitter.com/marcorubio/status/1001780008124387328
http://www.twitter.com/marcorubio/status/1001780008124387328
https://orise.orau.gov/stem/reports/stay-rates-foreign-doctorate-recipients-2013.pdf
https://www.universityofcalifornia.edu/infocenter/fall-enrollment-glance
http://www.xinhuanet.com/2018-04/17/c_1122697495.htm
https://monitor.icef.com/2016/04/a-record-number-of-chinese-students-abroad-in-2015-but-growth-is-slowing/

11.

12.

13.

14.

15.

4 WHO LOSES FROM RESTRICTING CHINESE STUDENT VISAS: 47

“2018 Purdue Survey of Chinese Students and Scholars in the United
States: A General Report.” Center on Religion and Chinese Society, Pur-
due University, October 17, 2018, https://www.purdue.edu/crcs/wp-
content/uploads/2018/10,/2018-Purdue-Survey-Report_Rev.pdf.

Matt Sheehan, “Chinese AI Talent in Six Charts,” MacroPolo, May 28,
2019, https://macropolo.org/china-ai-research-talent-data/.

Melissa Manna, “ USCIS Data Confirms Increase in RFEs and Denials,
Especially for H-1Bs.” Ogletree Deakins, February 27, 2019, https://
ogletree.com/insights /2019-02-27 /uscis-data-confirms-increase-in-rfes-
and-denials-especially-for-h-1bs /.

Frida Yu, “Is Anyone Good Enough for an H-1B Visa?” New York Times,
November 23, 2017, https: //www.nytimes.com /2017 /11 /23 /opinion/
immigration-visa-h1b-trump-.html.

Emery D. Berger, “CSRankings: Computer Science Rankings,” http://
csrankings.org/#/fromyear,/2018 /toyear /2019 /index?ai&vision&
mlmining&nlp&ir&world. CSRankings provides a tool for generat-
ing rankings of top computer science programs, filtering for different
time periods and areas within computer science. The ranking cited was
generated by filtering for all areas under “Al,” and looking at publications
from 2018 to 2019.


https://www.purdue.edu/crcs/wp-content/uploads/2018/10/2018-Purdue-Survey-Report_Rev.pdf
https://macropolo.org/china-ai-research-talent-data/
https://ogletree.com/insights/2019-02-27/uscis-data-confirms-increase-in-rfes-and-denials-especially-for-h-1bs/
https://www.nytimes.com/2017/11/23/opinion/immigration-visa-h1b-trump-.html
http://csrankings.org/#/fromyear/2018/toyear/2019/index%3fai%26vision%26mlmining%26nlp%26ir%26world

®

Check for
updates

CHAPTER 5

From Windfalls to Pitfalls: Qualcomm’s China
Conundrum

Joy Dantong Ma

INTRODUCTION

For many multinational businesses, the launch of China’s Reform and
Opening forty years ago seemed nothing short of an opportunity of the
century. The potential to tap a market of nearly one billion customers
was mind-boggling. For many first movers, the bet on Chinese con-
sumers paid off handsomely.! Yet for other multinationals, the oppor-
tunity turned out to have numerous strings attached, particularly in the
realm of technology.

China’s fixation on gaining technological leadership is embedded in
the design of the Reform and Opening policy. As early as 1987, a con-
cerned US Congress had demanded extensive studies on China’s technol-
ogy transfer practices in attracting foreign investment.” To some extent,
it was viewed by US multinationals as the cost of accessing China’s mar-
ket. What has changed in the past decade is China’s own growing capa-
bilities and its technological ambitions. Not only are Chinese companies
now capable of developing their own leading technologies, they are also
increasingly demanding the crown jewels of foreign technology firms.
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This has certainly not sat well with governments from the United
States to Europe. For instance, when the United States Trade Represen-
tative Office (USTR) in August 2017 launched a year-long investigation
into China’s practices in technology transfer and intellectual property (IP)
theft, it ended up launching the US—China trade war. Even though head-
lines have been dominated by tit-for-tat tarifts, the Trump administration
ultimately aims to get Beijing to modify its behavior on technology trans-
fers.

American multinationals, however, are caught in a bind. On the one
hand, transferring critical technology is tantamount to creating your own
future competitors and no company is going to do that willingly. On
the other hand, these longstanding concerns have not obscured the vast
opportunities China’s market afforded US multinationals.

This is especially true for technology companies. For them, it wasn’t
simply about the revenue potential of selling to a market that was a quar-
ter of humanity. They also saw China as a unique opportunity to cement
their technology standards to dominate global market share. These com-
panies were playing a long game, with China being the focal point of the
strategy.

One American technology giant that’s emblematic of both the enor-
mous windfalls and eventual pitfalls of operating in China is Qualcomm.
In the early days, Qualcomm had pushed its products, technologies, and
standards into the Chinese market, at times against the government’s eco-
nomic agenda. Its efforts yielded tremendous commercial success and
allowed the company to gain dominance in global telecommunication
standards for decades.

Qualcomm’s very success, however, was also partly responsible for its
own loss of momentum in the Chinese market. It is tempting to blame
Qualcomm’s recent troubles—from fighting off a hostile takeover® from
Singapore-based Broadcom to scrapping its attempted acquisition of NXP
because the Chinese authority blocked it*—on collateral damage from the
US—China trade war. But that would be overly simplistic and skirts the
company’s storied and complicated tenure in the Chinese market.

Beijing’s blocking of the NXP bid was bound to happen, irrespective
of the trade war. At its core, this isn’t about any single deal, but is a
logical outcome of a brewing battle—between Qualcomm and China’s
rising technological ambitions—over the future of international telecom
standards and market leadership. Indeed, Qualcomm’s meteoric rise and
gradual descent in China is emblematic of the country’s transformation
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from a market that passively accepted Western companies’ standards to a
contender in the global technology race.

QuaLcomMMm’s 2G WINDFALL IN CHINA

In March 1999, Zhu Rongji, China’s firebrand premier, issued a direct
guidance to China Unicom and ordered the company to adopt Qual-
comm’s CDMA standard.® This marked a major victory for Qualcom-
m’s seven-year push since 1992 to get a firm foothold in the Chinese
market, giving the company a significant edge in the global competition
for second-generation (2G) cellular standards. To understand why that’s
important, a brief detour into the development of 2G standards is war-
ranted.

CDMA vs. GSM

The 1980s was a period in which global telecom standards were transi-
tioning from analog to 2G. In the analog age, each user’s cell phone call
was assigned a channel in which a single call could be transported. Since
spectrum is a finite resource, the number of calls that can be made at
the same time is limited. To put it differently, a highway is only so wide,
which means only a certain number of cars can simultaneously fit across
it before space runs out. Much like physical infrastructure, the constraints
imposed by analog infrastructure meant that it could not accommodate
huge volumes of calls and data.

The breakthrough in 2G technologies was that it allowed for multiple
calls on the same channel, thereby overcoming the constraints of limited
spectrum space. At the time, most of the world focused on a radio trans-
mission technology called Time Division Multiple Access (TDMA).® This
technology improved spectrum usage efficiency by dividing the channel
into multiple time slots and assigning them to different calls on the same
radio channel. It was a solution to maximize the usage of channel space
that was often wasted or under-utilized during a phone call. It is essen-
tially the equivalent of allowing multiple cars to run on different schedules
in the same lane on the highway, except it’s for multiple radio transmis-
sions over a digital highway.

Qualcomm, founded in 1985 by UC San Diego professor Irwin
Jacobs, pioneered another method that came to be known as Code Divi-
sion Multiple Access (CDMA). This technology assigned each call with a
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code, and that call is then disassembled, transmitted, and then reassem-
bled at the receiver’s end by using the code. Because of the code identifier,
the call is no longer limited to stay in one channel but can hop on other
channels as needed. Therefore, multiple users can speak at the same time.
To use the highway analogy again, cars no longer need to stay in a sin-
gle lane and can now also use other lanes whenever there is availability,
allowing for more efficient use of all radio frequencies (see Fig. 5.1).

CDMA might be more technologically fitting for cellular communica-
tion than TDMA, but it was too late to the party. By the time Jacobs
successfully prototyped the standard in 1989, the telecom industry had
already sunk millions of dollars into TDMA infrastructure and incorpo-
rated it into a Global System for Mobile Communications (GSM). More-
over, since GSM was developed through a collaborative effort by multiple
European telecom companies, there was more buy-in of the standard from
industry stakeholders.

According to the International Telecommunication Union’s report, by
the end of 1998, roughly 130 million phones around the world were run-
ning on the GSM standard.” Almost 90% of mobile phones in Europe,
35% in Asia, and 88% in Africa subscribed to the GSM standard. In con-
trast, Qualcomm’s 2G standard, which came to be called cdmaOne, had
only 20 million subscribers with a minimal footprint on every continent
in the world except for North America.

Just as the world was becoming more connected through mobile
phones, Qualcomm appeared to be on the losing end of the standards
competition. This is why seizing the Chinese market was so integral to
Qualcomm’s strategy. At the time, China was a market that had very low
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mobile penetration, and if hundreds of millions of Chinese started adopt-
ing devices with Qualcomm hardware, that would turn the tables on the
2G competition. In the standards race, the name of the game is market
share.

Qualcomm CEO Jacobs reached the same conclusion when he visited
China for the first time in 19923 the year Deng Xiaoping embarked on
his “Southern Tour” to revive flagging economic reforms. Jacobs imme-
diately set about finding ways to enter the Chinese market. But Qualcom-
m’s initial overtures met resistance from a Chinese government that had
already set its sights on the GSM standard.

The reason was simple. Beijing preferred GSM because it didn’t have to
pay hefty royalties. Since GSM was a product of joint development among
different countries, it had to be open source to enable collaboration. In
contrast, the cdmaOne standard was developed virtually exclusively by
Qualcomm, which meant it alone held numerous critical patents. Any
manufacturer of CDMA-enabled mobile phones or network equipment
had to pay for Qualcomm’s IP.

So in 1994, when the Chinese government decided the country
needed to advance from analog to 2G standards like the rest of the world,
it studied both GSM and cdmaOne as potential candidates and eventually
decided to go with GSM for commercial applications.

Even so, that didn’t stop Qualcomm from testing the waters. The com-
pany recognized early on that it needed to enlist a key domestic con-
stituency in China to support its efforts. It found an unconventional part-
ner: the People’s Liberation Army (PLA). Although China had selected
the GSM standard for commercial use, the PLA at the time was search-
ing for a radio transmission technology that would be secure for military
communication. Because Qualcomm’s CDMA technology was based on
coded radio transmissions, it seemed like a good fit for what the PLA
wanted.”

While such a partnership would be unthinkable and forbidden today,
the 1990s was a period in which the PLA had more latitude to engage
in commercial activities that ranged from automobile manufacturing to
pharmaceuticals and hotels.

In the Qualcomm case, the Ministry of Post and Communication
(MoPC), the predecessor to the powerful Ministry of Industry and Infor-
mation Technology (MIIT), ordered its local bureaus to set up a joint
venture (JV) with local PLA divisions called “Great Wall.” The JV was
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granted a civil-military dual-use license to experiment with cellular net-
works with the cdmaOne standard on the 800 MHz spectrum in four
major cities: Beijing, Shanghai, Xi’an, and Guangzhou.!? By 1997, Qual-
comm’s 2G networks for both commercial and military applications in
these cities were up and running, with the potential to expand into other
Chinese cities.

But the JV collapsed almost as soon as it was formed. Just a year
after the 2G network went live, Chinese President Jiang Zemin issued an
order that forbid the PLA from engaging in any commercial activities.'!
The experimental CDMA network remained in place, however, though it
never grew to cover more than half'a million users, all of whom were later
transferred to other networks.

The timing of this episode was peculiar. Some observers even suspected
that the MoPC was anticipating this outcome all along and was setting up
the JV to fail just to kill the CDMA standard in its infancy.!? In fact, while
granting the CDMA dual-use license to Great Wall, the MoPC simultane-
ously accelerated the approval of a national GSM license on the 900 MHz
band to China Telecom, one of the national champions.'3 MoPC’s true
motivations will never be known, but one thing was clear enough to Qual-
comm’s Jacobs, who said on the record that because the MoPC fully
owned the 900 MHz band used for GSM, the ministry favored GSM.1#

These early setbacks didn’t dissuade Qualcomm from continuing its
pursuit of the Chinese market. The environment was different in 1999,
when Beijing was wrapped up in intense negotiations to enter the
World Trade Organization (WTO), which required winning Washington’s
acceptance. Qualcomm, like many companies at the time, saw an opportu-
nity to ramp up the pressure on China to open its market. From the Chi-
nese vantage point, liberalizing the telecom sector could go a long way
toward mollifying the United States and securing its support for WTO
entry. And so, Premier Zhu inked his support for Qualcomm on March
2, 1999 as detailed above and gave his promise to the US delegation, led
by Commerce Secretary Bill Daley, that was soon to arrive in Beijing.

Even with Zhu’s blessing, negotiations were far from over. That’s
because MoPC’s head at the time Wu Jichuan, a major proponent of Chi-
na’s decision to adopt the GSM standard in 1994, was a hard-nosed nego-
tiator. Wu wasn’t about to give in until Qualcomm met three demands:
develop a new mobile phone model that can run on both CDMA and
GSM networks; lower the royalty fees; and share the design of Qualcom-
m’s CDMA chipset.!® In other words, Wu wanted options to abandon
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CDMA at will, use the technology cheaply, and own the IP so that China
can make its own chipsets.

Wu’s demands were of course a nonstarter, and he probably knew it but
wanted to play hardball anyway. These demands were viewed by the US
government as China’s disingenuous attitude toward WTO entry. Daley
raised the issue multiple times during broader talks with Chinese leaders.
While underscoring the White House’s determination to push through
key trade legislation that will support Beijing’s WTO entry, Daley also
made it very clear that Qualcomm was a high priority among America’s
commercial interests.!®

With US government support and intensive efforts, Qualcomm finally
secured an in-person meeting with Premier Zhu. On October 6, 2000,
Jacobs, Wu, Brent Scowcroft (former National Security Advisor who
heads the consultancy The Scowcroft Group), and Yang Xiaozu (Chair-
man of China Unicom) all met in a conference room at Tsinghua Univer-
sity. Zhu was there to broker a compromise among the competing inter-
ests. He demanded all the parties present to write down a list of demands
and disagreements and to “sort it out.”!”

At this critical juncture, China’s quest to enter the WT'O was the pri-
ority, which meant Wu’s ambitious demands had to take a back seat for
the time being. The impasse was broken: Qualcomm was allowed in the
Chinese market. In March 2002, a decade after Jacob’s first trip to China,
China Unicom announced its commitment to deliver CDMA services to
more than 350 cities.!8

WHEN Success CoMES BACK To BITE

In the decade after Zhu lent his support to Qualcomm on the ledge of a
memo, the American tech giant’s revenue stream from China grew from
virtually nil to $2.4 billion, more than twice the amount from its home
market and accounting for one-fifth of its global revenue (see Fig. 5.2).17
Yet that very success led to two unintended consequences that would
eventually turn the tables on Qualcomm: (1) It prompted China to nurse
a grudge against the company, particularly toward its fee structure; (2) It
clarified for Beijing that it needed to raise its game in global standards-
setting or else accept ponying up licensing fees in perpetuity.

But Qualcomm wasn’t done with profiting from 2G. It was hoping to
extend its windfall in China to the 3G era, which officially commenced in
January 2009 when Li Yizhong, the head of MIIT, announced China’s
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Fig. 5.2 Qualcomm’s revenue stream from China (Source Qualcomm’s annual
reports [1999-2008]; author calculations)

transition from 2G to 3G.2? In the months leading up to this announce-
ment, MIIT had already been laying the groundwork by consolidating the
state telecom industry from six major carriers to just three: China Mobile,
China Unicom, and China Telecom. This “big three” competitive land-
scape, much like China’s state oil industry, is the one that endures today.

One of the rationales behind the industry restructuring was that each
state giant would be awarded one of three competing 3G standards:
WCDMA that evolved from GSM (license granted to China Unicom);
CDMA2000 that evolved from Qualcomm’s own cdmaOne (license
granted to China Telecom, which took over China Unicom’s CDMA
network for $16 billion during the restructuring),?! and China’s home-
grown Time Division Synchronous Code Division Multiple Access (TD-
SCDMA) (license granted to China Mobile).

The “Double Dipping” Fee Structure

However you sliced it, this 3G standards landscape would significantly
benefit Qualcomm. That’s because with anything that had the acronym
“CDMA? in it, chances are Qualcomm owned some of the core IP since it
was the original developer of the CDMA technology. According to Qual-
comm’s 2009 financial report, both the WCDMA and CDMA2000 tech-
nologies were derived from CDMA and were covered by the company’s
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patents. The company also claimed to hold critical patents for the TD-
SCDMA standard.

With a firm grip on the core IP of the 3G era, Qualcomm made money
by both licensing the IP and directly selling its own 3G-enabled chips to
mobile phone vendors, who would still need to pay a royalty. Selling its
own 3G chips may have been a larger contributor to the company’s rev-
enue stream, but Qualcomm’s real profits were made from its licensing
fees. By amassing hundreds of thousands of patents in cellular commu-
nication standards, Qualcomm?’s fingerprints were virtually everywhere in
the telecom industry. For years, the telecom industry had a running joke
that while death and taxes are two certainties in life, paying royalties to
Qualcomm was another certainty in the wireless industry.?

Maintaining what amounted to a patent monopoly on 3G standards
enabled Qualcomm to leverage a unique and highly lucrative licensing
fee structure that is still largely in place today. It basically works like this:
mobile phone manufacturers license Qualcomm’s technologies and pay
the company royalties that are as much as 5% of the final sale price of
the phone.?® This means the royalties increase with the phone price, even
it Qualcomm’s technology inside the phone remains unchanged. In con-
trast, other telecom companies, such as Ericsson and Nokia, charge a flat
fee for the specific technologies that licensees actually use.?*

To illustrate, if'a basic mobile phone costs $400, then Qualcomm gets
5% of that in royalties, or $20 per phone. If the manufacturer decides to
add a high-resolution camera, a bigger screen, or a sleeker case to soup
up the phone, the price doubles to $800. Now the manufacturer has to
pay $40 in royalties to Qualcomm even though the technologies licensed
have not changed.

On top of paying royalties, as a 3G mobile phone manufacturer, you
would either need to make your own 3G chips or buy from other chip
makers. More likely than not, manufacturers end up buying chips from
Qualcomm, so they have to pay the company again. This fee structure
came to be known as “double dipping” and, needless to say, has irked
many manufacturers.?®

This pricing strategy was also applied to the Chinese market. But ini-
tially, it was foreign manufacturers that felt the brunt of Qualcomm’s fee
structure. That’s because when the company entered China in 1999, the
country was still a technological backwater incapable of producing quality
mobile phones. Major carriers like China Unicom had to sign contracts
with foreign manufacturers, such as Nokia and Ericsson, to import the
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Time Carrier Standard Standard Set by Equipment
1994 - 2002 China Mobile GSM Foreign Buy foreign
China Unicom GSM, CDMA Foreign Buy foreign
2002 - 2008 China Mobile GSM Foreign Buy local, reduce foreign
China Unicom GSM, CDMA Foreign Buy local, reduce foreign
2008 - 2014 China Mobile TD-SCDMA  Local Buy local
China Unicom WCDMA Foreign Mostly local
China Telecom CDMA2000 Foreign Mostly local

Fig. 5.3 Evolution of China’s mobile standards adoption (1994-2014) (Source
Jefferies Equity Research)

phones. (Those manufacturers also relied on Qualcomm chips and IP, so
were paying the company.)

It would take about another decade for Chinese manufacturers to
acquire the capability to produce low end to “good enough” 3G mobile
phones (see Fig. 5.3). And that was when Chinese producers started
to directly feel the pinch of Qualcomm’s double-dipping strategy. Since
Qualcomm held patents for all three 3G standards in China, manufactur-
ers had little choice but to pay licensing fees. In addition, few Chinese
manufacturers had the ability to make their own 3G chips, so they had to
rely on foreign imports, including Qualcomm?’s.

Demand for 3G mobile phones skyrocketed in China after 2009, and
has grown 15 times in the 15 years since Qualcomm’s official entry into
the Chinese market (see Fig. 5.4).2° This led to another windfall for Qual-
comm. By 2010, Qualcomm’s revenue from China reached $3 billion,
surpassing that of South Korea.?” Just four years later, the company’s
Chinese market revenue for the first time exceeded combined revenue
from the rest of the world, including the United States.?®

Yet as Qualcomm’s profit margins widened, Chinese mobile phone
makers’ margins were being squeezed. Domestic original equipment man-
ufacturers (OEMs) already had to keep prices low because of fierce com-
petition that often resulted in price wars. Meanwhile, as Chinese manu-
facturers started to make more expensive phones with better displays and
high-end cameras, they discovered that Qualcomm’s licensing fee kept on
increasing, even though they were using the same IP.

Unsurprisingly, this did not sit well with Chinese OEMs nor with the
Chinese government. What’s more, it wasn’t exclusive to China. The fee
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structure irritated many global mobile phone makers, especially as they
were under the pressure of product cycles to constantly deliver new and
more expensive features such as larger and better displays and fancier cam-
eras. The price of their products went up, and like Chinese manufacturers,
they also suddenly found themselves paying Qualcomm double or even
triple the royalties for licensing essentially the same technologies.

In subsequent years, Qualcomm’s double-dipping strategy would
become a major source of conflict, not only in the Chinese market but
also in the broader telecom industry. Qualcomm has long argued since
the 1990s that no matter what went into the phones, it was their tech-
nology that enabled them all. But this argument gained less traction in
the 2000s. In the eyes of Qualcomm’s customers, the company’s tech-
nology was contributing less value to mobile phones yet the licensing fees
kept on rising.

By 2015, Qualcomm was embroiled in controversies or being fined
by regulators in Taiwan ($773 million), South Korea ($1.23 billion),
and Europe ($853 million). Even Apple jumped on the bandwagon and
fought multiyear legal battles with Qualcomm over this issue, arguing that
it was engaged in “illegal practices.” By mid-2018, Apple announced that
it would manufacture its own chips for the iPhone, completely moving
away from Qualcomm’s chips.??

It didn’t help matters that Qualcomm, at times, may have rubbed salt
in the wound. In its 2014 annual financial report, the company noted
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several licensing disputes in China, including underreporting royalties
and delaying tactics in entering licensing agreements.3 While some Chi-
nese manufacturers certainly found ways to circumvent royalty payments,
Qualcomm still had all the chips in its corner.

Complaints in China grew louder and became harder to ignore for Chi-
nese regulators. So they sprang into action. In November 2013, months
before the issuance of 4G licenses, the National Development and Reform
Commission (NDRC) initiated an investigation into whether Qualcom-
m’s licensing practices violated China’s Anti-Monopoly Law, which took
effect in 2007. As the investigation proceeded, Qualcomm was preparing
for a fine of 1-10% of its previous year’s revenue and other remedies.3!

After the 14-month investigation concluded, Chinese regulators
slapped a $975 million fine,3? equivalent to 3.7% of the company’s 2014
revenue, the largest fine ever in China for monopolistic practices. On top
of the fine, Qualcomm agreed to lower its royalty rates on 3G devices to
5% and 3.5% for 4G devices, using a royalty base of 65% of the final sale
price as opposed to 100%. So the company eftectively lowered its royalty
rates to 3.3% and 2.3%, respectively, on 3G and 4G devices, lower than in
other foreign markets including India. In response, Qualcomm’s annual
dividend saw a $0.60 cents per share reduction.

China’s Fivst Failed Attempt on Standards Setting

What resulted was beyond Qualcomm’s expectations, but such an out-
come should not have been a surprise. The writing was already on the
wall four years before the investigation when MIIT in 2009 unveiled its
grand designs on promoting 3G standards.

The lack of domestically developed IP in mobile standards has clearly
frustrated Chinese regulators to no end. They learned first-hand from
Qualcomm how having a near monopoly on core technology patents is
directly linked to market position and profits. From Beijing’s perspective,
why should China passively accept standards when it had the market size
to come up with competing standards to Qualcomm’s?

MIIT’s answer to that question was to order the China Academy of
Telecommunications Technology (CATT) to collaborate with Germany’s
Siemens to develop a new 3G standard that would come to be known as
TD-SCDMA. In 2001, backed by all three Chinese carriers, TD-SCDMA
was approved to join the global 3G standards governing body, the 3G
Partnership Project (3GPP).33 However, it was China Mobile that was
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Fig. 5.5 China mobile lost market share from 2G to 3G (Source Caixin)

granted the TD-SCDMA license. Of the three state carriers, China Mobile
was MIIT’s favorite and had dominated the 2G market (see Fig. 5.5).34
But being the favorite also meant that China Mobile had the unenviable
task of ensuring that the indigenous but commercially unproven 3G stan-
dard becomes a success.

Except the opposite happened. TD-SCDMA turned out to be far less
developed than the prevailing 3G standards WCDMA or CDMA2000,
both of which had proven to be commercially viable for years. No car-
rier outside of China ever used TD-SCDMA and even Chinese carriers,
including China Mobile itself, sought to disassociate themselves with it.3%

But MIIT didn’t want to give up hope and ordered China Mobile to
develop an entire 3G network based on TD-SCDMA. This was ostensi-
bly a last-ditch effort to bolster the homegrown technology. But instead,
China Mobile lost 10% of its market share over the four years it was being
forced to support the weaker standard. From the perspective of Chinese
telecom industry experts, TD-SCDMA was not a viable technology at
the time and led China’s telecom companies to deviate from the global
standard.3¢

China’s effort to introduce a domestic 3G standard ended in failure,
but its appetite for reducing dependence on foreign core technologies
remained as strong as ever. The Chinese government had learned a hard
lesson but did not exactly hide its ambition to have another go at setting
standards. It bided its time and largely went with the flow as the world
moved to 4G standards.
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But even then, two Chinese companies, Huawei and ZTE, had started
to make some waves. According to Jefferies equity analysis, ZTE held
6% and Huawei 1% of all patents in 4G standards.?” That would change
quickly as Huawei matured and trained its sights directly on Qualcomm.
If Huawei succeeds in leading on global 5G standards, it will prove dis-
ruptive for Qualcomm?’s business in China.

THE sG Rack Is ON

On July 26, 2018, China’s telecom giant Huawei presented a medal to
Dr. Erdal Arikan, a Turkish expert in polar coding theory.?® The medal
was designed and crafted by Monnaie de Paris with a Baccarat crystal. As
extravagant as the medal was, its value was negligible compared to the
royalties Huawei was about to collect by developing its own IP based on
Arikan’s theory.

Huawei had been quietly pouring 15% of its annual revenue, or more
than $61 billion, over the past decade to develop technologies that have
the potential to become global 5G telecom standards.3* One such tech-
nology is based on Arikan’s polar coding theory. To understand why that’s
important, a brief explanation of 5G standard development is needed.

Just like in the 2G and 3G eras, delegates from the world’s major
telecom operators, networks, terminals and chipset vendors, and internet
companies regularly met at 3GPP, the international governing body of
telecom standards, to pitch technical solutions to various 5G challenges.
One of the main problems that needed to be solved was reducing data
transmission errors as the volume of data grew exponentially. More errors
have crept into large volumes of data due to noise, interference, and fad-
ing.

A method called channel coding—which is basically repeating a piece
of data to reduce errors—was developed to overcome the problem. To
oversimplify, channel coding according to MIT basically works like this:
if you were trying to transmit a message with only three bits, like 001,
you could send it three times “001001001”. If an error crept in, and
001011001 was received instead, you could be reasonably sure that the
correct string was 001.49

Arikan’s polar coding theory is one such channel coding method that
could be applied to improve data accuracy. So Huawei decided to back
polar coding and invested billions into its commercialization. Within the
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course of eight years, this relatively new theory had become a viable solu-
tion in practice, surprising even Arikan.

The direct competitor to polar coding technology is, no surprise, Qual-
comm’s low-density parity-check (LDPC) technology. Compared to polar
coding, LDPC has a much longer track record of commercial viability.
The theory of LDPC was first introduced in 1963, 45 years carlier than
polar coding.*! In subsequent decades, Qualcomm pioneered LDPC’s
commercial application and developed critical patents.*? By the time polar
coding was introduced in 2008, LDPC applications had already been
deployed in the real world.

The contest over whether LDPC or polar coding would become the
global 5G standard for channel coding erupted on November 14, 2016
in Nevada, where 3GPP held meetings to vote on accepting a channel
coding solution.

Debate was intense at the meeting, with companies picking sides. West-
ern companies, led by Qualcomm, largely fell in line behind LDPC while
numerous Asian manufacturers favored Huawei-backed polar coding. In
an interview in the Wall Street Journal, an expert who was at the meeting
recalled it was apparent that Chinese companies viewed it as an extremely
critical opportunity, which resulted in one of the biggest political battles
at 3GPP.*?

Eventually, the two sides reached a compromise: both polar coding and
LDPC would be adopted as part of the channel coding standard. This
was a victory for Huawei as it gained a critical patent in the 5G global
standard.

More such battles have been fought, and Chinese telecom companies
have made considerable strides in establishing a foothold in 5G stan-
dards. According to technology research firm LexInnova, Huawei and
ZTE today hold about 10% of critical 5G patents, compared to 15% for
Qualcomm (see Fig. 5.6).4*

To some extent, the global standards race is a zero-sum game in that
only one technology will be ultimately suited to addressing one critical
technical challenge. And the incentives are such that, like Qualcomm,
each company is aiming for market dominance, not just market share.
Therefore, the very nature of this competition means that Qualcomm
increasingly finds its own dominance being chipped away by the emer-
gence of formidable rivals—some of which are Chinese manufacturers
who were once Qualcomm’s customers but are now using what they
learned to compete with it.
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As if fending off new competitors isn’t tough enough, Qualcomm also
had to face pressure from the Chinese government to transfer its knowl-
edge to Chinese companies. Although the government has long dangled
the carrot of market access to get foreign companies to share certain tech-
nologies, the difference today is that the relative leverage has shifted.

Qualcomm still carries a lot of weight, but it is no longer the only
player in town. Beijing has choices now, and if Qualcomm isn’t willing to
play ball, the market share will go to a competing European firm or better
yet, a rising Chinese company. This makes the trade-off challenging for
Qualcomm: lose market share to Western tech giants today or lose market
share to Chinese upstarts tomorrow.

Competition is also taking place in the area of hardware, namely
advanced chipsets that are capable of supporting 5G data processing
speeds. In fact, Moore’s Law’s famous prediction of computing speed
doubling every two years was predicated on fitting ever more microscopic
transistors on a chip. That’s because computing power is positively cor-
related with the number of transistors that can be piled onto a chip. The
current generation of advanced mobile chipsets use 14-nanometer tran-
sistors.
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But few Chinese companies have the ability to manufacture such chips.
So eight months after NDRC slapped the fine on Qualcomm, the com-
pany agreed to form a JV with Huawei and China’s Semiconductor Man-
ufacturing International Corp. (SMIC) to develop 14 nm chips. This
move was widely interpreted as a way to patch up relationships with the
Chinese government, with little upside for Qualcomm otherwise.*

These chips, however, quickly became obsolete. A true 5G network
would enable users to download a full movie in 15 seconds, compared to
6 minutes in 4G. This means that the data processing capacity required
for a 5G chip is much higher than that of 4G. The chips need to fit even
more transistors, which means their size had to be reduced to at least
10 nm.

Even global giants like Intel struggle with developing 10 nm chips,*¢
let alone Chinese semiconductor fabricators. But Qualcomm in 2017
again decided to help SMIC’s subsidiary SJSemi to start the qualifica-
tion of wafer bumping, a technique in chip manufacturing, to produce
10 nm chips. This made SJSemi the first ever chip manufacturer in main-
land China to enter the 10 nm arena. Qualcomm at the time said that
such collaboration “shows our commitment to support the upgrade of
China’s local IC manufacturing industry and to better serve our Chinese
customers.”

Currently, Samsung, Huawei, and Qualcomm are leading the pack in
developing 5G chipsets. Huawei started its R&D efforts into 7 nm pro-
cessors in 2015 and has invested over $300 million in developing a pro-
totype.*” On August 15, 2018, Samsung launched the first 10 nm 5G
chipset that’s fully compliant with 3GPP standards.*® Huawei immedi-
ately responded by announcing that it would launch its own 7 nm 5G
chipset Kirin 980 on August 31.*° Qualcomm, however, quietly launched
its own 7 nm Snapdragon chip ahead of Huawei on August 22.

NEwW BATTLES ON THE HORIZON

Qualcomm brought CDMA to China in the early days of Reform and
Opening, even as the Chinese government had already decided to go in
a different direction. But the American tech giant persisted, using various
leverage points like negotiations over China’s WTO entry to get into a
market that was crucial to its long-term strategy.
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Qualcomm’s persistence paid off handsomely: Beyond the billions of
profits, without the Chinese market, it would not have been able to domi-
nate two generations of telecom standards. By having China adopt the 2G
and 3G CDMA standards, Qualcomm’s market position in global telecom
standards was cemented.

The American company’s success, however, left lasting impressions on
the Chinese government and companies about the importance of leading
in global telecom standards primarily through the development of indige-
nous IP. Qualcomm also didn’t help itself by alienating Chinese manufac-
turers and the telecom industry writ large with its lucrative fee structure
that many viewed as unfair. In fact, China’s effort to set its own 3G stan-
dard with TD-SCDMA, albeit one that ended in failure, was a response to
widespread domestic frustration over not having any influence in global
standards.

After a stellar run of 15 years in the Chinese market, Qualcomm’s rise
may be interrupted. As China’s telecom firms and mobile phone manufac-
turers have matured, and having absorbed the previous lessons of failure,
they appear ready to challenge the industry leaders. For Chinese com-
panies, Qualcomm’s experience taught them that if you win the patents
battle, you win the standards war. This is reflected in a Chinese company
like Huawei, which has taken chapters from the Qualcomm playbook and
has been obsessively filing patents (see Fig. 5.7).

Qualcomm’s future prospect is arguably more uncertain than it has
been in decades. It is stuck in a paradoxical position: the market that today
contributes more than 60% of Qualcomm’s global revenue also happens

Fig. 5.7 Huawei vs. Qualcomm Patent Wall (Source Qualcomm and Damien
Ma)
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to be the market that is most likely to challenge its dominant position.
To make matters worse, this is coming at a crucial period of transition to
the next-gen 5G standards in which no clear winner has been crowned.

This race is set to intensify, and so will the politics around it because
technology is the main source of current US—China tensions. But ulti-
mately, this is a competition between multinational companies—they are
both proxies of respective national ambitions and potential collateral in
the escalating conflict between their home countries. For Qualcomm, the
battles it has already fought and won in the Chinese market appear to
pale in comparison to the new battles on the horizon.
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CHAPTER 6

In Xi We Trust: How Propaganda Might
Be Working in the New Era

Damien Ma and Neil Thomas

On November 29, 2012, the newly selected Chinese Communist Party
(CCP) General Secretary Xi Jinping visited the “Road to Rejuvenation”
exhibit at the National Museum in Beijing. With the Politburo Standing
Committee (PBSC) in tow, Xi unveiled his vision of the “Chinese Dream”
(FF 1% —the simple idea that the CCP’s collective mission to rejuvenate
the nation also advances the myriad individual ambitions of Chinese citi-
zens. Political theater aside, Xi used the occasion to clearly articulate what
amounts to a mission statement: under his leadership, the CCP will lead
China’s return as a global power.!

Many foreign observers at the time dismissed the Chinese Dream as
unoriginal, a lifting of a distinctively American idea to capture a similar
sentiment among upwardly mobile middle-class Chinese. But such anal-
yses mostly missed the point. Xi’s speech, in fact, marked the start of a
major campaign to reorient domestic policy and to overhaul propaganda
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work to support this new agenda. That Xi chose to launch a conceptual
idea, rather than economic targets or policies, in his first important speech
as General Secretary is significant. Not only did it distinguish him from
previous leaders, it also spoke volumes about the problem Xi inherited.

That problem was the CCP itself. Most Chinese were well aware
that the Party had drifted toward crony capitalism, as corruption swelled
within its rank-and-file. The CCP brand reached its nadir when the Bo
Xilai crisis—in which the populist and ambitious leader of Chongqing was
purged and jailed after his wife murdered a British national—exploded
in carly 2012, reinforcing the growing cynicism the Chinese public held
toward its government.?

The crisis shook the CCP just before Xi took the reins of the world’s
largest political party. Xi’s urgent task, then, which likely had consensus
approval from other senior leaders, was to strengthen a weakened Party
through a massive anti-corruption campaign and a reimagined Party nar-
rative to win the hearts and minds of Chinese people.?

These twin efforts were of equal importance to Xi’s goals and were
mutually reinforcing in their implementation. From the CCP’s vantage
point, faltering public trust was as much an existential threat to its legiti-
macy as a potential economic collapse. The Party understood that it must
stand for something beyond perpetuating its own power and its cadres’
self-enrichment. Indeed, the CCP had to fill its platform with more com-
pelling ideas—or face a credibility crisis of monumental proportions. In
this context, Xi’s Chinese Dream set the stage for the elevation of ideo-
logical work to a level perhaps not seen since the Mao era.

Propaganda often gets short shrift in mainstream coverage of Chinese
politics, possibly because the propaganda apparatus is frustratingly opaque
and its effectiveness hard to measure. But the CCP, as a Leninist ruling
party that demands political unity among its 89 million members and
public compliance with its dictates from nearly 1.4 billion Chinese citi-
zens, invests enormous resources in the promulgation of official ideolo-
gies, media management, and public opinion guidance.*

Propaganda work is so instrumental to the political system that the
Central Propaganda Department (CPD), established in 1924, is almost
as old as the CCP itself, which was founded three years earlier in 1921.%
Since 1992, the propaganda system has been overseen by a PBSC mem-
ber, who heads the Central Leading Small Group on Propaganda and



6 IN XI WE TRUST: HOW PROPAGANDA MIGHT BE WORKING ... 75

Thought Work (CLSGPTW). This system is responsible for all Party pub-
licity and for the supervision of all information domains in China and, to
the extent possible, abroad.®

That it was so important for Xi to be the first top leader since Deng
Xiaoping to enshrine his name in the Party Constitution—under the aegis
of “Xi Jinping Thought on Socialism with Chinese Characteristics”—is
a testament to the tight control and crucial role of political expression
under CCP rule.”

This analysis seeks to make sense of what may be termed “Propa-
ganda in the New Era,” by examining what has changed (or not) during
Xi’s tenure across several dimensions: bureaucracy, funding, content, and
effectiveness. The focus is mainly on propaganda work aimed at domestic
audiences rather than on efforts to project China’s soft power externally.

Combining a range of data and qualitative approaches, this analysis
assesses how CCP propaganda under Xi (1) has been increasingly con-
trolled by Party rather than state bureaucracies; (2) has received increased
funding; (3) has markedly improved content quality; and (4) has shown
effectiveness in raising levels of public trust in the Chinese government.

THE ORGANIZATIONAL BACKBONE
oF CHINA’S HEARTS AND MINDS

Some specialists have observed that “the more things change, the more
they stay the same” with regard to Xi’s propaganda work compared to
that of his predecessors, Hu Jintao (2002-2012) and Jiang Zemin (1989-
2002).3 That is true, to an extent: after all, the propaganda system is
still led by the CLSGPTW; the agency that manages propaganda work
is still the ministerial-level CPD directly under the all-powerful CCP
Central Committee; and the Party still controls the media and censors
political debate. But since the 19th Party Congress in October 2017, Xi
has overseen an important shakeup of China’s propaganda apparatus (see
Fig. 6.1).

The General Secretary has appointed his political allies to leadership
positions in the propaganda bureaucracy, but more significant is Xi’s
reassertion of Party control over aspects of propaganda work that had
been under state administration for decades. The practical consequences
of these reforms have manifested in the various changes to messaging,
content, and technology adoption. But it likely also had an effect on tight-
ening the discipline and padding the budgets of Party propaganda organs,
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Fig. 6.1 Snapshot of Central Propaganda Department ecosystem (Source The
Initium)

which would be necessary to better control messaging and produce high-
value documentaries like Amazing China (see the section below on pro-
paganda content improvements).

Personnel Changes Impovtant but Expected

The swift launch of the Chinese Dream concept signaled that gaining
control of the propaganda system was an early priority for Xi. In August
2013, Xi laid out his vision for elevating propaganda work in a speech to
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the quinquennial National Propaganda and Thought Work Conference,
where he said the CCP should “do propaganda work better” and rele-
vant agencies must “maintain a high degree of unanimity with the Party’s
Central Committee.”

Sources later told the South China Morning Post that Xi’s speech was
actually “far stronger” than the summary that appeared in state media.
He had apparently urged the Party to be “combative” online and “wage
a war to win over public opinion” by forming a “strong internet army to
seize the ground of new media.”!?

That same meeting had established, for the first time, that the CPD
should treat online public opinion work as its “highest priority” (FH 2
#H).!! Against this backdrop, Xi moved quickly to establish and chair a
Central Leading Small Group on Internet Security and Informatization
(CLSGISI, which was upgraded to the Central Cyberspace Affairs Com-
mission in March 2018). The leading group is meant to coordinate the
Party’s work to censor China’s vibrant online discourse, improve digi-
tal propaganda, set global internet standards, and become a tech super-
power.!? Given that Tencent’s WeChat can have 1 billion-plus monthly
active users, it is no surprise that Xi’s team has prioritized managing the
digital domain.

As has been common under his rule, Xi prefers to concentrate authority
in Party leading groups rather than distribute power to the State Council,
which is nominally China’s government. To ensure the loyalty of those
under his authority, Xi also had to clean out political detritus in the pro-
paganda system. He did so by sending anti-corruption inspectors into the
CPD and purging the head of the Cyberspace Administration of China
(CAC), Lu Wei, who was relieved of that position in June 2016.13

Lu was replaced by Xu Lin, a CPD Deputy Director who served as
an aide to Xi when he ran Shanghai, and who in August 2018 became
head of the State Council Information Office, a CPD-controlled agency
responsible for external propaganda.!* That same month, Zhuang Rong-
wen, another CPD Deputy Director, who worked under Xi in Fujian
province, replaced Xu at CAC.!?

Placing loyalists in the government apparatus is a tried and true way
for China’s top leaders to consolidate control over policymaking. And Xi
also won major personnel placements at the 19th Party Congress in Octo-
ber 2017 when Wang Huning, widely credited with shaping Xi’s populist
image and being the originator of the Chinese Dream concept, was him-
self elevated to the PBSC and to chair the CLSGPTW. The new Director
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of the CPD, Huang Kunming, who worked with Xi for over two decades
in Fujian and Zhejiang provinces, enjoyed an accelerated promotion from
an alternate member of the 18th Central Committee to full membership
of the 19th Central Committee and a seat on the powerful 25-member
Politburo.

But just how indicative are personnel reshuffles of wider changes to
China’s propaganda system? This is hard to determine precisely. Having
loyal subordinates will certainly help Xi execute his propaganda agenda,
but it is normal for China’s paramount leader to install close allies to lead-
ership positions, particularly for jobs like propaganda work that require a
high level of trust. Instead, what likely has had a bigger impact on propa-
ganda work is the reconfiguration of the bureaucracy. In this area Xi has
been unusually active.

Significant Propaganda Powers Revert to the Party

At the conclusion of the annual National People’s Congress (NPC) in
March 2018, the Central Committee published a far-reaching “Plan for
Deepening Reform of Party and State Institutions.” The main outcome
of this reorganization for the propaganda machinery is that the Party now
exerts more direct control over propaganda work than it has in decades.!®

The plan dissolved the State Administration of Press, Publication,
Radio, Film and Television (SAPPRFT) and essentially separated broad-
cast industries like radio and television from the print and film indus-
tries. Management of radio and television was parsed out to the new State
Administration of Radio and Television (SART), a ministerial-level gov-
ernment agency under the State Council. SART is led by Nie Chenxi, a
Central Committee member and CPD Deputy Director.!”

In addition to the separation, the main state radio and television sta-
tions—China National Radio, China Radio International, and China Cen-
tral Television (CCTV), including its international branch, China Global
Television Network (CGTN)—were merged into a new China Media
Group (CMQG) that will be known as “Voice of China” overseas. While
CCTV used to be a vice-ministerial unit that answered to SAPPRFT,
CMG is a ministerial-level institution located under the State Council
but now under the direct leadership of the CPD. CMG is headed by
Shen Haixiong, a Central Committee alternate member and CPD Deputy
Director.!8
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The most significant element of the plan, however, was that respon-
sibility for film, press, and publications moved out of the governmental
State Council apparatus and into direct Party control under a National
Film Bureau and a National Office of Press and Publication (NOPP)
within the CPD. These two new divisions are led at the CPD Deputy
Director level: the former is headed by Wang Xiaohui (a Central Com-
mittee member) while the latter awaits a new leader after ex-head Zhuang
Rongwen moved to the CAC.

State, rather than Party, agencies had overseen the press and publishing
industries since 1970 and the film industry since 1949. So, Xi’s admin-
istrative reshuffle suggests that he places greater emphasis on the impor-
tance of the written word and the silver screen, as well as the Internet, for
propaganda work (although SART retains responsibility for online video
content) (see Fig. 6.2).

Since the 2018 NPC, the Party has continued to siphon responsi-
bilities for media regulation from state organs. In September 2018, for
instance, the NOPP gained oversight of the registration and licensing of
online games from SART and the Ministry of Culture and Tourism. The
Party organ will “implement controls on the total number of online video
games, control the number of new online video games, explore an age-
appropriate rating system in line with China’s national conditions, and
limit the amount of time minors [spend playing games].”1?

Hasn’t the Party Always Controlled Propaganda?

Of course, it is true that the Party always wielded decisive control over
China’s propaganda activities, even those that were administratively under
the State Council’s auspices. Still, Xi’s reforms are significant because the
Party and the administrative state are formally separate entities. The Party
holds ultimate political power but can only exercise that power within
state institutions through the supervision of Party committees within
these agencies and through its appointment of bureaucratic personnel,
most of whom are Party members and therefore subject to Party disci-
pline if they disobey its orders. Party-state separation still matters because
it gives the state bureaucracies agency to advance parochial policy agendas
via the selective application and interpretation of Party directives.?’

But the Party’s cannibalization of the propaganda system likely means
there will be less internal debate over the interpretation of high-level
directives, less bureaucratic resistance to central policy preferences, and
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easier recourse to shut down publications and silence troublemakers. Xi’s
reforms aim to create a more disciplined and reliable messaging machine
in service of the goal to “strengthen the Party’s unified leadership of news
and public opinion work.”?!

Another effect of shifting direct control from the state to the Party
is that press, publication, and film work are no longer subject to the
State Council Open Government Information Ordinance, in effect since
2008, which requires a degree of information disclosure by state agen-
cies both on their own initiative and in response to citizen requests. The
CPD, however, has no website and is not compelled to publish informa-
tion about its activities. Chinese citizens have also lost the right to lodge
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information requests regarding government decisions in these sectors. In
short, propaganda work has become even more opaque.??

The prospective bifurcation between Party and state bureaucracies can
become especially salient when there exists internecine contention over
propaganda-related questions. One particularly relevant example was the
release in late February 2015 of Chai Jing’s hard-hitting anti-pollution
documentary Under the Dome® Widely compared to Al Gore’s An
Inconvenient Truth, Chai’s film criticized China’s urban smog and blamed
it on heavy industry. The movie went viral and garnered hundreds of mil-
lions of views within days. But, following outcry from powerful vested
interests, particularly the oil industry, and a rising number of citizens
openly expressing their discontent at China’s pollution, the Party soon
removed Chai’s documentary from the Chinese internet.

One interpretation of how Under the Dome came to be released is that
lower-level officials ushered the film through approval procedures with-
out explicit top-level authorization.?* With the centralization of propa-
ganda decision-making power, Xi probably hopes to avoid these kinds of
decision-making discrepancies in the future.

But with greater power comes greater responsibility—as well as risk.
For the Party, this means that if “mistakes” are made in the formulation
or implementation of propaganda work, those Party leaders in charge will
have a harder time shifting the blame onto the government bureaucracy.
In other words, there is more pressure for propaganda officials, such as
Wang Huning and Huang Kunming, to perform well and avoid mistakes,
or else risk Xi’s wrath.

SHOW ME THE MONEY

One way to judge the priority of propaganda work under Xi is to look
at the finances of agencies within the propaganda ecosystem. Unfor-
tunately, CPD finances are notoriously opaque because it is a Party
organ, meaning it does not have to publicize its activities, release a bud-
get, or disclose performance metrics. However, there exist some proxy
indicators that suggest the propaganda budget may have seen sizable
increases under Xi.

According to the only public report to our knowledge on the CPD’s
budget, its 2015 funding skyrocketed by some 433% from the year
before to 2.5 billion yuan ($357 million).2> The ostensible reason for



82 D. MA AND N. THOMAS

this enormous growth is reportedly the reclassification of funds for “cul-
tural construction” from state budgets. This shift aligns with the pattern
of transferring decision-making responsibility from the state to the Party.
Although these figures cannot be independently verified, comparing the
2.5 billion yuan figure against other indicators does imply that such a
CPD budget is credible (even if a 433% jump seems less likely).

For instance, based on the 2015 official audit of government budgets,
which for an unknown reason included some Party departments (it has
not done so since), the CPD failed to spend about 716 million yuan
($102 million) in that fiscal year—equivalent to about 25% of'a 2.5 billion
yuan budget—with the surplus being rolled over into 2016.%°

What’s more, since the Shanghai municipal government operates
something of a “gold standard” freedom of information regime in China,
it publishes a budget for the local CCP propaganda department. These
disclosures show that Shanghai’s municipal propaganda budget rose dra-
matically from 2.5 billion yuan in 2017 to 3.6 billion yuan ($514 million)
in 2018 and to 4.03 billion yuan in 2019 ($576 million), an increase of
over 70% in two years (see Fig. 6.3).27 Because Shanghai is a large and
important market for propaganda, and provincial- and lower-level govern-
ments are responsible for actually implementing CPD directives, it makes
sense that its propaganda budget could exceed the central CPD budget.

It’s also possible to get a glimpse of how Shanghai spends its pro-
paganda funds. Of Shanghai’s 3.6 billion yuan propaganda budget in
2018, nearly 90% (3.2 billion yuan) was slated for propaganda activities in
“culture, sports, and media.” Of this 3.2 billion yuan in spending, 25.5
million yuan ($3.6 million) were for “artistic performance venues,” 503
million yuan ($71.9 million) for “artistic performance groups,” and the
remaining billions were designated as “other,” which includes spending
on newspapers, news websites, radio and television, and development of
creative industries (see Fig. 6.4).

State entities, unlike Party entities, do publish their finances. SAP-
PRFT, the short-lived SART precursor, which filed budgets from 2013
to 2017, spent a massive 36.7 billion yuan ($5.24 billion) on “media,
culture, and sports” (including radio, television, film, and publishing) in
2017. However, this represented only a modest increase from the 34.8
billion yuan ($4.97 billion) it spent in 2013, a 5.7% increase over five
years. (SART, in its first year of operation in 2018, spent 32.1 billion
yuan [$4.59 billion] on the same.)
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Fig. 6.3 Shanghai’s propaganda budget jumped in 2018 (in billion yuan)
(Source Shanghai Municipal Propaganda Department)

Xinhua’s spending on its core business, however, increased by over 18%
from 2013 to 2017, rising from 4.9 billion yuan ($700 million) to 5.8
billion yuan ($829 million), but then falling to 5.5 billion yuan in 2018
($786 million). These dips in spending seem to align with the latest moves
of shifting propaganda functions from the state to the Party, where the
money disappears from public records.?®

Even with these budgets, it’s difficult to ascertain exactly how the CPD
uses its money and on what sort of activities. Only a partial picture can be
formed based on the above data, which certainly do not encapsulate the
totality of public spending on the propaganda ecosystem, much of which
may come from Party sources.

Another proxy measure, as proposed by the political scientist Elizabeth
Perry, is to take total state expenditure on “cultural undertakings” (3
fbZE k) as a gauge for general trends in propaganda spending.?® Data
from the Ministry of Culture and Tourism show that this figure has risen
steadily as a proportion of total government outlays. This type of spending
reached a low of 0.36% under Hu Jintao in 2010 and 2011 and has risen
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to a two-decade high of 0.42% under Xi in 2018, when China spent 92.8
billion yuan ($13.3 billion) on cultural undertakings.3°

Increased spending and tighter control in the propaganda apparatus
can only go so far to persuade citizens to buy into the Chinese Dream.
Perhaps the most important outcome of these developments, though, is
that more resources and stricter management of propaganda has seem-
ingly elevated its production value and sophistication. This has been done
through adopting new technologies, borrowing leading film techniques,
and cultivating younger talent to make propaganda that the Chinese pub-
lic actually wants to watch and can perhaps even enjoy. In other words,
more money appears to be buying increasingly creative efforts to target
audiences on new media platforms.
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NEew ErA, NEwW OEUVRE

To the many job titles Xi has accumulated, one can add that of
“Storyteller-in-Chief.” He has repeatedly exhorted the Party “to tell the
China story well.”3! And this insistence on crafting a compelling narrative
is, at its core, about connecting China’s past, present, and future to the
CCP’s right to rule indefinitely. This requires beating back public cyni-
cism and strengthening belief in the Party’s capacity to lead the country.

One reason for this emphasis is that a key conclusion of numerous CCP
internal studies on the reasons for the Soviet Union’s collapse was a loss
of ideological belief among Soviet citizens. It was a process, according
to the CCP’s telling, precipitated by leaders like Nikita Khrushchev and
Mikhail Gorbachev who chose to criticize their party’s history and even
let ordinary people do the same.3? Speaking at a Central Committee study
session in early 2013, Xi said as much:

Why did the Soviet Union collapse? Why did the Soviet Communist Party
lose power? A major reason was intense struggles in the ideological sphere,
which comprehensively negated the history of the Soviet Union and the
Soviet Communist Party, negated Lenin, negated Stalin, brought about
historical nihilism, confused thinking, rendered useless Party organizations
at every level, and caused the military to no longer be under Party leader-
ship. In the end, a Party as big as the Soviet Communist Party scattered
like birds and beasts, a socialist country as big as the Soviet Union collapsed
and fell apart—we must learn from the mistakes of our predecessors!®3

Xi’s emphasis on ideological work is also attributable to events more
recent than the Soviet collapse: the digital-media-driven revolutions of the
Arab Spring in 2011. It was perhaps then the Party realized the potential
for social media to, as Mao Zedong put it, spark a political prairie fire.
The Arab Spring put the Party on high alert that it must take the ini-
tiative to upgrade its propaganda—both in content and delivery—for the
twenty-first century.

In fact, the Arab Spring likely had a similarly catalytic effect in rev-
olutionizing the Party’s approach to propaganda as the first Gulf War
in 1990-91 did in jump-starting a renewed emphasis on technological
adoption in China’s military. That short war, televised 24/7 on CNN,
demonstrated America’s technological superiority in modern combat. It
spurred Beijing to pursue an ambitious agenda of high-tech military mod-
ernization starting in the late 1990s—meaning an emphasis on advanced
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weapons, integrated systems, and civil-military integration to support
defense-related modernization. Both of these events served to shine a
spotlight on deficiencies that Beijing needed to remedy.

An inevitable aspect of Xi’s ideological initiative is the need to delegit-
imize alternative ideas and values in order to elevate domestic propaganda
and champion the CCP’s views. This has meant tightening controls on
the media and, in particular, stifling key elements of Western liberalism
like democracy and information freedom. In other words, Xi has sought
to crowd out competing ideas in order to maintain a near monopoly for
the CCP’s offerings. In April 2013, the Office of the Central Committee
circulated an internal “Communiqué on the Current State of the Ide-
ological Sphere” that prohibited discussion of the core tenets of liberal
democracy.3*

To consolidate the CCP’s near-monopoly in the realm of ideas, Xi and
his propaganda team appear to have understood that they had to improve
and adapt to new audiences and new market trends. Which is why one
of the more striking features of Propaganda in the New Era is its notice-
ably improved quality. Gone are the days of Jiang Zemin’s tepid “Three
Represents” and Hu Jintao’s bland “Harmonious Society”—instead, the
Chinese Dream is relatable and uplifting and aims to spread Xi’s trade-
mark “positive energy” (IEBEE ). This more attractive concept has been
accompanied by qualitative improvements in the Party’s propaganda, and
even significant upgrades in production value.

It is worth illustrating the changing nature of propaganda work with
a couple of brief case studies, namely the Amazing China (JiE T, &
#11]) documentary and the recent output from the Road to Rejuvena-
tion Studio (E >4 b TA/E=). These cases show the Party’s new focus
on nontraditional propaganda—both in content and delivery—that blurs
the line between pure propaganda and what Westerners might consider
political advocacy campaigns.

Propaganda in High Definition

The immediate difference from previous propaganda that one notices
about Amazing China, released in Chinese theaters in March 2018, is
its Hollywood-ification. The 90-minute film, which became the highest
grossing domestic documentary ever, is replete with grandiose panoramic
shots, sharp high-definition frames, and even a soaring score—cinematic
techniques typical of a sleek Hollywood blockbuster.?®> Mastery of such
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tricks of the movie trade makes this state-sponsored documentary a far
cry from the staid and soporific propaganda productions of the past. And
whether or not one approves of the content, the sheer sleekness of the
film can make its substance more “watchable”—so the medium is at least
half the message.

The enormous publicity surrounding Amazing China obscured its ori-
gin: it began as a six-part CPD miniseries that aired a year earlier in the
lead-up to the 19th Party Congress.>® Called Splendid China (FEfEH[1),
the miniseries not only employed sophisticated techniques, its production
was expansive in scope. Official media proudly touted that shooting the
miniseries required eight film crews to traverse 31 provinces and regions
over three months, capturing some 3200 hours of hi-def film, 300-plus
hours of aerial footage, and 108 interviews.?” These kinds of efforts are
usually reserved for a David Attenborough mega-production like Planet
Earth, not a Chinese propaganda flick.

Beyond the high production value, there is little doubt that Splendid
China is full-on propaganda. The six episodes—spanning China’s techno-
logical and engineering feats to environmental stewardship, global inte-
gration, and military prowess—all fall under the rubric of the Chinese
Dream. The key political message continues to link Xi’s “new era,” and
by extension the CCP’s, to China’s past, present, and future in a cohesive
and uninterrupted narrative. The nationalism peddled by Xi’s propaganda
is increasingly sophisticated. Splendid China and Amazing China are not
particularly anti-foreign but rather decidedly pro-China.

Many Chinese seem to have found Amazing China appealing. On
Maoyan, a Chinese equivalent of IMDB, the documentary has a rating
of 9.6/10 from around 117,000 votes as of September 2019. While
many of these votes may come from “bots” or paid commenters, the
individual review comments appear to be organic and suggest the main
theme of “Chinese pride” is about as compelling a message as the CCP
has ever conveyed to stir the public imagination. Naturally, the CCP has
decreed that the documentary be used as teaching material in colleges
across China.3®

Digital Shovts and “Explainers”

Just weeks before the Third Plenum of the 18th Party Congress in Octo-
ber 2013, an animated “explainer” video popped up on Youku, the Chi-
nese YouTube. It was titled “How Leaders Are Made” and it compared
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the political leadership selection process in the United States, the United
Kingdom, and China. While it playfully explained complex political sub-
jects, the digital short contained an underlying message: compared to
Western democracies, Chinese leaders are tested more rigorously than an
American president or British prime minister. It was produced by an outfit
called the “Road to Rejuvenation Studio.”

This digital short went viral in China, but the background of'its creator
remained a mystery.>” Many suspected that this was a new initiative from
within the propaganda system. According to one People’s Daily investi-
gation, the studio is in fact on Rejuvenation Road (B %) in Beijing,
where both CCTV and the then-SAPPRFT had offices, and is staffed by a
young team from diverse disciplines.*0 (The Wall Street Journal reported,
however, that the studio was run out of the Party’s International Liaison
Department, which handles the CCP’s relations with foreign political par-
ties.)*! Interestingly, the team hires foreigners to help develop content
for their digital products—perhaps most aptly captured in an English-
language explainer video on the 13th Five-Year Plan, which was released
by CGTN America’s official YouTube channel.

The studio’s products have won accolades from the Chinese govern-
ment and viewers alike, particularly for a follow-up effort called “The
CCP Walks Alongside You.” Although it is clearly aligned with Xi’s
agenda and the Chinese Dream, the studio’s content and delivery are far
from that typically associated with traditional propaganda—it is, in fact,
closer to the work of a corporate public relations division and is clearly
targeted at millennials. According to the public opinion monitoring office
of the state-owned China Youth Daily newspaper, 70% of netizens who
saw “The CCP Walks Alongside You” liked the video, with at least a
quarter of their comments commending the improvement in propaganda
content.*?

The apparent resonance of this type of slick digital persuasion seems
to comport with the popular idiom of the Chinese Dream, which topped
numerous lists of China’s online “word of the year” as far back as 2013,
according to the China Youth Daily.*? But more than resonating with a
younger demographic, the studio’s success seems to have influenced the
overall sensibility and tech-savviness of propaganda content.
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Propaganda on the Silver Screen

Cinema has become a new propaganda priority, as reflected in the bureau-
cratic restructuring that put the film industry more firmly under Party
control. The CPD’s National Film Bureau, China’s first dedicated movie
bureau since 1986, now has responsibility for the administration, guid-
ance, monitoring, distribution, screening, and censorship of Chinese films,
as well as the management of national film events, Sino-foreign coproduc-
tions, and film imports and exports.

The Party’s latest emphasis on elevating the role of movies in both propa-
ganda work and entertainment culture is likely also due to its recognition
of market trends. That is, like the Internet, film is a growth market in
China. The country now boasts the world’s second-largest film market,
with total ticket sales of $8.6 billion in 2017.** and is on course to over-
take North America as the top market in a few years.

Film is undoubtedly a powerful mass medium, as the smashing success
of the patriotic and jingoistic blockbuster “Wolf Warrior 2” demonstrated
in 2017.45 Making over $870 million worldwide, it became the highest
grossing Chinese-made film ever.*¢ Most of these ticket sales were domes-
tic, indicating the movie’s enormous popularity with the Chinese public.
Indeed, the Public Sentiment Monitoring team of People’s Daily hailed
Wolft Warrior 2 as a model for how Chinese films could “tell the China
story well” by “rooting individual destiny in national destiny.”*” And, in
the vein of Amazing China, the core nationalistic sentiment of Wolf War-
rior 2 is at least as much pro-China as it is anti-foreign.

The unexpected success of Wolf Warrior 2 reinforced the Party’s long-
standing focus on turning China from a “big film country” (FK[H)
into a “powerful film country” (FLFZ38[1]) with global influence. In fact,
China has been trying to establish an influential film industry since at least
2010,*8 when authorities wondered if China could make a global block-
buster like Avatar.*® In April, Propaganda chief Huang Kunming chaired
a unique Symposium on Research and Investigation into Film Production
that doubled down on this goal by introducing a national film evaluation
system and calling for the development of “red and expert” film talent.>0

These techniques are now widely applied across the Chinese bureaucracy,
as infographics and animated explainers have proliferated. According to a
July 2018 study of the government’s social media presence, 80% of the
ministries under the State Council have a WeChat account and 66% have



90 D. MA AND N. THOMAS

a Weibo account, many of which are avid infographic generators. The
foreign ministry led in the number of Weibo followers, at 7.5 million,
but even the more staid state assets management agency rounds out the
top five with 4.6 million followers (see Fig. 6.5).

In the last few years, it seems almost standard practice for a major
policy document or announcement to be accompanied by an infographic
that breaks down its key messages for audiences on social media platforms
such as WeChat. Some of these infographics come from agencies them-
selves but, more often, they are made by Xinhua or the People’s Daily
as part of their standard reporting. For instance, one of the most useful
and dynamic infographics came from the People’s Dasly official WeChat
account, when it disseminated a comprehensive explainer of the bureau-
cratic reorganization approved by the NPC in March 2018.5!

While Propaganda in the New Era is better at responding to market
demands for more attractive content, the Party remains uncompromis-
ing in controlling the substance of its message. In September 2016, the
Central Committee General Office issued an “opinion” that demanded
state-owned cultural enterprises put “social effect” before economic prof-
its—including incorporating performance metrics that weigh the former
over the latter—which means that toeing the correct political line is pri-
oritized over the corporate bottom line.>?

Ministry of Foreign Affairs 7.52 million
Ministry of Education 7 million

Ministry of Commerce 6.22 million
Ministry of Defense 5.87 million
State-owned Assets Supervision and Administration Commission 4.59 million
Ministry of Civil Affairs 4.34 million
Ministry of Industry and Information Technology 4.12 million
People's Bank of China 3.13 million
National Health Commission 2.41 million
National Bureau of Statistics 2.41 million

Fig. 6.5 Top 10 State Council agencies with the most Weibo followers (July
2018) (Source Horizon Consulting)
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DoEes NEw Era ProraGANDA WORK:

Have higher quality and more appealing content, as well as more robust
budgets, translated into greater effectiveness for Propaganda in the New
Era? Examining shifts in public opinion is a good way to gain insights
on effectiveness, but it is difficult to identify precise causal factors behind
such shifts. This is in part because public opinion research is not as devel-
oped in China as it is in liberal democracies like the United States. Still,
certain polling data can shed light on whether public trust in the CCP
as an institution has increased and whether the idea of Chinese excep-
tionalism is taking hold, both of which are broad goals for the CCP’s
propaganda efforts.

The CCP does not allow pollsters to assign it an approval rating,
although multinational public opinion surveys tend to record relatively
high levels of regime support in China.?3 Most of these surveys have not
yet published data from the Xi era, but the Pew Research Center is a
notable exception. When asked whether they had “confidence” in their
president in 2011, 2012, and 2014, Chinese respondents gave former
President Hu Jintao an 86% confidence rating in 2011 and 82% in 2012.
When asked the same question of Xi in 2014, respondents gave him a
92% confidence rating, 10 percentage points higher than Hu on the eve
of his retirement.>*

Of course, these quasi “approval ratings” could well shift for Xi in the
future, as he may stay in office for another two terms, and especially as
disagreement over some of his policies seems to have surfaced. But at
least during his first term, the Chinese public’s confidence in their leader
seemed to have improved, which surely owed something to the different
nature and broader appeal of his early propaganda efforts.

Pew has also surveyed Chinese on questions of general life satisfaction
that point indirectly (yet not definitively) to the possible influence of pro-
paganda under Xi’s tenure. In 2015, 96% of Chinese said their standard
of living was “better than their parents,” more than three quarters said
they were “better off financially” than five years ago, and over 70% said
their own economic situation was “good.”>®

From 2013 to 2016, more than 80% of Chinese polled believed their
children today would “be better off financially than their parents.”*° In
2014, the last time Pew posed the question in China, 87% of Chinese
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respondents said they were “satisfied” with their country’s overall direc-
tion.®” Such satisfaction may not be an entirely sound metric to deter-
mine whether people trust the CCP more but, as a proxy, it suggests
there probably isn’t a crisis of confidence either.

Some of these conclusions appear to be corroborated by a 2016 joint
study on American and Chinese public opinion by the Chicago Council
on Global Aftairs and Horizon Consulting, China’s leading private—public
opinion surveyor. About 39% of American respondents said their parents
were better off than they were, compared to only 27% of Chinese who
said the same. Chinese respondents were also far more optimistic about
the future than Americans. Nearly two-thirds believed their children will
be economically better oft, while only 11% of Americans believed the
same. Perhaps in another indication of the effectiveness of domestic pro-
paganda, the majority of Chinese respondents believed that China is both
economically and militarily stronger than the United States, aligning with
Xi’s emphasis on “becoming strong.”>8

When it comes to measuring trust specifically, Edelman, the American
public relations firm, has released an annual “Edelman Trust Barome-
ter” since 2001. In the 2019 edition, China topped a 26-market ranking
of average public trust in institutions.>® In 2018, Chinese people’s trust
in their government reached the barometer’s “highest recorded levels”—
84% of the general public and 89% of the “informed public” trusted Chi-
na’s government. What’s more, 68% of Chinese believed that, compared
to business, media, or NGOs, the government is the institution “most
likely to lead to a better future” (see Fig. 6.6).%°

Edelman called these 2018 results “unprecedented in the history of the
study” and “a genuine reflection of the general population’s confidence in
reaction to both economic and social achievements in China.”®! If these
18 years of data are any guide, Xi’s propaganda seems to be succeeding
in rekindling some trust between the Party and the governed.

CONCLUSION

After the rumor mill ran hot with stories of dissension within Xi’s ranks
over summer 2018, the General Secretary returned to Zhongnanhai
seemingly emboldened to double down on his agenda.®? That was mani-
fest in one of his first orders of business, which was to chair the National
Propaganda and Thought Work Conference on August 21-22, 2018.%3
His speech at the conference amounted to a ringing endorsement of the
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Party’s propaganda work under his leadership and of the performance of
Wang Huning and Huang Kunming, both of whom also spoke at the
event.%*

Xi said that “Since the 18th Party Congress, we have placed propa-
ganda and thought work in an important position in our overall work”
and “practice has proved that the Party center’s propaganda policies and
ideological work are completely correct, and the broad masses of officials
on the propaganda and ideological front are completely trustworthy.”6

Whether there was in fact serious elite dissent, Xi did not mince his
words when he declared that his propaganda work was effective in win-
ning over the Chinese public.%® A course change does not appear to be
on the horizon, which means more creative content, more disciplined
messaging, higher production values, increased Party control, and greater
focus on the Internet and new media will continue to be the defining
features of Propaganda in the New Era.

For state-sponsored works such as Amazing China, sequels should be
expected. And like The Godfather, the sequel may turn out to be better
than the original.
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CHAPTER 7

Who Rules China? Comparing Representation
on the NPC and Central Committee

Damien Ma and Neil Thomas

March Madness for China-watchers is the “Two Sessions,” the annual
meetings of the National People’s Congress (NPC) and the national
committee of the Chinese People’s Political Consultative Confer-
ence (CPPCC). Yet, from scripted press conferences! to rubber-
stamp approvals,? these two institutions are often dismissed as political
pageantry of little significance.

Recent scholarship suggests otherwise. Rory Truex argues persuasively
that the rote proceedings and staged appearance of the Two Sessions belie
the real political significance of the NPC.3 In fact, the Chinese Com-
munist Party (CCP) rewards NPC delegates who, throughout the year,
make suggestions that transmit citizen preferences on nonsensitive politi-
cal issues, such as environmental protection, to central policymakers.
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In short, the NPC serves as an information feedback mechanism that
allows the CCP to better “serve the people,” placate anti-government
sentiment at the grassroots, and address grievances from various con-
stituencies. For instance, the Xi Jinping administration this year was
focused on mollifying two interests: the domestic business community
(cutting their entitlement contributions)* and the foreign business com-
munity (passing the new Foreign Investment Law).5 Thus, the NPC
achieves what Truex calls “representation within bounds.”

But who does the NPC actually represent? Who are the 2975 NPC
delegates who descended on Beijing in March 20192 The conclusion of
this year’s a better sense of their identities emerges by comparing sev-
eral demographic characteristics of NPC “representatives,” as compiled
by NPC Observer,® with those of the 375 “policymakers” with full or
alternate membership of the CCP Central Committee (CC), based on
the MacroPolo database.”

Examined below are several different types of representation: geo-
graphic, ethnic, gender, and generational.

GEOGRAPHIC REPRESENTATION®

How much does where you’re from affect how far you go in Chinese poli-
tics? The CC, formally the highest body in Chinese politics, and the NPC,
formally the highest organ of state authority, have quotas that ensure
some degree of equality in the representation of officials who serve in
each province. But many senior officials are not from the provinces in
which they work, so the geographic backgrounds of officials are not nec-
essarily equally represented.

For every CC and NPC member, the government publicizes their
“place of ancestry” (jiguan), which official regulations’ define as being
“the long-term residence of one’s paternal grandfather.”!? It turns out
that some jiguan are significantly over-represented or under-represented
in the NPC and the CC. This finding suggests that people whose families
are from certain provinces are more likely to reach the highest echelons
of political power in China (Fig. 7.1).11

CC members whose paternal ancestors hail from the wealthy coastal
provinces of Zhejiang, Jiangsu, Shandong, and Beijing are over-
represented by at least 50% relative to their provincial populations.'?
For instance, Shandong, China’s second-most populous province, enjoys
jiguan representation almost double that relative to its population size.
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Other provinces that are generously over-represented include Tibet,
Liaoning, Shanghai, and Hebei. Shaanxi, the provincial jiguan of Pres-
ident Xi, is over-represented by 25%.

The most under-represented jiguans on the CC are provinces in the
south and southwest—Guizhou, Yunnan, Guangxi, and Sichuan have at
least 50% fewer members with a local jiguan than should be expected
based on their population size. Guangdong, however, is an outlier. It is a
relatively wealthy coastal province that is under-represented by over 80%.
Despite being China’s most populous province, only five CC members
trace their origins to Guangdong. No CC member has a jiguan in Hainan
province, the island off the southern coast of China.

The pattern of jiguan representation on the NPC is broadly similar
to that in the CC, although representation in the NPC is on average
somewhat more equal than in the CC. For example, there are 10 NPC
delegates whose jiguan is in Hainan. However, some patterns are reversed
in the NPC: politicians with ancestry in Beijing, Shanghai, and Tianjin are
significantly under-represented as compared to the CC, whereas there is
much better representation of those from Anhui, Shanxi, and Sichuan.

ETHNIC REPRESENTATION'

When it comes to minority representation, each of China’s 55 offi-
cially recognized ethnic minorities, which together constitute 8.5% of the
national population,'* has at least one representative in the NPC. Even
the three ethnicities with fewer than 5000 people—the Tatars, Lhoba,
and Gaoshan—ecach have an NPC delegate. When it comes to the CC,
however, a full 38 of the 55 ethnic minorities are not represented at all.
This number includes the Tujia people, who with 8.35 million members
are the largest ethnic group excluded from the CC (Fig. 7.2).

If one considers the representation of ethnic groups on the CC com-
pared to their proportion of China’s population, the picture is mixed for
different minorities. Of those 18 ethnicities with CC members, some are
still under-represented relative to their size, such as the Miao, Manchu,
Yi, and Zhuang peoples—whose numbers range from 8.71 million to 16.9
million.

Minorities in western China, such as Tibetans, Uyghurs, Mongols,
and Hui, are actually over-represented on the CC. Such appointments,
however, are probably intended to co-opt local elites, as those regions’
allegiance to Beijing is a perennial preoccupation of the CCP. As Han
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Fig. 7.2 Only 1/3 of China’s minorities are represented on the Central Com-
mittee (Note The graph shows a representation index that compares the propor-
tion of CC members of a particular ethnicity with the proportion of the national
population of that ethnicity. E.g., A score of 1 connotes perfect representation.
Source MacroPolo and National Bureau of Statistics)

Chinese make up only 85.3% of NPC delegates, relative to 91.5% of the
national population, their under-representation means that almost every
minority is over-represented on the NPC.

GENDER REPRESENTATION

Gender representation cuts across ethnicities. It is well known that Chi-
nese female politicians tend to hit a “glass ceiling” and are significantly
under-represented in the CC. According to previous MacroPolo analy-
sis, the CC is only 8% female, with women comprising less than 5% of
full members.!> But the NPC helps to correct some of this imbalance—
female membership is almost 25%, still well short of equality but three
times better than on the CC. Female representation on the NPC actually
narrowly beats the global average for women!® in parliament and does
just better than the US Congress (Fig. 7.3).17

GENERATIONAL REPRESENTATION"'S

Chinese politics is also ageist, in the sense that experience and seniority
are often prerequisites for advancement up the political hierarchy. The
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Fig. 7.3 Female representation in Chinese legislature aligns with world average
(Source NPC Observer and Inter-Parliamentary Union)
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Fig. 7.4 Average age of Chinese politicians similar to elsewhere (Source
MacroPolo, NPC Observer, Quorum, UNDP)

average age of CC members is 58.8—it’s 59 for US congressional rep-
resentatives'*—while for full members it is slightly higher at 61.2. NPC
delegates have an average age of 53.8, a full five years younger than CC
members, and in line with the global average age for parliamentarians of
53.20 Still, the median age in China is 37, so young people are signifi-
cantly underrepresented, a fact common around the world (Fig. 7.4).

CONCLUSION

What do these data tell us? The NPC is younger, more female, and far
more ethnically diverse than the CC—although both bodies fall short of
achieving equal representation for women and young people. It seems
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nearly impossible for ethnic minorities and women to reach the upper-
most rung of Chinese politics. In addition, the greater demographic diver-
sity found in the NPC seems to support Truex’s theory that the NPC is
an institution that the CCP uses, in the absence of free elections and
widespread polling, to collect valuable information about its performance
from a much wider cross-section of society.

Perhaps a more fundamental finding is that there may be significant
inequality of political opportunity for Chinese whose ancestors come from
different parts of China. In both the NPC and the CC, there are propor-
tionately far more members who trace their lineage to the wealthy coast
than to the poorer southern provinces.

So, the person that you’re most likely to see in the halls of Chinese
political power is a fifty-something Han Chinese man who has familial
ties to the east coast.
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CHAPTER 8

Reluctant Stakeholder: Why China’s Highly
Strategic Brand of Revisionism Is More
Challenging Than Washington Thinks

Evan A. Feigenbaum

At the end of 2016, as Donald Trump prepared to take office as Presi-
dent, I penned an essay for Foreign Affairs magazine on “China and the
World.”! The editor, my friend Gideon Rose, had asked me to respond
to two straightforward questions: Is China a “revisionist” power? And in
particular, does not Beijing’s championing of a new Asian Infrastructure
Investment Bank (AIIB) demonstrate its revisionism?

Well, much has happened since I published that essay in December
2016.

For one thing, the Trump Administration has developed its ow#n answer
to these questions. In White House? and Defense Department strategy®
documents, the Administration has made clear that it views China not
just as a “revisionist” power but as the world’s principal champion of
alternative rules, principles, and structures.

In this telling, Beijing has eschewed the institutions and rules that
have prevailed since World War II, especially those preferred by the
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United States. Instead, it aims to lock in a Sinocentric vision of the world
through parallel institutions, disruptive bilateral initiatives, and a rewriting
of global rules.

Some administration officials have gone further in their public state-
ments. Take former Secretary of State Rex Tillerson. He displayed a rea-
sonable grasp of history,* but absolutely zero sense of irony, when he
praised the Monroe Doctrine in a speech about Latin America,® then
warned the region to beware the “imperial” ambitions of you-know-who.

Treasury Secretary Stephen Mnuchin, meanwhile, has cautioned pretty
much every country against taking China’s money. Chinese infrastructure
lending, he (correctly) notes, lacks transparency.® But Mnuchin extends
that argument about transparency into something more like a rap sheet:
take Beijing’s money, he warns, and risk being trapped in a debilitat-
ing cycle of debt—something that has led to asset-stripping by Chinese
practitioners of what the National Defense Strategy calls “predatory eco-
nomics.”” This, in turn, could undermine governance principles champi-
oned by the International Monetary Fund (IMF).

In recent weeks, the administration’s nominee for Pacific Command,
Admiral Philip Davidson, has taken that argument to its logical conclu-
sion. In testimony to Congress, Davidson came pretty close to calling
Chinese infrastructure plays a tool of anti-democratic subversion.®

In this changed context, it seems like a good time to take a long look
back at my 2016 essay. I still see a lot more complexity than these many
strategies, statements, and speeches do.

Here are six important things Washington is missing. Thinking
through the implications of these could help the United States to com-
pete more effectively.

IT’s TouGH TO CRITIQUE ANOTHER
CoUNTRY’S OBVIOUS REVISIONISM
WHEN YOU’RE A REVISIONIST YOURSELF
China 75 moving in some very troubling directions. But in the 16 months

since I wrote my essay, the United States—and for that matter, some of its
trans-Atlantic partners—has a/so changed in at least three notable ways:
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First, while much of the pushback against Chinese activism has been
framed as a conservative defense of prevailing rules and institutions, there
is nothing either conservative or defensive about the political sentiment
that now prevails in some Western capitals. Trump’s Washington. Brexit
London. A potential Five Star government in Rome. A Berlin that now
has the far-right AfD as the third-largest party in the Bundestag. These
signal not a doubling down on prevailing institutions, modes, and rules
but an underlying desire by some governments—and many more in their
electorates—to actually change them.

Second, the United States has long been the principal champion of
trade multilateralism and, in recent years, of regional approaches to liber-
alization too. Now, the United States is moving briskly away from both
of these, favoring instead a firm preference for bilateral agreements and
managed trade. In fact, the politics of trade in Washington now raise seri-
ous questions about whether the United States can ever again undertake
a large-scale multilateral deal.

Bluntly put, this has changed Washington’s trade policy—and percep-
tions of and reactions to it—very considerably from 16 months ago. It
is often noted that the administration has abandoned the Trans-Pacific
Partnership (TPP) in a probably fruitless pursuit of bilateral agreements
in Asia. But that isn’t the only thing that has changed. Washington is also
reemphasizing pre-WTO instruments (sensibly, in my view, but nonethe-
less to the chagrin of most of its partners). And it seeks to impose penalties
and offer incentives in a mostly bilateral, not multilateral, context.

Third, this has meant a return to managed trade—a throwback
resented by many and encapsulated, most recently, by the multiple sep-
arate bilateral negotiations that Washington has conducted with its allies
for tariff exemptions. And here’s the irony: the United States is pursuing
throwback approaches with the very partners it seeks to enlist against Chi-
nese rule-breaking. Take Japan: Tokyo shares American concerns about
China but has seen the United States withdraw from TPP in favor of
a managed approach to trade that looks eerily similar to the US—Japan
structural impediments initiatives of the 1990s. Nor does Washington
favor other approaches that its Japanese ally now champions.
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CHINA Is A REVISIONIST POWER
BUT NoT A REVOLUTIONARY ONE

This distinction may sound too cute by half, but it is a distinction with
a difference. China is emerging as a disruptive force on the international
stage. For thirty years, it was encouraged to join international institutions
and subscribe to their norms. Now, having joined them, it seeks, like most
major powers, to leverage its seat at the top table to support its national
interests.

But this is not even one iota surprising.

As China’s military, economic, and financial power have grown, it has
been patently obvious that Beijing would not accept all global institu-
tions, rules, standards, and norms exactly as they are configured today.
And importantly, this would be true even without Xi Jinping in power.
China’s sheer size, weight, and self-perception of its interests will invari-
ably lead it to expect changes in the governance of international institu-
tions and, in some cases, to their underlying rules.

Yet the proposition that China aims to construct a “paralle]” order of
competing institutions, rules, and initiatives to subvert, and perhaps even
replace, the postwar international system both misstates and understates
the challenge China actually poses.

It misstates the challenge because it lacks historical perspective and
institutional memory. A “disruptive” China is not, after all, a “revolu-
tionary” China. And we know this because we have seen precisely such a
China in the very recent past.

Less than fifty years ago, in the 1960s, Mao Zedong’s China actually
did seek to overturn the architecture of the international system. Bei-
jing opposed nearly every global institution. It promoted internal, often
violent revolution against established governments from Bolivia to Bor-
neo. It argued for an “anti-capitalist” order. When it entered the United
Nations in 1971, the West’s biggest fear was that Beijing would disrupt
and undermine the organization. And China isolated nearly every aspect
of its own economic and social systems from outside influences and global
trends, restricting flows of goods, capital, people, technologies, and infor-
mation almost completely.

Americans have largely forgotten what the world was like when China
sought—and in many areas, achieved—a functional autarky. But today’s
China is, quite obviously, not that China. And in the case of the AIIB, a
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China-backed institution has, in many ways, ended up aping and adapting
practices from existing institutions.

But if many critics overstate what China is #ot, they also understate
what China actually ss—a stakeholder in existing institutions and rules but
a habitually reluctant, seldom satisfied, and frequently ambivalent one, at
best.

This means the challenge to Washington is far more complex than if
China actually 4id seek to overturn the international order wholesale.

To put this pithily, China accepts most forms but not necessarily our
preferred norms. And that disconnect between forms and norms means
that Beijing’s revisionism and demands for change often play out within
the existing international framework.

This, in turn, means we risk misidentifying the problem.

China’s strategy is actually one of portfolio diversification, not the
replacement of institutions and systems. Beijing aims to give itself
options—and by extension, leverage—not least to push for reform of
these various groups and a larger role for itself and its preferred outcomes
and standards.

To illustrate, look at the multilateral development banks: Beijing has
not only joined but supports with financial muscle all of the prevailing
development institutions, both globally and in Asia. It is the number-three
shareholder in the Asian Development Bank—the very institution it is said
to be “destabilizing” with its sponsorship of the AIIB. When China has
endorsed new structures, such as the New Development Bank and BRICS
contingency reserve arrangement, it has simultaneously made sizeable
replenishment contributions to the IMF, where it now has nearly three
times the voting weight of Canada, about a third more than Britain and
France, and only a whisker less than Japan.? Beijing has joined regional
development banks in Europe, Latin America, and Africa. It has tran-
sitioned from a net borrower to a net contributor in the International
Development Association (IDA) and other institutions.

And then there is the AIIB, where China wields a veto—there, Bei-
jing’s “alternative” institution has struck up partnerships and cofinance
arrangements with every other leading MDB, including the Islamic
Development Bank, African Development Bank, Asian Development
Bank, World Bank, and European Bank for Reconstruction and Devel-
opment.

To put this somewhat pointedly, China s a revisionist power but one
that is both highly strategic and carefully selective in its revisionism.
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In the maritime domain, for example, it seeks to advance its territorial
claims by challenging international law and customary practice. In the
cyber domain, it is promoting a distinctive vision of cyber sovereignty.
But in the majority of instances and institutions, Beijing pursues structural
change by demanding changes to the existing tramework.

And a more ambitious China cannot, by definition, be a “status quo”
power, in any case. The same could be said of some other emerging pow-
ers. Merely by seeking a greater role, heftier voting weight, extra chairs,
and expanded shares, Beijing is, by definition, attempting to force struc-
tural changes and achieve gains relative to the established powers, espe-
cially America’s European partners.

China is no revolutionary, then, yet it is determined to gain leverage
in almost every prevailing institution and rule-making body.

AMERICAN Poricy Dip Not “MISTAKE”
THE IMPLICATIONS OF CHINA’S RISE

Frankly, “portfolio diversification,” as opposed to wholesale replacement,
will make it harder for America to simply get its way. Washington needs
strategy and foresight, above all. But in recent months, I’ve read three-
dozen articles that claim America has compounded its own problem by
“failing” to anticipate this Chinese challenge and, in effect, missing the
boat on China’s desire to undermine and replace the existing order.

Frankly, that, too, is ahistorical.

China’s brand of revisionism is not at all surprising—first, because
leveraging structures and rules to own advantage is among the most pre-
dictable behaviors of major powers, but second, because China’s intensi-
fying demands were not, in fact, unanticipated by prior administrations.
The United States has seen precisely such a Chinese challenge coming.
And in the decade of the 2000s, when I served in the George W. Bush
Administration, I saw firsthand how Washington tried to get out in front
of it.

Let me illustrate with some examples from my own experience:

In September 2005, I was responsible for East Asia on Secretary of
State Condoleezza Rice’s Policy Planning Staff. My then boss, Deputy
Secretary of State Robert Zoellick, delivered an important conceptual
speech that came to define much of the debate about China’s global role
in the ensuing decade, but which has sometimes been misconstrued or
misinterpreted.!?
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Zoellick began his so-called “responsible stakeholder” speech by not-
ing that US policy, through seven presidents from Richard Nixon to
George W. Bush, had sought to “integrate” China into the international
system. But with China having acceded to the World Trade Organization
(WTO) in 2001, that process was largely complete. Structurally speaking,
Zoellick argued, China already was “in.” Beijing had joined most of the
major institutions, and, on paper, subscribed to the major treaties and
protocols from ozone depletion to chemical weapons.

Zoellick’s conclusion was that American rhetoric about China lagged
at least five years behind the new realities of Chinese power. So US policy,
he argued, needed to change dramatically as a result.

The shift Zoellick advocated was to deemphasize structure and instead
emphasize Beijing’s conduct and behavior. The proper question for US
policy, he implied, was no longer whether China was “in” or “out” of
this or that institution or rule, but rather whether Beijing supported and
sustained through its actions, even as it might demand to adapt, those
aspects of the international system that had enabled its own success.!!

Zoellick put this point pretty bluntly, deploying a now-famous catch-
phrase: “It is time to take our policy beyond opening doors to China’s
membership into the international system. We need to urge China to
become a responsible stakeholder in that system.”

From my vantage point, at least, the Bush Administration clearly sensed
from its earliest days an impending challenge from Beijing. So it tried to
get in front of] shape, and steer China’s emerging energies.

One reason for this was that Washington faced a gathering problem
with China in the mid-2000s: Beijing’s power and capacity for action
were growing, yet China was, in many areas, taking a big fat free ride as
a consumer of the security and stability the United States was working to
provide.

One way to think about this challenge is to turn Zoellick’s catchphrase
on its head. The logical opposite of a “responsible stakeholder” is an “irre-
sponsible free rider.” And since the administration had no interest what-
soever in encouraging China to be an irresponsible free rider, it made
sense to encourage its logical opposite.

By late 2005, as President Bush swung into his second term, China was
developing a truly global footprint for the first time since its revolution-
ary foreign policy of the 1960s. So Washington had every good reason
to push Beijing to act as a stakeholder in the system it had joined, not
continue to free ride on its benefits.
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Operationally, the United States confronted specific examples of this
challenge from Beijing nearly every day throughout the decade of the
2000s. And since I worked on quite a few of these, I saw how debilitating
they could become at the ground level:

In 2001 and 2002, for instance, my boss on the Policy Planning Staff,
Richard Haass, was dual-hatted as the US coordinator for Afghanistan
policy. As a neighboring country that shared a continental border
with Central Asia and was a member of the Six-Plus-Two group on
Afghanistan, China derived security and counterterrorism benefits from
the war against the Taliban and al Qaeda.

But while China made modest financial contributions at international
donors’ conferences in Tokyo and The Hague, it contributed little to the
effort when weighed against its capacity and interests. And it tended to
make its contributions unilaterally rather than in coordination with us and
other donors.

But because Washington pressed, changes happened.!? So where Bei-
jing had made its Afghanistan pledges unilaterally, its initial pledges to
Iraq, by contrast, were made multilaterally and in coordination with the
United States and other donors, as was Beijing’s participation in the pro-
cess of Iraqi debt forgiveness.

By 2006, I had become the Deputy Assistant Secretary of State for
Central Asia, the principal day-to-day official for the region. Among other
challenges I inherited was the bitter taste left by China having most
unhelpfully joined Moscow and fellow members of the Shanghai Coop-
eration Organization (SCO) in a 2005 statement that called for a “final
timeline” to end coalition operations in Afghanistan.

From Washington’s perspective,'? this highlighted Beijing’s propensity
to mouth empty slogans while enjoying the benefits of a free ride on the
security and stability America was spending blood and treasure to provide.
In that instance, too, Washington sat on Beijing (and countries in Central
Asia), urging them never again to repeat this statement—and, better yet,
to step up to the plate with tangible or enhanced contributions to the
international effort.

A third example from this period was Beijing’s quixotic effort to “lock
up” energy supplies through equity hydrocarbon investments in Africa
and Central Asia by Chinese state-owned firms. China was hardly the first
power to embrace neo-mercantilist energy investments overseas. But amid
volatile global oil and gas markets, it held the potential to disrupt global
stability—a point Zoellick specifically highlighted in his speech.
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DoMESTICALLY, CHINA’S LENINISM MATTERS;
EXTERNALLY, ITS TRADITIONALISM MAY MATTER MORE

Looking back on all this a decade later, this adjusted way of thinking
about China still strikes me as ahead of trend.

For one thing, Zoellick’s speech focused on China’s global role &efore
that role grew exponentially in the late 2000s and the decade of the
2010s. In that sense, he was prescient.

But China today is a changed country. It has more problems, but also a
lot more capacity. Despite a growth slowdown and a crying need for struc-
tural reform, its $1 trillion economy upon entering the WTO in 2001
has become a $14 trillion behemoth (measured in nominal GDP). Its
$220 billion in foreign exchange reserves in 2001 have ballooned over the
same period to a staggering $3 trillion. Xi Jinping has injected a sharper
edge and greater ambition to Chinese statecraft, not least through his
advocacy of new institutions, such as the AIIB, and the massive “Belt and
Road” infrastructure scheme.

In this context, US efforts to adapt—but also defend—the existing
architecture are surely going to be more difficult than many in Washing-
ton presume:

One reason is that China rejects the trans-Atlantic preference for a lib-
eral bias to the existing system but not “international order” per se. In
other words, it subscribes to much of the existing order but not our desire
to lock in a liberal bias.

It is often argued that China rejects these liberal norms internationally
because it has an illiberal, Leninist government at home. But that is just
one part of the story.

In fact, the Communist government’s skepticism of the application of
liberal ideas internationally reflects not just its Leninism but also its deep-
seated foreign policy traditionalism. The roots of this lie squarely in the
1990s—tully two decades before Xi Jinping, a committed Leninist, took
power.

Post-Cold War shifts, especially the NATO intervention in the Balkans,
caused China and the West to diverge on many of the bread-and-butter
issues of international relations: How should the international system be
organized? Can states legitimately intervene militarily in another state—
as for instance, the United States and NATO did through humanitarian
interventions in the Balkans and elsewhere? What is the proper role of
security alliances in a post-Cold War world? Does globalization erode the
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role of the state and, especially, of sovereignty? Who gets to decide how
to interpret and apply international law?

On these questions, Beijing’s preferences in the 1990s began to diverge
sharply from the American view of international statecraft, especially in its
post-Cold War variant. And one issue in particular shaped and defined
these evolving Chinese preferences—Beijing’s preoccupation with its ter-
ritorial claims, especially to Taiwan.

When the United States intervened in the Balkans, Panama, and Haiti,
Beijing’s preoccupation with its own territorial claims hardened into a
view of sovereignty and nonintervention that many in the United States
and Europe view as antique. Likewise, when the United States relied
on NATO in the Balkans, bypassing the UN Security Council where
China (and Russia) could wield the veto, Beijing’s inherent skepticism
of alliances seemed to grow.

Much of China’s revisionism, therefore, is aimed squarely at a trans-
Atlantic version of international order. But on sovereignty and territori-
ality China is speaking the language of many other countries, particularly
the “global south.”

The second example of China’s traditionalism is what I earlier termed
“portfolio diversification.”

The decade of the 2000s was an inflection point. By 2010, China had
begun to embrace a handful of “parallel” structures, such as the SCO and
the BRICS. These groups assembled members, such as China, Russia,
and the Central Asian states, that lack a commitment to liberal values
at home. But these countries are also suspicious of it as an organizing
principle abroad. And in that particular aspect, they are joined by some
democracies, including, I would argue, even democratic India, that do
not view it as the singular organizing principle of international statecraft.

And yet ironically, even as Beijing embraced these parallel structures,
its enthusiasm for the more traditional groups—groups that are core insti-
tutions of the liberal order—actually grew, not lessened.

China pursued bigger stakes in the World Bank and IMF at the 2009
Pittsburgh G20, and joined more of regional multilateral developments
banks in Latin America and Africa. Beijing developed a $2 billion cofi-
nancing fund with the Inter-American Development Bank and ramped
up its role in UN peacekeeping operations.

As I argued in 2016 in Foreign Affairs, China’s goals in shifting to this
more diverse approach are presumably fourfold: to (1) hedge its commit-
ment to existing groups and rules lest they turn against Beijing; (2) give



8 RELUCTANT STAKEHOLDER: WHY CHINA’S HIGHLY STRATEGIC ... 123

China leverage to demand faster and deeper reforms to existing struc-
tures; (3) “democratize” international governance by working with India
and other emerging powers to establish groups not led by the G7 indus-
trialized democracies; and (4) put Washington on notice that Beijing has
the capacity and will to generate alternatives if its calls for reform and
change are not respected.

The AIIB, in some sense, exemplifies this more diverse Chinese
strategy.

The third example of Beijing’s traditionalism is its frequent argument
that institutions should reflect current power realities, not the legacies of
decades past. It is obvious enough that China and India have risen while
Belgium and the Netherlands have declined in relative terms. But here’s
the rub: enhancing China’s role while reducing the “Western” footprint
has significant implications for the effort to lock in a liberal bias within
structures and rules.

The fact is, by reducing the European footprint to ensure that various
groups better reflect the power realities of 2018 not 1948, they inevitably
become less reliant on the trans-Atlantic powers.

As a result, Washington has faced a growing contradiction between
its strong preference for liberalism and its growing need for functional-
ism—the more “Western” an institution, the more liberal it is but the less
representative and thus potentially less functional it may be. The transi-
tion from the G7 to the G20, and the failure to adjust the membership of
the International Energy Agency (IEA) (whose voting shares have been
weighted to 1973 consumption) well illustrate this challenge.

CHINA HAs LEVERAGED PAN-ASIAN IDEAS
THAT OTHERS ACTUALLY INVENTED FIRST

So much for global institutions. Then, there is Asia, where the United
States has withdrawn from TPP and rejected regional approaches even
as efforts have been underway for decades to organize some of those
approaches on a pan-Asian basis, excluding the United States.

China is not the only country to have been implicated in that effort.
Asia has repeatedly flirted with preferential trade and financial arrange-
ments, as well as regionally based regulations and standards, without
American participation.
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It has become fashionable to ascribe efforts to build pan-Asian groups
to rising Chinese assertiveness—or, more precisely, to Chinese ambition.
But once again, that captures just one part of a more complex story.

China’s advocacy of pan-Asianism has been effective precisely becaunse
it draws off a deep well of sentiment and experience across Asia. The
region boasts long traditions of pan-Asian ideas, ideologies, pacts, and
negotiations—the subject of a Council on Foreign Relations monograph
I coauthored with my friend, Bob Manning, in 2009.1% And this was well
underway before China is said to have become “assertive” in Asia, indeed
when Xi Jinping himself, that great champion of assertiveness, had only
recently been promoted up from the provinces.

Contemporary Asian regionalism—the desire to forge at least some
cohesion out of the region’s enormous diversity—has deep roots. It has
found expression across Asia, in many countries, and over several decades.

Japan, for instance, is a close US ally, suspicious of the rise of Chinese
power, and has a strong trans-Pacific identity. Still, Japan’s bureaucracy
has incubated a variety of pan-Asian ideas, especially with respect to mon-
etary integration. Before there was an AIIB, there was Japan’s proposal
of an Asian Monetary Fund, which helped give rise to today’s Chiang
Mai Initiative of bilateral currency swaps among Southeast and Northeast
Asian countries.

In the 1990s, the United States could squash such incipient region-
alism. But relative power balances have changed considerably since then.
Worse, the US withdrawal from TPP has fueled perceptions across Asia of
American protectionism. Viewed through this frame, Beijing’s proposal
of the AIIB (and probably other ideas yet to come) cannot be so casily
squashed since they lie squarely in a longer pan-Asian tradition.

American policymakers make much in speeches today about indebt-
edness to China and the potential for Beijing to exact a steep price in
exchange for its loans. But the IMF itself was hardly popular in Asia not
long ago.'® Many in the region, especially in Southeast Asia, reacted badly
when Washington refused to bail out Thailand in 1997, just three years
after bailing out Mexico. And for many Asians, the most enduring image
of the crisis is a photograph of IMF managing director Michel Camdessus
standing, arms crossed over a seated Indonesian president Suharto, his
head bowed, as he was compelled to sign onto the IMF’s terms for finan-
cial support.1©
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The biggest takeaway is that when Washington absents itself (or merely
shows disinterest in the region’s concerns), Asians will grope for their own
solutions.

This is precisely what happened with the TPP after American with-
drawal. The United States frequently argues that Asia will pay a big price
for failing to confront China. Actually, the United States stands to pay a
far steeper price for creating, and then abetting, a vacuum. It is no surprise
that the eleven remaining TPP parties completed the agreement without
Washington: for all their tensions with one another, forging agreement
on pan-Asian rules beats both “Chinese” rules and no rules.

WHINING [sSN’T COMPETING

Finally, that brings us to the Belt and Road (BRI) infrastructure initia-
tive that has become the principal target of Mr. Mnuchin’s and Admiral
Davidson’s ire.

BRI is widely viewed as an attempt to foster dependence on China’s
economy, with potential strategic and even military effects. And there is
something to that argument. Still, Beijing is succeeding, in part because
it is borrowing and adapting ideas long advocated by others, including
the Unaited States.

Ironically, in the 2000s, the other foot wore the shoe. Instead of the
United States condemning China’s BRI, it was Beijing that bombasti-
cally condemned Washington as a “schemer.”!” America’s “crime”? Dar-
ing to envision a “Greater Central Asia” and making efforts to connect
Asia’s subregions through infrastructure, policy coordination, and project
finance.

This context strikes me as very important. The regrowth of economic
connections across Asia’s disparate subregions is a function of the choices,
actions, and capabilities of many states, including Japan, South Korea,
and India. It is not a Chinese invention, did not begin only in 2013,
and did not spring from Xi Jinping like Athena from the head of Zeus.
Indeed, China was part of this connectivity effort even before it launched
the Belt and Road, breaking Russia’s monopsony on Central Asian oil
and gas with pipelines from Kazakhstan and Turkmenistan, an onshore
production sharing agreement in Turkmenistan, and dozens of projects
around the world.

Why do others’ efforts matter? Well, the ADB and the World Bank, for
instance, have undertaken longstanding efforts on roads and power lines
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in Asia. The ADB’s CAREC program (which happens to include China)
has been promoting six connectivity corridors—“linking the Mediter-
ranean and East Asia”—for two decades.'® Does the idea of “linking the
Mediterranean and East Asia” sound anything like Beijing’s sloganeering
on behalf of the BRI? It does.

Here’s another example from my own experience: The Bush Admin-
istration actually reorganized the State Department around a connectiv-
ity concept in 2005, when it moved the countries of Central Asia out
of a westward-facing European bureau into an Asian-facing bureau that
included India, Pakistan, and Afghanistan. During those years, Secretary
of State Condoleezza Rice and her team developed a variety of US-backed
ideas for regional infrastructure integration, most of them premised on
leveraging the strengths of the international financial institutions and the
ongoing efforts of many partners.

This included Japan, whose role remains notable—it has been Tokyo,
not Beijing, which is playing the dominant role in project finance in India,
for example, including building the Delhi-Mumbai Industrial Corridor,
the Delhi Metro and the development of high-speed rail for Indian Rail-
ways.

Then there is the sheer “Asianization” of Central Asia, which owes as
much to the retreat of Russian economic power and relative ebbing of
Moscow’s primacy as it does to the arrival of Chinese trade and capital.

What I’'m trying to say is that the “challenge of China’s new activism”
is more complex than the BRI being some sort of binary counterpoint to
the United States. Rather, we need to enlarge our framing of the strategic
problem:

The United States risks being marginalized by an organic process
through which numerous Asian states, including but not limited to China,
are reintegrating East, Central, and South Asia through the direction of
trade, capital flows, infrastructure, and new pan-Asian pacts and agree-
ments. More often than not, this is happening without American involve-
ment.

Gradually, but inexorably, the region is becoming more Asian than
“Asia-Pacific,” especially as Asian economies look to one another, not just
the trans-Atlantic West, for new economic and financial arrangements;
more continental than szb-continental, as East and South Asia become
more closely intertwined; and, in its continental west, more Central Asian
than Ewurasian, as China develops its western regions and five former
Soviet countries rediscover their Asian roots.
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Insufficiently, in my view, the US response to this has mostly been to
complain about the Belt and Road. Even without the Belt and Road, the
United States was already increasingly out of the picture.

My own view is that Washington can and must do better.

For one thing, American policymakers need greater discretion and bet-
ter judgment about when and where to pick their fights.!” In the case
of the AIIB, for example, the United States went to the mat, contest-
ing a Chinese initiative in a functional area where existing structures
were clearly insufficient and the United States itself offered no distinctive
model. It turned China’s proposal of a multilateral bank into a bilat-
eral test of wills but without the leverage to stop Beijing from moving
forward. Worse, Washington badly misread the sentiment of some of its
allies.

Here are some final takeaways:

One, like Don Quixote tilting at windmills, it is futile for the United
States to try to write China out of Asia’s story. And this would be true of
any China, not just Xi Jinping’s assertive and nationalistic China.

One reason for this is cartographic: China borders every subregion of
Asia—Northeast, Southeast, Central, and South. The United States does
not. Neither does any other big Asian player.

Another reason is financial: even if China cannot ultimately deploy the
billions of state-backed project finance it has pledged to the Belt and
Road, it can still drop plenty of meaningful money into countries all over
Asia where the United States and its firms are largely invisible. To reject
and battle against every instance of China’s effort to foster connectivity,
then, would require Washington to fight both geographic and economic
gravity.

A more realistic way to counterbalance the spread of Chinese power,
especially in Asia, is to be more successful at bolstering America’s own
power, presence, initiative, role, relationships, and arsenal of military, eco-
nomic, and technological tools. And it can best do this in concert with
other partners who have stepped into the vacuum created by US absence,
disinterest, protectionism, and worse.

That is why the recent Trump Administration effort to coordinate
infrastructure priorities among the United States and Japan and the
United States, Japan, and India is so welcome. So, too, is a development
finance reform bill making its way through Capitol Hill, which aims to
make it easier for US firms to manage and mitigate risk in tough business
environments.
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To compete in geopolitics—as in sports, business, and life—one needs
to actually compete. Washington has to outperform the Chinese compe-
tition, not just belittle and whine about it.

There is certainly a deep suspicion of Chinese intent across Asia today.
But I have seen enough from every subregion of Asia to know that
the United States will not get far by telling third countries that they
should forestall deepening their economic relationships with China. For
nearly every country, and especially the smaller ones, that is an impractical
choice, and therefore will be rejected.

And that is not all. Trashing China’s initiatives while failing to counter
and compete with them signals other capitals that their countries are of
little interest to the United States on their own terms. Their takeaway will
surely be that the United States pays attention to them only in the context
of its strategic competition with China. That is a poor message indeed.

The recent US approach, whether to BRI or to AIIB, risks invit-
ing comparisons, both implicit and explicit, between what Washington is
offering and what Beijing is offering. The United States is diplomatically
challenged and commercially weak in around two-thirds of the Eurasian
continental landmass—including many countries in Central Asia, South
Asia, and mainland Southeast Asia. Sadly, then, the comparison will often
benefit Beijing not Washington.

I have written elsewhere about how the United States could be more
proactive in Asia, not reactive. But in responding to BRI, at least, it’s
important when designing US policies not to compare American apples
to Chinese oranges. America isn’t China. For instance, it doesn’t have
state-backed firms that it can leverage through billions channeled through
state-backed policy banks.

So Washington should be better leveraging its uniquely American
strengths—technology, innovation ecosystems, STEM education, connec-
tions to the global capital markets, best in class services and other firms,
and so on.

It will be harder to deploy that leverage in the context of messages that
say “America First.” American business remains crucial, especially in East
Asia. US companies have invested more than $200 billion into the ten
ASEAN countries of Southeast Asia alone. But what is at stake is not just
business but rules, norms, standards, and strategic momentum.

Ultimately, at the political level, Washington spends far too much time
playing defense against Beijing. As Asia becomes more integrated, the
United States will become progressively less relevant in many parts of
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the region—in Central Asia, in most of South Asia except India, and in
mainland Southeast Asia, as noted above.

Within a generation, Americans could find their firms at a competitive
disadvantage in a part of the world that will constitute as much as half of
the global economy. Americans could become bystanders to the economic
and strategic dynamics quickly reshaping this region.

The fact is, China is going to continue proposing initiatives like the
Belt and Road. So the United States needs to get off its back foot and
onto the initiative.

The United States can work with China but that needs to happen in
the broader context of strategy and policy in Asia. And this includes lever-
aging the many initiatives and partnerships from Japan to Singapore that
should also aim to promote economic expansion and connectivity. Ulti-
mately, the best adaptation to China’s new activism is a stronger offense,
not perpetual defense.
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CHAPTER 9

For Company and for Country: Boeing
and US—China Relations

Neil Thomas

When Henry Kissinger embarked on his secret mission in 1971 to lay the
groundwork for President Richard Nixon’s historic trip to China, he was
shuttled from Islamabad to Beijing in a Boeing 707.! When Chinese Pres-
ident Xi Jinping arrived in Washington, DC in 2015 for a state visit, he
stepped off a retrofitted Boeing 747 emblazoned with Air China insignia.

In those intervening 44 years, Boeing had been the preferred aircraft
for every American and Chinese head of state between Nixon and Xi.
In fact, every Chinese leader since Deng Xiaoping has visited Boeing’s
factories outside of Seattle.?

Boeing is hardly a nation-state, but perhaps no company exemplifies
the complex and nuanced layers of the US—China relationship as much
as this American multinational, the world’s largest acrospace company.3
From hiring a Chinese student as its first engineer in 1916 and cofound-
ing China’s first aircraft manufacturer in the 1930s, to the latest debates
on trade and technology transfer, Boeing’s story is a unique window onto
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@ China revenues Commercial airplanes revenues minus China revenues

Fig. 9.1 Chinese market revenues grew to almost 20% of Boeing’s Commercial
Aircraft Revenues (Note Boeing’s revenue from China is derived predominantly
from sales of commercial airplanes. Source Company Reports)

the forces that have both fortified the bilateral relationship and might now
pull it apart.*

As the Cold War ended, Boeing became a leading advocate of eco-
nomic globalization. After all, the company has long been the United
States’ biggest exporter by dollar value, built supply chains around the
world, and makes a product whose very purpose is to link distant corners
of the globe.®> It was only natural that Boeing would be fully invested
in this international system that the United States was seen to lead—its
business depended on globalization.

A significant part of globalization was integrating China into that inter-
national system. Boeing, as one of the earliest beneficiaries of the US-
China rapprochement under Nixon, played a starring role both in pry-
ing open markets in China and in American debates on China’s eventual
accession to the World Trade Organization (WTO).

Assuming an outsized role in bilateral relations meant the company
both reaped rewards and suffered consequences. Beijing has regularly
played Boeing against Airbus, its European rival, by turning its market
power into bargaining power during commercial negotiations.

Four decades since the formalization of US—China relations, China has
grown to become Boeing’s most important national market except the
United States (see Fig. 9.1). But with plans for its own commercial jet-
liner, China is also the only country that could upset the global aviation
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duopoly that Boeing and Airbus have long enjoyed. This development is
forcing Boeing to balance Chinese demands for technology transfer with
protecting its bottom line and future prospects.

Yet Boeing’s increased dependence on China is reciprocated by the
country’s continued dependence on the company’s planes to fly not just
its leaders but also hundreds of millions of Chinese citizens. Even as Bei-
jing aspires to build a world-class commercial aviation industry, Boeing
and Airbus still dominate.®

Irony would have it that for a company whose Chinese market entry
was made possible by an American strategic pivot during the Cold War,
Boeing’s fortunes in China may now depend on whether the specter of a
new economic winter becomes a reality.

Boeing’s place in US—China relations shows how structural changes in
the international system over the past five decades have affected the com-
mercial calculus of a powerful multinational firm. Of course, Boeing was
not the only actor affected by these sweeping changes. But understanding
how this major player sought to adapt to the evolving environment yields
valuable insights into commercial diplomacy, US—China politics, and how
the future dynamics of globalization might be shaped.

THE FIrRST SALE: BOEING AND COLD WAR STRATEGY

When Nixon went to China in 1972, the American president “person-
ally approved” a request from Chinese leaders to buy ten B707s, accord-
ing to his interpreter Chas Freeman.” The White House’s decision was
motivated not simply by commercial considerations but also by Cold War
maneuvering against the Soviet Union. This would not be the last time
that Boeing had a hand in broader geopolitical machinations.

In the Nixon administration’s view, the Boeing sale would weaken Chi-
na’s dependence on Soviet planes. Such a deal would signal to Moscow
that Washington could help Beijing “become a strong, modern industrial
state—on Russia’s flank—much faster than she could without American
aid.”® Aligning Washington and Beijing against Moscow was a strategic
imperative shared by Nixon and Mao, and this move trumped US con-
cerns over technology transfers.”

While the Nixon administration dangled business opportunities as
geopolitical leverage against the Soviet Union, China became the only
Communist country except Yugoslavia to have US jetliners in its civilian
fleet.!0 Perhaps The New York Times captured this sentiment best when
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its editorial board argued “the Chinese are entitled to buy products of
advanced American technology even when...these products could have
ancillary military significance.”!!

At the same time, the United States found an eager customer in China,
whose civil aviation industry was in total disrepair. It was estimated that
China’s civil aviation fleet included only 350-500 planes based on Soviet
designs, many of which were “obsolete and inefficient.”!? It was no sur-
prise that American airline executives saw China as “one of the biggest
untapped markets in the world for commercial aircraft.”!3

Sensing that international competitors were ready to pounce on the
Chinese market, Boeing hastily dispatched a delegation to Beijing just
two weeks after Nixon’s visit. On September 9, 1972, two months after
the White House granted Boeing an export permit, the company closed
a deal with the Civil Aviation Administration of China (CAAC).!*

The 125-page contract, which took five months of “most arduous”
negotiations, stipulated that China would buy ten B707s, along with 40
Pratt & Whitney jet engines, for $150 million.!> As part of that deal,
Boeing agreed to train Chinese flight crews in Seattle and operate a flight
training facility in Shanghai.!® At the time, China suffered from severe
shortages of qualified pilots, air-traffic controllers, and maintenance tech-
nicians. An observer wrote presciently that China’s need for jets, parts,
and technology meant this sale was “the beginning of what could be long-
time dependence on the United States in this field.”!”

Boeing’s first sale to the People’s Republic of China came at a pivotal
time for the US aviation industry. Military contracts were trailing off as
the Vietnam War drew to a close, while commercial exports to developing
countries began to flourish. Aviation industry exports more than doubled
between 1970 and 1974 to $6.8 billion, and the superior efficiency of
Boeing aircraft saw the company establish itself as the global industry
leader.'® From the 1970s onwards, Boeing gradually outcompeted other
manufacturers and hastened the market exits of once iconic plane-makers
such as Fokker, Lockheed, Hawker-Siddeley, and later McDonnell Dou-
glas.1?

Its rising dominance in commercial aircraft meant that Boeing was
well-placed to capitalize on the opportunities that Nixon’s opening to
China afforded. Even before the normalization of diplomatic relations
in 1979, China’s enormous market and competitive exports created “a
significant amount” of bilateral trade, which swelled from a mere $4.9
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million in 1971 to $900 million in 1973.2° Moreover, business con-
tacts kept expanding through successive administrations, particularly after
Deng Xiaoping initiated “reform and opening” in 1978.2!

Aviation was a key pillar of this burgeoning trade. In December 1978
Boeing signed a second $156 million contract with China to deliver three
B747 jumbo jets, which could fly nonstop between the United States and
China.?? By December 1980, Pan Am had started the first commercial
flight service between the two countries since 1949.%3

Businesses were more or less left to their own devices as they began
forging ties with China. Although Nixon administration officials helped
establish the US-China Business Council, of which Boeing was a founding
member, and which today remains a prominent advocate for commercial
engagement, the US government at the time largely stood in the back-
ground when it came to commercial relations.?*

That’s because presidents Nixon, Gerald Ford, and (eventually) Jimmy
Carter mainly viewed relations with China through a strategic lens and
took little interest in its internal governance. Nixon had told Mao in
1972, “What brings us together is a recognition of a new situation in
the world and a recognition on our part that what is important is not
a nation’s internal political philosophy. What is important is its policy
toward the rest of the world and toward us.”2° Kissinger, too, confessed
to Mao that “Our interest in trade with China is not commercial. It is to
establish a relationship that is necessary for the political relations we both
have.”?6

Indeed, at this crucial turning point in bilateral relations, leading voices
in US academia, business, and the media generally saw trade as an eco-
nomic benefit and nonmilitary technology transfer as a good idea.?”

Frying HigH: BOEING
AND CHINESE REFORMS IN THE 19808

Boeing established its first (one-person) China office in 1980, and as
economic growth took off that decade, the country emerged as “one
of the last great frontiers for air travel.”?® Rising demand for aircraft
seemed to validate Boeing’s enthusiasm for China, whose large popula-
tion and expansive geography made it especially suited to air travel (see
Fig. 9.2).2° But two other major factors also reinforced the company’s
focus on China: (1) a congenial US political environment and (2) rising
competition from Airbus.
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Fig. 9.2 Chinese air passenger volume has grown at more than three times the
global average since 1975 (Somrce International Civil Aviation Organization)

As Cold War competition escalated at times under President Ronald
Reagan, countering the Soviet Union dominated US strategic priorities.
So, when it came to China policy, the Reagan administration basically
continued the approach adopted by Nixon.3? Like his predecessors, Rea-
gan thought of China as a bulwark against Soviet power and therefore
broadly supported China’s economic modernization.3! Reagan apparently
admired the “free market spirit” of “so-called Communist China,” and
said that it was unnecessary “for us to impose our form of governments
on some other country.”3?

In addition, Reagan granted China full Foreign Military Sales status,
incorporated Chinese assistance into war plans against the Soviet Union,
and more than doubled China’s export credits.>> When fielding com-
plaints from US executives in Beijing in 1983, Reagan’s Secretary of
State George Shultz dismissively told them to “move to Japan or Western
Europe.”34
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Part of the Solution

In this disobliging yet benign political environment, Boeing sought to
deepen its ties in China. But that was easier said than done. China wanted
more than simply imported aircraft—a prerequisite for continued market
access was for the company to help China modernize its own aviation
industry.

In the 1980s, China’s acrospace sector was in shambles, as detailed in
James Fallows® China Airborne.® The aviation regulator CAAC (equiv-
alent to the US Federal Aviation Administration)—which also operated
the national aviation monopoly—had enjoyed “a solidly built reputa-
tion for rudeness, inefficiency, and passenger discomfort.”3¢ Tts dysfunc-
tional supervision of China’s skies had grave consequences: Chinese air-
lines had appalling safety records well into the 1990s and many planes
were hijacked by Chinese who sought asylum in Taiwan, Japan, or South
Korea.?”

China had little experience running modern airlines, training commer-
cial pilots, maintaining aircraft, or managing air-traffic control. Beijing
recognized these deficiencies as threats to its development and began a
series of reforms. In 1988, it dissolved the CAAC’s airliner monopoly
and created quasi-commercial state-owned airlines like Air China, China
Eastern, and China Southern to introduce competition and improve per-
formance.

Boeing supported these efforts by providing industry training, regula-
tory advice, and hundreds of millions of dollars in assistance to upgrade
the safety of China’s commercial aviation.3® The results were remarkable:
China transformed from having one of the worst safety records to having
one of the best today (see Fig. 9.3).3%

A Rising Threat

The competitive landscape fundamentally changed for Boeing, and par-
ticularly in the Chinese market, with the rise of Airbus in the 1980s. The
European aviation consortium delivered its first jetliner to China in 1985,
as part of a $150 million order for three A310 wide-body aircraft.*? That
same year, an Airbus subsidiary signed the group’s first subcontracting
agreement with the Xi’an Aviation Industrial Company to manufacture
access doors for A300 and A310 planes.*!
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Fig. 9.3 Fatalities in China involving Chinese commercial airlines (Source Avi-
ation Safety Network; ASN Aviation Safety Database)

Although Boeing had first-mover advantage in China, it was insuffi-
cient to deal with the advent of Airbus as a serious rival. That’s because
the creation of a global duopoly in passenger jetliners meant that Bei-
jing now had a choice, which allowed the Chinese government to use
its monopsony power to pit Boeing against Airbus in order to bargain
for better prices, domestic production agreements, and limited technol-
ogy transfer.*?> That’s because Beijing effectively retained final approval
powers for aircraft purchases by domestic carriers.*3

With this newfound leverage, Beijing was happy to let foreign com-
panies access its market, but only if an effort was made to impart their
manufacturing knowledge. Deng was clear early on that China could not
remain backward in technology if it hoped to become powerful.** And
few sectors demand as much technological mastery as an “apex” industry
like aviation, which involves not only assembling planes but also build-
ing engines, avionics, supply chains, and maintenance ecosystems. It is a
highly complex operation that few have attempted, let alone conquered—
meaning the economic rewards are enormous.
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Indeed, industry observers noticed early that China “always preferred
to build rather than buy.”*> As CAAC was busy spending over $2 bil-
lion on dozens of B737s, B757s, and B767s to upgrade a civilian fleet
that still flew propeller planes on provincial routes, Beijing persuaded the
American company to outsource production and transfer technology to
state-owned factories.*® But Boeing never gave the game away, transfer-
ring only modest, noncore technologies. Starting in 1980, the company
signed contracts with Chinese suppliers for minor parts like vertical fins,
horizontal stabilizers, trailing-edge ribs, and cargo doors.*”

Beijing ultimately wanted to build a “Chinese Boeing”—an intention
hidden in plain sight.*® In May 1980, for example, a group of US industry
representatives discovered the “Yun-10” project while visiting a Shanghai
factory.*” Built by the Shanghai Aviation Industrial Company, the 178-
seater Yun-10 was a “virtual clone” of the B707s that China bought in
1972 and was powered by Pratt & Whitney engines that were ordered as
“spare parts” for these planes.®”

The reverse-engineered Yun-10 made its maiden flight in September
1980, and flew as far as Urumgqi in Xinjiang in November 1983 before
funding was cut in 1984.%! Beijing sunk 537.7 million yuan into the
plane’s development, but only three prototypes were built.>? The project
failed because Chinese engineers did not really know how to make a com-
mercially viable jetliner. For example, they struggled to pinpoint the Yun-
10’s center of gravity and built it out of steel not aluminum, making the
plane far too heavy to be fuel-efficient.” (Today, the only surviving Yun-
10 sits outside a state aviation facility in Shanghai.)

The hard lesson that Beijing took from the Yun-10 fiasco was that
developing an indigenous aircraft industry would take a long time and
a lot of experience. So, it doubled down on its strategy of leveraging
competition to access its huge market to extract concessions from foreign
producers.

None of this would have surprised Boeing, as it had encountered a
similar aspirant to join the global aviation industry in Japan. Like China,
Japan wanted its own passenger jets but, unlike China, it actually had the
technological base to make such a goal seem feasible. Yet the fear in the
1980s that “Asian money” would turn the United States into a “techno-
colony” led Congress to pass “extraordinary restrictions” on technology
transfer to Japan and South Korea to protect the domestic industry.>*

But Japan was also a future growth market for Boeing, so the company
sought to bolster its competitive advantage without alienating potential
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customers. What Boeing did was to integrate Japanese manufacturers into
its supply chain, so that powerful industries with considerable political
influence in Japan had a stake in Boeing’s success.

In 1990, Boeing even made the Japan Aircraft Development Corpo-
ration a minority risk-sharing partner in the production of the Boeing
777, a twin engine, wide-body jetliner that would become an industry
standard.>® While this strategy sapped momentum from the march of
Japan’s industrial policy, it also heralded a new era of truly globalized
supply chains for Boeing—an issue that would later feature prominently
as US—China politics heated up after 1989.5°

BOEING AND A “LONG DECADE”
IN US—-CHINA RELATIONS FROM 1989 TO 2001°”

Before global supply chains and indigenous innovation became leading
issues, bilateral economic relations in the 1990s were often dominated by
contentious debates in Washington over Beijing’s “most favored nation”
(MEN) status, an issue that thrust Boeing into the limelight as a major
force in US—-China relations.

MEN status meant that the United States would give China trade
advantages equal to the best that it gave any of its other trading part-
ners—the vast majority of which already had MFN status. In practice,
this status meant that a country avoided the punitive Smoot-Hawley tar-
iffs imposed during the Great Depression.

President Carter first granted MFN status to China in 1980, with the
backing of Congress and with the help of lobbying by Boeing.5® But
a kicker for China was that the US president had to renew MFN sta-
tus each year for any “nonmarket economy” that restricted emigration,
as stipulated in the Jackson-Vanik amendment to the 1974 Trade Act.
While the president’s decision could be overturned by Congress, Reagan
renewed China’s MFN status without controversy in the 1980s, despite
the fact that China’s cheap imports were accused of “killing the mush-
room farmer” as early as 1982.%°

But China’s MFEN status became a political lightning rod after the
Tiananmen crackdown in June 1989. This tragedy was a watershed
moment in American perceptions of China, and public opinion turned
very negative almost overnight.® China’s profile in American politics
rose sharply, particularly with regard to democracy and human rights, and
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Congress assumed a greater voice in bilateral relations by pressuring Bei-
jing on political reforms.

Due to Tiananmen, Washington embargoed $700 million in arms sales
to China, ended joint military planning and weapons development, and
suspended trade and development assistance.®! These new frictions drew
Boeing deeper into the domestic politics of US foreign policy as the com-
pany had to work delicately with the administration to exempt a scheduled
$200 million delivery of four B757s to China from military sanctions.®?

The need for the US president to renew China’s MFN status each
year provided another means for Congress to punish China. Proponents
argued that the United States should use denial of MEN status as “lever-
age” against Beijing because China wanted access to US markets, foreign
investment, and “prestige meetings” with American officials.®3

The George H. W. Bush administration, however, renewed China’s
MEN status every year and vetoed bills that attempted to revoke MEN or
link it to China’s progress on human rights issues.®* Even though Demo-
cratic leaders in Congress and an “eclectic alliance of anti-Communists,
human rights advocates, and protectionists” believed Bush’s approach was
wrong, they could never override his veto.®

Despite pushback, Bush adopted a policy of “engagement” with China
that centered on strengthening linkages across the state, society, and econ-
omy.®® He justified this approach to China on the belief that “...to influ-
ence China,” it was not productive to isolate it.%” Rather than seek-
ing to limit bilateral trade and commercial linkages with China, which
would hurt US companies and consumers, his administration saw Chi-
nese entrepreneurs and private business as “the best long-term hope for
political change.”®8

Bush also gave prominence to an argument that deeper economic ties
with China would improve democracy and human rights. “No nation on
Earth has discovered a way to import the world’s goods and services while
stopping foreign ideas at the border,” he claimed.®” Tt was an attractive
argument that would help inform a bipartisan consensus on China policy
for two decades.

New Eva, New Paradigm

The growth of commercial ties with China had created business con-
stituencies in the United States and other advanced economies that were
invested in China’s economic success.”’ For Boeing in particular, fierce
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competition from Airbus meant that it had to work overtime to preserve
ties with its largest potential customer. But the American company saw its
commercial horizons expand with the new global politics of the 1990s.

The fall of the Soviet Union and the dissipation of Japan’s economic
miracle ushered in a sense of euphoria in the United States, perhaps best
captured in Francis Fukuyama’s famous proclamation of the “End of His-
tory.””! An executive at the US Chamber of Commerce aptly summarized
the spirit of the times: “Now that the Cold War is over, it’s economic pol-
icy that’s most important. We won the war. Let’s reap the benefits.””?

Indeed, to the victor go the spoils, and superpower geopolitics yielded
to the triumph of US-led economic globalization, which replaced anti-
communism as a justification for America’s outsized role in world affairs
(see Fig. 9.4). Free trade agreements, emerging markets, and corporate
interests naturally became more prominent in US foreign policy, as the
international system was increasingly reorganized to promote transna-
tional trade, finance, and investment.”?
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Fig. 9.4 Global trade expanded dramatically as % of GDP from 1992 to 2007
(Source World Bank)
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As commercial linkages took center stage, multinationals like Boeing
stood to benefit, particularly as a wave of democratization in Asia, East-
ern Europe, and Latin America brought economic openings and business
opportunities. But China was the most enticing emerging market, eyed by
multinationals everywhere—especially after Deng rebooted the country’s
reform process with his celebrated “Southern Tour” of early 1992.

The Chinese market became even more strategically important to Boe-
ing as a global economic recession in the early 1990s forced the com-
pany to slash production and reduce its workforce.”* Amid the economic
gloom, business held up in China, as Boeing received an aircraft order
worth $9 billion in 1990 and delivered its 100th plane to China in 1992
and its 200th just two years later.”> By 1993, China bought one-sixth of
the planes Boeing sold.”®

From “Coddling Dictators...”

Yet as Boeing’s market share was expanding in China, domestic US pol-
itics was shifting with the arrival of Bill Clinton, the first post-Cold War
president. While the fall of European communism turned American atten-
tion to economic globalization, it also ended the strategic rationale for
engaging China as a counterbalance to the Soviet Union.

Democracy promotion and human rights dominated the China pol-
icy discourse during the 1992 presidential election campaign. Clinton
embodied this change in approach when he criticized Bush for “coddling
dictators from Beijing to Baghdad.” He took office in 1993 promising to
link approval of China’s MFN status to its human rights record.””

When China’s MEN renewal came up in May 1993, President Clinton
issued Executive Order 12850 stipulating that renewal in 1994 would be
conditional on China’s promotion of free emigration, ending of prison-
labor exports, and “overall, significant progress” on various human rights
concerns.”8 This action also appeared to be taken in part to appease Sen-
ator George Mitchell and Representative Nancy Pelosi—the most promi-
nent proponents of “linkage” between MFN status and human rights—so
that they would shelve legislation that would bind the executive.”?

That Clinton did not immediately revoke China’s MEN status already
reflected the immense pressure the business community could bring to
bear on China policy. In what The New York Times described as “the
most united display of corporate-lobbying muscle on a trade issue” since
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NAFTA debates in 1992, nearly 300 large firms and 40 trade bodies wrote
Clinton to urge him to maintain MFN.89

Beijing also understood this political dynamic in Washington and
sought to buy US goods before the MEN deadline, including an $800
million purchase of 21 Boeing planes. Lawrence Clarkson, Boeing’s vice
president for international development, said that “We will lose orders
and people will lose jobs” if Clinton ended China’s MFN status.8! That
same year Clinton told Boeing employees that Asian countries “have gone
from dominoes to dynamos.”%?

The battle over linking trade to human rights culminated when MEN
was up for renewal in mid-1994. Boeing was reported to have “led the
charge” in rallying multinationals to unite against linkage, making the case
that, in addition to the danger of lost jobs and higher prices, commercial
exchange was the best long-term strategy for political and economic lib-
eralization in China.®3

Clinton came to agree, particularly after China made it clear that it
did not take his MEN threat seriously. Consequently, in May 1994, Clin-
ton decided to renew China’s MEN status and end his support for linkage
despite no “overall, significant progress” on human rights—although Bei-
jing granted exit visas to some families of dissidents and made gestures to
curb prison labor.8* At the same time, Clinton announced a new human
rights policy for China that included increased funding for Chinese NGOs
and more resources for Voice of America and Radio Free Asia.8?

Clinton echoed the previous Bush administration when he argued that
isolating China would do more harm than good to the US economy and
multilateral security cooperation.3¢ He embraced and expanded his fore-
runner’s policy of “engagement” with China, which Clinton defined as
“expanding our areas of cooperation with China while confronting our
differences openly and respectfully.”%”

... To Selling Amevica Inc. Avound the World

Clinton may have abandoned the linkage policy, but MFN status
remained a “focal point” in China policy debates of the 1990s.3% The
ballooning bilateral trade deficit, the 1995-1996 Taiwan Strait Crisis,
the 1996 campaign finance controversy, China’s intellectual property (IP)
theft, and Chinese arms sales to Iran and Pakistan continued to feed oppo-
sition to MEN renewal.
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Throughout this period, as anti-engagement constituencies consoli-
dated, Boeing and numerous other US firms played a key role in persuad-
ing Congress to uphold China’s MFN status.® Boeing was notable for
being at the vanguard of “corporate foreign policy” and was considered
by some observers to be the “most China-savvy” company in the coun-
try and “the quarterback” for these lobbying efforts.”? A Senate staffer
remarked that Boeing “put out the full-court press” for MFN on Capitol
Hill.*!

Aided by US businesses, the White House consistently defeated leg-
islation to revoke MEN. Clinton’s foreign policy had already reflected
his domestic mantra of “It’s the economy, stupid”—he established the
National Economic Council to balance the influence of the National Secu-
rity Council in the White House—but with the end of MFN linkage he
now had more political space to champion business with China.

So Clinton empowered his Commerce Department, starting under the
leadership of Ron Brown from 1993 to 1996, to spearhead an aggres-
sive “commercial diplomacy” that was seen to markedly increase the US
government’s advocacy for American businesses abroad.”?> Brown even
reportedly built a “war room” to identify international business opportu-
nities that he wanted to win for US firms.”® China was the centerpiece
of this commercial diplomacy, as Commerce advocated on behalf of US
firms, including Boeing, in meetings with top Chinese leaders.”*

Fending off a Rival

A supportive position from the US government was important to Boeing
as it faced off against its archrival Airbus in China. The European firm,
dismissed for years by Boeing executives, became a peer competitor in the
1990s as it began to make aircraft of comparable quality that were more
cost-effective than Boeing models (see Fig. 9.5).”> Today the Boeing-
Airbus duopoly accounts for 99% of orders for large jetliners and 90% of
the global aircraft market by value.”®

Airbus recorded more global orders than Boeing for the first time in
1995, and just five years later had achieved its ambitious goal of 50%
global market share by the year 2000.°” With regard to China, Boeing
still accounted for over 70% of the country’s commercial fleet in 1997,
but it was starting to lose sales to Airbus.”® In a post-ideological world,
Boeing’s competition with Airbus gained geopolitical significance.
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Fig. 9.5 Airbus closed the gap on Boeing in global jetliner deliveries (Source
Company Reports)

From Beijing’s vantage point, a duopoly was better than reliance on a
price-setting monopolist.”> And the central government made no secret
about using its powers of final approval to play one company against
the other to gain concessions on price and technology transfers.!%® The
Boeing-Airbus competition became “downright bloody” because each
deal had an enormous price tag and increased the possibility that an air-
line would develop a long-term dependence on a particular supplier (see
Fig. 9.6).101

Beijing also ramped up its demands for the two companies to set
up local production facilities. Consequently, both firms outsourced more
production to China, a move that incurred political backlash for Boe-
ing as it contributed to layoffs and sparked US union action.!%? Boeing
defended its actions by arguing that even more jobs would be lost to
Airbus if it did not agree to such outsourcing.!’® A Boeing executive
lamented that “We don’t do it to save money. We do it for the busi-

HCSS.”104
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Fig. 9.6 Airbus supplies an increasing share of China’s airplanes (Noze Planes
are often delivered several months or years after an order is placed. The Boeing
737 family of jetliners was introduced in 1968 and the Airbus A320 family in
1988. Source National Bureau of Statistics)

Finally, Boeing’s rivalry with Airbus could be deployed by Beijing as
diplomatic leverage. For example, Wu Yi, China’s minister of foreign trade
and economic cooperation, canceled a planned US visit in 1996 because
Washington had sanctioned China for IP theft and the White House
refused to grant her an audience with Clinton. Boeing had pushed for
Wu’s visit because she was expected to confirm $4 billion of aircraft pur-
chases.19°

Instead, the next month, Chinese premier Li Peng announced a $1.5
billion order for 30 Airbus jets on a state visit to France, a defeat for Boe-
ing and a major breakthrough for the European consortium in China.!0¢
This was followed by the signing of a preliminary agreement between a
Chinese state firm and an Airbus unit to codevelop a 100-seat regional jet
for Asian markets.!%”

Boeing CEO Philip Condit described his company that year as “the
designated hostage” in US—China relations: it was being used as a punch-
ing bag for diplomatic disputes.!%® Another company executive claimed
that a high-level Chinese official told him: “Because your Government
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constantly chooses to kick us and harass us, many, many business oppor-
tunities that should go to the US have gone elsewhere.”!%” Li Peng later
admitted as much in public.!1?

The increasingly fierce competition between Boeing and Airbus, and
China’s ability to exploit this competition, had spillover eftects for US for-
eign policy objectives. In 1997, when the United States cosponsored an
annual United Nations Human Rights Conference resolution condemn-
ing China, the Clinton administration struggled to assemble a “unified
position” with allies like Japan and the European Union that sought the
same economic gains US multinationals had achieved in China.!!!

France’s opposition to this resolution, which ultimately failed,
prompted a Boeing vice president to quip, “When President Chirac arrives
in Beijing in a few weeks, I am sure that he will be rewarded for that
stance.”!1? True to form, two weeks later, Airbus beat out Boeing on
another $1.5 billion contract to sell 30 planes to China. Beijing subse-
quently confirmed that such deals “show a good relationship...between
China and Europe.”!13

The WTO Accession

Intensifying global competition, combined with Beijing’s ability to capi-
talize on commercial fissures for economic advantage, meant that Boeing
and other American businesses with a stake in China hoped to change the
game dramatically. That game changer was to get China into the WTO.

WTO membership would embed China in the global trade regime and
provide a unifying theme for a Clinton administration that had been criti-
cized for its “cacophony” of priorities on China policy.!1* From Boeing’s
perspective, this move would kill two birds with one stone. It would end
the annual political brinksmanship over MEN renewal because the WTO
requires members to grant MEN status to each other. And it would sup-
port China’s economic growth, propelling demand for air travel and jet-
liners.

Chinese Premier Zhu Rongji led the charge in Beijing. As a staunch
reformer and unabashed champion of China’s WTO entry, Zhu thought
that WTO rules could serve as a cudgel to force through stalled reforms
and transform China’s decaying state sector into a more market-based
system. As far as Zhu was concerned, the WTO was the external pressure
that China needed to defeat hardliners opposed to market liberalization.
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For instance, to meet WTO requirements, China had to reduce over 7000
trade barriers and end formal demands for tech transfer.!1®

In November 1999, after years of bilateral negotiations, Clinton
reached an agreement with Beijing to support China’s entry into the
WTO in exchange for lower tariffs and reduced barriers to trade and
investment.!1® But now the White House had to sell the deal in Wash-
ington.

China did not need American approval to join the WTO, just a two-
thirds vote of WT'O members.!1” But if the United States did not grant
China unconditional MEN status—often referred to as “permanent nor-
mal trade relations” (PNTR)—then China could still join the WTO but
not give the United States the trade concessions it would offer to other
WTO members.!® In other words, the United States would shoot itself
in the foot if it denied PNTR status to China.

To do so, Clinton needed Congress to repeal the Jackson-Vanik
amendment, a vote that many thought would be a “close contest.”!1?
Not only did Congress show rising concern at Chinese military power
and trade deficits, early signs of a backlash to globalization had appeared
when protestors descended on Seattle during a WTO summit in Novem-
ber 1999.120

So the White House enlisted the business community, pro-trade
Republicans, and sympathetic Democrats to launch “the most aggres-
sive pro-trade lobbying effort” since NAFTA.!?! By this time China had
become the United States’ eleventh-largest export market and the second-
largest recipient of foreign direct investment in the world.!??

Boeing and other multinationals swung into action to argue for acces-
sion, leading pro-trade advocacies like the Business Coalition for US—
China Trade, which boasted 1200 members.!?® The aviation giant ran
an “all-out campaign”—modeled after its previous NAFTA lobbying—to
mobilize its 10,000 suppliers (including a hot dog vendor) in 420 House
distrizcts to persuade their local representatives to support China’s WTO
bid. 124

Clinton’s arguments for PNTR were captured in a major speech on
China policy in March 2000.12% He said that a vote against PNTR would
cost American exports and jobs, would make US firms less competitive in
China, would push China away from the US-led order, and would reduce
America’s ability to press China toward more responsible international
actions. American resistance would also have undermined efforts to build
a “global” trading regime.!?%
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Perhaps Clinton’s best remembered argument, though, was that
growth, trade, and economic freedom would foster political reform in
China, as “The genie of freedom will not go back into the bottle.”
Such arguments, rooted in influential studies from the postwar heyday
of modernization theory, resonated with pundits and policymakers in
the 1990s.127 After the democratization of South Korea and Taiwan,
many concluded that “prosperity breaks down old controls and generates
demands for improved political and social conditions.”!?8

During debates about PNTR, versions of this argument were endorsed
by voices as diverse as George W. Bush, Silicon Valley, House Republi-
cans, Chinese dissidents, Hong Kong democrats, and Taiwan’s president
Chen Shui-bian.'?? Some activists were skeptical, but even Human Rights
Watch praised Clinton’s deal as “good for trade but also for human rights
and the rule of law.”!30

The various arguments for PNTR worked—US businesses had empha-
sized economic benefits for Americans at least as much as political free-
doms for Chinese—and Clinton’s China bill was passed in the House in
May 2000 and in the Senate by that September.!3! The president signed
the bill into law on October 10, paving the way for China to officially
join the WTO on December 11, 2001. This legislative victory was viewed
as a “crowning foreign policy triumph” and a key aspect of Clinton’s
legacy.!32

Boeing, too, considers this moment as part of its own legacy. Indeed,
in its press releases, the company still touts that it “successfully promoted
US approval of China’s WTO accession and congressional approval of
normal trade relations between the United States and China.”133

FLyiNnG SoLo: CHINA DREAMS
OF ITs OWN JETLINER IN THE 20008

China’s accession to the WT'O proved to be a landmark event that cat-
alyzed the country’s extraordinary economic growth, which averaged over
10% annually in the 2000s. This growth was propelled by increased invest-
ment and robust exports, as China became the largest trading nation in
the world. Rising incomes swelled demand for air travel, and the number
of Chinese air passengers rose from 61.9 million in 2000 to more than
half a billion in 2017 (see Fig. 9.7). China’s global share of air passengers
increased from 3.7% to 13.9% over the same period, while the US share
dropped from 39.7% to 21.3%.134
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Fig. 9.7 As Chinese grew wealthier, they flew more (Source World Bank, Inter-
national Civil Aviation Organization)

Growth in China helped cushion Boeing during downturns as the
country began to fulfill its potential as the company’s single most impor-
tant market. The 9/11 terrorist attacks depressed air travel, and Boeing
saw its profits contract 80% from 2001 to 2002, forcing it to lay off tens
of thousands of workers.!3> When demand picked up again and Boeing
moved lost jobs overseas, including work on the Boeing 787 to China, it
only narrowly survived a major union strike vote.!3¢

During the Global Financial Crisis of 2007-2010, which caused a dip
in aircraft demand, China stood out as the world’s only “dynamic avia-
tion market,” according to one Boeing executive.'3” The firm’s Chinese
market revenue grew tenfold from $1.2 billion in 1993 to $11.9 billion
in 2017, or from 5.7% to 21% of Boeing’s total revenue from commercial
planes (see Fig. 9.8).

In the mid-2000s, Boeing still accounted for two-thirds of China’s
commercial aircraft, worth a total of $37 billion.!3® The firm even
renamed its 7E7 the 787 because “in many Asian cultures the number
eight represents good luck and prosperity.”!3? Yet Boeing was still losing
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market share to Airbus. The European giant beat Boeing in global sales in
eight of the ten years from 2001 to 2010, and in 2003, Airbus delivered
more planes globally than Boeing for the first time.!4°

But Boeing’s increasing dependence on China, alongside continued
competition from Airbus, saw Beijing maintain if not strengthen its lever-
age in negotiating for aircraft purchases.!*! Boeing had little choice but
to remain a high-profile participant in US commercial diplomacy to help
fight its global “sales war” with Airbus, which was playing a similar
game. 42

Beijing, however, was gradually trying to change the game altogether.
It never abandoned its dream of making a “Chinese Boeing” and decided
it was time to up the pressure on foreign aerospace companies to help it
realize this ambition.!*3

Disrupting the Duopoly?

China announced plans for its own commercial jetliner in 2006 and this
goal has featured in Five-Year Plans ever since.'** In 2008 Beijing reorga-
nized the domestic aerospace industry to create the Commercial Aircraft
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Corporation of China (COMAC), a Shanghai-based state-owned behe-
moth with assets of 54.4 billion yuan ($7.9 billion) as of 2016.14° Its
founding also coincided with the Global Financial Crisis, which made
China more confident in its state-backed economic model.

COMAC was tasked with leading a commercial aviation program that
centers around two main products: the ARJ21, a 75-90 seat regional jet
similar to those produced by Brazil’s Embraer or Canada’s Bombardier,
and the flagship C919, a 156-168 seat narrow-body jetliner intended to
compete with the B737 and A320—the “workhorses” of air travel. !¢

Boeing and Airbus were asked to partner with COMAC and its sub-
sidiaries to transfer some of their know-how. For each company, the calcu-
lus is basically a modified Prisoner’s Dilemma: either resist Beijing and for-
feit the Chinese market to the other firm, or both help COMAC become
a more competitive player, when cartel-like cooperative resistance would
be in the firms’ best interests. Such difficult situations are not exclusive to
Boeing or Airbus, though, as many American high-tech companies face
the same dilemma. (For example, General Electric agreed in 2011 to share
advanced avionics technology for the C919 with a Chinese SOE.)'*”

In general, Boeing has taken a more cautious approach than Airbus—
which had to make up ground on its American rival—but both companies
seem to have concluded that it is better to provide limited support to
China’s commercial aviation ambitions.

Airbus has moved quicker on this front, building an Engineering Cen-
ter in Beijing to work with Chinese engineers on A350 models, open-
ing its first A320 assembly plant outside Europe in Tianjin, and offering
China an “industrial partnership” on its new double decker A380.148

Boeing, meanwhile, has awarded supply contracts worth billions of dol-
lars to Chinese companies, established Manufacturing Innovation Centers
in Beijing, Shenyang, and Xi’an, and opened a finishing plant for B737s
near Shanghai in December 2018.14°

However, like most aviation manufacturers, Boeing is acutely aware of
the risks of technology transfer and has “jealously guarded” its compet-
itive edge since it first awarded supplier contracts to China in the early
1980s.1°% Boeing’s strategy for self-protection was put succinctly by a
former Boeing CEO in the 1990s: “Obviously you don’t tell someone
everything you know...the trick is to give something away just as you
are developing something better.”!°! So, the firm transferred relatively
dated technology and outsourced only simple parts like aircraft doors,
aluminum structures, and cabin fittings.!>?
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It is hard to assess the extent to which Boeing has helped COMAC.
But the C919 had its maiden flight in May 2017 and is expected to enter
commercial production in 2021.1°3 COMAC claims it already has 785
orders, although these are nonbinding and over 90% are from domestic
airlines.!®* The estimated price of a C919 is $50 million—just half that of
the B737 and A320—but its inferior efficiency and lack of global support
networks for fueling and maintenance mean it is far costlier to operate
over the multi-decade lifecycle of a typical jetliner.!®

Indeed, it is uncertain whether the C919 will ever become commer-
cially viable on the scale of a Boeing or Airbus.!°® COMAC still lacks
safety certifications from global aviation standards bodies and still relies
on foreign suppliers for vital parts such as engines, avionics, and special-
ized materials. The unhappy reality for China is that the C919 is already
one generation behind jetliner technology under development at Boeing
and Airbus.!%”

Yet, while China has thus far failed to break into the jetliner mar-
ket, the C919 is the most serious threat to the Boeing-Airbus duopoly
in decades.!®® COMAC benefits from generous subsidies, favorable pro-
curement policies, technology transfer, decades of basic research, and a
growing pool of STEM talent. State support was important to the suc-
cess of both Boeing and Airbus. Federal agencies and state authorities
have doled out generous R&D grants, lucrative military contracts, and
tax breaks to Boeing.!®® European governments played an even greater
role in Airbus, showering the plane-maker with $22 billion in “illegal”
subsidies and concessional launch loans.'®? Such lessons are not lost on
China’s economic planners.!©!

In 2011 Boeing’s then CEO said the company has “opted to accept the
reality of both partnering and competing with China.”'%? This tension
was on display when Xi Jinping visited a Boeing factory outside Seattle
in September 2015. Xi witnessed the signing of both a deal by Chinese
airliners to buy $38 billion worth of planes and a joint venture between
Boeing and COMAC to establish a B737 finishing center in China.!%3

Many countries in Asia have tried and failed to foster a domestic
aerospace industry, including Japan and South Korea.!®* When “Japan-
bashing” peaked in the 1980s, some Americans predicted that they would
now be flying in jetliners made by Mitsubishi (which has struggled to
launch even a regional jet).!®® Boeing and Airbus seem to hope that
COMAC will prove to be the Mitsubishi of today.
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That bet is likely fair, as the aviation industry has enormous barriers
to entry—not just in technical knowledge but also in the management
systems that many industry observers believe are difficult to achieve in
a nonmarket economy.!%® Even if COMAC masters today’s technology,
Boeing and Airbus may already be commercializing the technologies of
tomorrow.

Yet, if any country can beat the odds, it’s probably China. While
past performance is no guarantee of future success, especially in avia-
tion, China has a track record of leveraging foreign cooperation to estab-
lish domestic industries in high-end manufacturing.!%” Moreover, China’s
capacity for domestic innovation is rising, and if Boeing and Airbus are
to maintain their edge, they will need to keep pushing the innovation
frontier beyond China’s reach.!163

BAck To THE FUTURE: BOEING
AND THE US-CHINA TRADE WAR

Rising competition from China is a long-term concern for the United
States. In the here and now, however, the most pressing geopolitical issue
for Boeing is the rapidly deteriorating US—China economic relationship
that it had worked hard to build in the 1990s. A seemingly dramatic shift
in views among US policy elites and segments of the businesses com-
munity has rocked the bipartisan consensus on China that held since the
Nixon administration. !¢

Rather than doubling down on engagement, an increasing number of
policymaking elites argue that economic linkages with China have done
more harm than good to the US economy, particularly with regard to
manufacturing employment. In addition, certain manufacturing and tech-
nology firms suffer as a result of formidable competition from Chinese
companies, IP violations, and Chinese regulatory barriers that make mar-
ket entry challenging.

These groups and voices have found kindred spirits in the
White House, which has embraced something of an anti-globalization
agenda.'”® The current US administration is even relitigating China’s
WTO accession, arguing that Beijing has not liberalized its economy or
society as much as was expected, and that this lack of progress means that
past policy was a failure.!”!

In this contentious environment, China’s aviation ambitions, too, have
become an irritant in the bilateral relationship. The Section 301 report
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that the US Trade Representative issued to justify the ongoing US-
China trade war raised concerns about forced technology transfer in the
aerospace industry.!”> The administration has also charged Chinese enti-
ties with stealing industrial secrets from US aerospace manufacturers.!”3
More important, China shows no sign of backing down from its commer-
cial aviation program, as Beijing’s industrial policy has clearly articulated a
goal for the C919 to constitute 10% of the domestic market by 2025.174

A $1 Trillion Market

Boeing “is probably the American company with the most riding on a
healthy relationship with Beijing,” caught between its need to sell planes
to China and its need to cooperate with the US government on commer-
cial diplomacy.!”®> The company now sends one-quarter of its planes to
China, while Chinese suppliers are involved in every model in its com-
mercial fleet.!”® Boeing projects that China will soon become its “largest
commercial airplane customer” as the country is estimated to need 8090
planes worth $1.3 trillion between 2019 and 2038.177

Should the US-China trade war continue to escalate, Boeing is an
obvious candidate for retaliation from Beijing.!”® It is not hard to imag-
ine that Chinese airlines could be instructed to buy more planes from
Airbus.!”? Boeing would also struggle to raise prices to absorb poten-
tial Chinese tariffs, because it would lose even more business to Airbus
amid cutthroat price competition, putting both profits and jobs at risk
(see Fig. 9.9).180

Fig. 9.9 A320s and
B737s dominate China’s
commercial fleet as of
2016 (Sonrce National
Bureau of Statistics)

@ Airbus A320 and Boeing 737 Other
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With so much at stake, Boeing will not be an idle spectator to the
unwinding of US—China relations. It has taken a leaf out of its old play-
book and embarked on a diplomatic offensive to ease bilateral tensions.
After an early disagreement with the Trump administration over the cost
of an Air Force One contract, then Boeing CEO Dennis Muilenburg
accompanied the President on his state visit to China in November 2017,
during which Boeing claimed a $37 billion order.!3! Possibly as a result,
B737s also managed to be exempt from retaliatory tariffs imposed by
Beijing in the US—China trade war, since China would not want to raise
prices on such a vital import.!3? Yet Boeing has received no orders from
China since 2017 and is still working actively to persuade both govern-
ments of trade’s “mutual benefit.”183

But the company soon ran into a problem far greater than the trade
war. Two fatal crashes involving the B737 Max 8, in Indonesia in October
2018 and in Ethiopia in March 2019, were linked to faulty flight control
systems on these latest Boeing aircraft. On the day of the Ethiopian crash,
China, which at the time was receiving one-third of all 737 Max deliver-
ies, became the first country to order a nationwide grounding of these
planes. Other regulators in Asia and Europe quickly followed suit, even-
tually prompting the FAA to order its own grounding. 84

In an industry that places safety above all else, the fallout from these
accidents was immense. Boeing has worked overtime to resolve this safety
issue but, as of late 2019, the 737 Max is yet to return to the skies.
Reports suggested that the plane’s engineering flaws stemmed from long-
running problems with internal management and regulatory oversight.!35

Given the competitive nature of the industry, this unsurprisingly
resulted in Boeing losing out to Airbus on a $35 billion deal for 300 jet-
liner deliveries to China, accumulating almost 5,000 unfilled orders, and
having to set aside $4.9 billion for compensation.!8¢ What remains uncer-
tain is the extent to which this episode will narrow the company’s advan-
tage over emerging competitors like COMAC. Boeing is in the midst of
negotiating a $30 billion order to China, and is contemplating a range
of internal reforms, but the firm still faces an uphill battle to restore its
reputation.'8”

Managing both the reputational risk from the 737 Max fallout and the
political risk around feuding superpowers appears ever more important
for Boeing, as its margin for error is getting smaller against Airbus, and
potentially against COMAC too. As of August 2018, the two Western
companies are neck-and-neck in China, with Boeing having 1670 planes
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in operation there compared to 1598 for Airbus (see Fig. 9.10).18% Any
further missteps could cause Boeing to fall behind and cede market share
on a long-term basis.

CONCLUSION

China is now one of Boeing’s most lucrative markets—it earned well over
$100 billion of revenue there from 1993 to 2018. This success con-
tributed to a US aircraft industry that is now worth $90 billion annu-
ally and sustains almost 500,000 jobs with an average salary north of
$85,000.189

As a company whose relationship with China began even before Wash-
ington and Beijing established official diplomatic relations, Boeing has
steered its China operations through the end of the Cold War, the Tianan-
men crackdown, and the long road to China’s WTO entry.

What the American multinational has to navigate now is how to pursue
a deeper but more complicated relationship with a China whose capabil-
ities have strengthened markedly. This precarious balance was reflected
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in Boeing’s move to work with COMAC to open its first finishing plant
in China. The light manufacturing facility, near Shanghai, will “finish”
almost-ready planes that have been delivered to China.!?°

From Boeing’s perspective, the strategic triangle between the United
States, China, and the Soviet Union during the Cold War was replaced
by a commercial triangle between Chinese authorities, American firms,
and their competitors from other advanced economies. Global compe-
tition made it difficult for countries and companies to coordinate their
approach to a China that acquired formidable market power and diplo-
matic leverage. To ensure that Boeing could compete in what has become
a $1 trillion market, it had little choice but to work with Beijing. Because
if it didn’t, its rivals would.

This commercial logic led Boeing to become increasingly involved in
US-China relations after 1989, a time when international business was
ascendant in American foreign policy priorities and when Congressional
activism and public opinion forced the White House to devote greater
attention to democracy and human rights in China.

To protect its bottom line, the company played a leading role in advo-
cating for China’s MEN status and for WTO accession. This history sug-
gests that the US business community was instrumental in helping suc-
cessive White House administrations generate Congressional support to
ensure that the basic premise of economic engagement with China held
steady. But engagement was not an unalloyed success for all Americans.
There were economic downsides and job losses that resulted from import
substitution from China, although these were concentrated in specific
manufacturing industries.!®!

Whether economic globalization, with China being the centerpiece,
was ultimately a net gain or loss for the United States is at the heart of the
current “reckoning” in US policy toward China. Critics level the charge
that China hoodwinked Washington into accepting it into the WTO, but
failed to deliver on political reforms. They also tend to blame multina-
tionals for their complicity in moving production overseas.!??

These criticisms are understandable but incomplete, and they credit
the United States with inordinate power to shape Chinese economic
and political behavior. Successive US administrations were over-optimistic
about liberalization in China, but many China specialists also underesti-
mated the resilience of the Chinese Party-state.!”® American politicians at
the time used lofty rhetoric about democracy, but engagement was also
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about more prosaic matters.!”* It was often borne out of pragmatism and
the pursuit of concrete interests to deliver economic benefits to Americans
and to secure China’s cooperation on a host of critical global issues.!?®

Simply blaming Beijing for America’s various economic maladies may
be politically satistying but it can also be intellectually disingenuous. Chi-
na’s rise was just one, albeit significant, part of secular global trends.
The United States, and firms like Boeing, partly shaped and partici-
pated in these trends, but did not themselves control overarching struc-
tural changes like economic globalization, transnational supply chains,
and labor-displacing technological advances. The failure of domestic US
policy to adapt to these forces, whether through better social policies or
trade safeguards, exacerbated the fallout and resultant inequalities.!?°

But does Boeing’s role in US—China relations offer any lessons for
how to approach the current bilateral impasse? For Beijing, it seems ever
more important to keep the US and European business community on its
side, which may entail compromises and concessions on market access and
technology transfer.!®” For Washington, to alter China’s behavior across
a range of economic practices will likely require both new incentives and
coordinated pressure from an alliance of governments and businesses that
spans China’s main trade partners.

Boeing does owe part of its global success, including in China, to US
commercial diplomacy. But ultimately, the company’s success rested on its
own product and capacity for innovation, which was nurtured for nearly
a century in an open and competitive environment, but with a dose of
smart support from the state.

Today, Boeing may still be able to keep its secrets from China, but it
will likely have to work harder to sustain its reputation and run faster to
stay ahead of the competition.
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CHAPTER 10

Conclusion

Damien Mo

In recent debates about China’s future, there has been a notable tendency
toward fatalism. For many observers and commentators, the “new era”
of today’s China is the “end of history” in the country: what is now
must always and forever be. Such a view, as the Harvard scholar Julian
Gewirtz has noted, seems to have been cemented after Xi’s elimination of
presidential term limits in March 2018.

Yet who could have predicted that Deng Xiaoping’s “reform and open-
ing” would follow the 20 years of chaos and violence under Mao Zedong:?
So too should we remain wary of narratives that extrapolate linearly from
the present, as if China’s future is somehow entirely path-dependent.

These narratives take hold because too often “China” is used as an
abstract idea to win policy fights or to expose America’s own inadequacies.
Op-ed pages regularly feature columns about China’s supposed leadership
in some arena and how America needs to wake up to the challenge or risk
falling behind. China has become the all-weather “Sputnik moment” that
America needs to jolt it out of its complacency and rise to the challenge.
But such narratives rarely reflect the complexities of the world’s second-
largest economy and most populous country.
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The current US—China technology competition exemplifies this ten-
dency. In the course of just a few years, China suddenly transformed
from the tortoise to the hare in the race. The decades-long narrative of
a nondemocratic China incapable of innovation has been swiftly replaced
with that of an authoritarian tech goliath capable of exporting Orwellian
techno-dystopia throughout the world.

But neither narrative maps that closely onto reality. China always had
both technological ambition and capabilities—it had sent its first satellite
to space in 1970, in the midst of the Cultural Revolution—but today
it is also not the unstoppable juggernaut in every technological sphere
that some seem to believe. As this volume has shown, China has focused
on technological catch-up for many decades, pouring state capital into
developing talent, infrastructure, and research and development. Much
investment was wasted, but much met with success. None of it took place
overnight, however.

What China has mastered is the ability to rapidly deploy the present,
but it has not invented the future. This convergence with current techno-
logical advancements can be seen in areas such as 5G. Mobile technology
has been incubating for decades in Western economies, and China’s main
advantage is in the deployment and scaling of such technology, which
would allow its standards to gain global market share. For US compa-
nies, it is not a matter of being a technological laggard, but a matter of
neglecting to invest in 5@G, having focused on the previous 3G and 4G
standards.

A similar situation unfolded with Al—supposedly another front in the
contest for technological supremacy—which is an old technology that was
pioneered in America decades ago. China did not invent Al, but by mak-
ing it a national priority, it invested in the academic talent and technical
capabilities needed to make many Al applications a practical reality. Now
that computing power, semiconductors, and data have caught up, China
has the Al scientists who can implement these technologies, whether it is
in the private or public sector.

These nuances matter, because US—-China competition is not a blunt
head-to-head race, but rather a complex interdependency in which both
countries have strengths and vulnerabilities. China’s main advantage con-
tinues to be its impressive ability to commercialize and scale existing tech-
nology. Where America falters is not in its technological leadership, but
in its inability to define national priorities and its vitiated capacity to scale
quickly. Yet instead of devising solutions to drive and nurture American
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development, Washington has largely resorted to trying to slow China
down.

Neither strategy is sufficient by itself. And while fundamental techno-
logical breakthroughs are rare and unpredictable, they tend to be pro-
pelled by outside-the-box thinking, diversity of ideas, and universalizing
appeal. China still lags far behind the United States on all three fronts.
In fact, with only a handful of exceptions, Chinese companies are mainly
interested in innovating within its domestic market, having had little suc-
cess in globalizing their innovations.

Such gaps between reality and perception are not confined to tech-
nology. On the economy, the usual battles between bulls and bears have
metastasized into more extreme polarization: China’s economy is either
teetering on the edge of collapse or it is a triumph of a state capitalist
model that will be exported to developing nations.

But these debates hover at 30,000 feet and miss the trees. Accumulat-
ing enormous debt in the decade after the financial crisis was a major risk
for the Chinese economy, but Beijing seemed to have gotten a grip on
the problem when it began to deleverage in earnest a few years ago. Poli-
cymakers clamped down on the shadow banking system and then moved
to gradually dispose of nonperforming loans, all the while withholding
credit to curtail wasteful investments.

Combined, these efforts were meant to force a reset from the coun-
tercyclical stimulus that served as the default position of Chinese eco-
nomic policymaking. Beijing pumped credit into the system, got imme-
diate growth, and accumulated waste—rinse and repeat. A reckoning had
to come at some point, and it arrived under the Xi administration, which
is far more tolerant of austerity than was anticipated.

In fact, most of Xi’s major priorities have not been conducive to near-
term growth—everything from the anti-corruption campaign that began
under his tenure to the environmental crackdown and regulatory screws
imposed on the financial system. Whether it is corruption in the political
system or the economy, this is an administration intent on mopping up
the excesses.

This new environment required a psychological adjustment as well,
namely a downplaying of the headline GDP growth target that has been
central to Chinese economic policy for decades. Yet the Xi administration
has gradually watered down its political importance, particularly after its
adoption of a new “principal contradiction” in 2018 that laid the ground-
work for a post-growth development platform. As a result, some provinces
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have abandoned the target altogether. The profound impact this shift will
have on the Chinese growth model over the long term should not be
underestimated.

Yet these dynamics within China have yet to change the conventional
wisdom that Beijing has an itchy trigger finger for stimulus. Market
observers still wonder when Beijing will supercharge growth again and
remain skeptical that the government will let the economy slow for the
sake of long-term structural adjustment. Yet if the “GDP obsession” has
actually fallen out of favor, then old frameworks centered around that
fixation are no longer so useful.

A tendency to consult old frameworks is unsurprising: to understand
the present, we often look to the past. This inclination is particularly pro-
nounced when it comes to the current moment in US—China relations.
Whether present tensions are characterized as a “Cool War” or the “New
Cold War,” such analogies can be risky when applied haphazardly. That’s
because they imply policy responses from a bygone era to deal with new
and different challenges.

Indeed, the evolution of this bilateral relationship is often best viewed
from the ground up, through institutions, organizations, and compa-
nies. Like Boeing, for example, the aviation giant has had a front-row
seat to forty years of change in China, during which the country trans-
formed from an insular society to an international powerhouse. Accord-
ingly, the firm had to vie for market share and to protect itself from Chi-
nese demands for technology—in a word, to adjust.

Boeing is only one company, but its experience makes tangible what
engagement actually means and what severing ties would entail. Without
internalizing these realities from the bottom-up, “decoupling” remains an
appealing abstraction that ignores potentially devastating and counterpro-
ductive costs.

As this volume has shown, the American debate on US—China relations
needs more “China”—not a crude and blurred caricature but a nuanced
portrait of America’s most formidable competitor in sharp relief. Untan-
gling something as complex as China’s arrival—a once-in-a-century dis-
ruption that affects labor markets and global governance to commodity
prices and climate change—is never easy and may not even be appealing.

But then again, all great power rises have been disruptive. The United
States’ own ascent in the twentieth century was no exception. That pro-
cess was far from quiescent—if anything, America was so disruptive that it
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ended up creating a system from scratch to replace the one that produced
two successive, catastrophic world wars.

The global system remains one predicated on economic complementar-
ity and openness: America provided a “default setting”—rules, standards,
ideology—from which all countries could borrow and attempt to advance
themselves within these parameters. This “open source code” also fun-
damentally benefitted American interests, because it was the first time a
global superpower offered a blueprint for governing the world with prin-
ciples and rules, not merely through territorial claims and warships. Far
from perfect, that system nonectheless defined modernity for an entire
century, largely kept the peace, and generated unprecedented global
prosperity.

It lifted all boats, including that of China. So why would China seek
the demise of a system in which it was one of the largest beneficiaries?
Moreover, Beijing has no alternative vision of a Chinese-led global system
to offer. But China is clearly dissatisfied with some features of the current
system, and with its growing capabilities and influence, it wants to modify
those features to better serve its own interests. That desire should come
as no surprise.

But renegotiating the status quo—especially if a new equilibrium
requires America to cede some of its preeminent position—was never
going to be simple. And it will likely involve collateral damage, espe-
cially when this dynamic involves two countries that constitute 40% of
the global economy. What will ultimately determine China’s conduct and
behavior, however, will be driven as much by what happens inside the
country as US responses to Beijing’s moves.

This volume serves that purpose, not by merely pecking behind the
curtains but by diving deep inside China’s development, its political econ-
omy, and its organizations. I hope the collection has exposed readers to a
China that is different from what they may have imagined. It isn’t some
abstract “Frankenstein” bent on overturning the world or able to out-
maneuver America at every turn. But it is an ambitious and challenging
country, alternately projecting aspiration and insecurity in a bid to assume
a status it feels is deserved of a great power.

When asked what he thought about the French Revolution, Chinese
Premier Zhou Enlai famously quipped “it’s too soon to tell.” The impact
of China’s arrival, however, is already evident and reverberating in both
profound and prosaic ways. A generation of Americans will have grown
up amid a geopolitical reality in which China was always a global power
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and in which a brewing contest between the world’s number one and
number two seems a fait accompli.

As both observers of, and participants in, this tectonic shift, we hope
that we are doing our part in confronting the realities that will inform
the future. After all, the best kind of history is the one you take part in
shaping.



	 Acknowledgements
	 Contents
	 Notes on Contributors
	 List of Figures
	1 Introduction
	Economy
	2 Liaoning: The Smothering Effects of Local Protectionism
	How Protectionism Ruined China’s Once Promising Carmaker
	How Investment Driven Growth Exacerbated Liaoning’s Protectionism Tendencies
	Conclusion

	3 Slow, Steady, Cheap, and Painless: Making Sense of China’s Bad Loan Strategy
	Summary
	Full Text
	Being Unconventional
	Minimizing Disruption—The Upside of Opacity
	Minimizing Costs—Passing the Buck

	Risks to the Gradualist Approach
	Crisis Prevention
	Managing Liquidity

	What Could Derail the Deleveraging Effort?
	Whittling Down the NPL Stock
	Political Will

	Getting Creative

	Technology
	4 Who Loses from Restricting Chinese Student Visas?
	“Great Move” or “The End of US Tech Supremacy”?
	Should I Stay or Should I Go: 2004 Edition
	Should I Stay or Should I Go: 2019 Edition
	Students, Technology, and Silicon Valley
	The Push Back to China
	The Biggest Loser?
	Stapling Diplomas

	5 From Windfalls to Pitfalls: Qualcomm’s China Conundrum
	Introduction
	Qualcomm’s 2G Windfall in China
	CDMA vs. GSM

	When Success Comes Back to Bite
	The “Double Dipping” Fee Structure
	China’s First Failed Attempt on Standards Setting

	The 5G Race Is On
	New Battles on the Horizon

	Politics
	6 In Xi We Trust: How Propaganda Might Be Working in the New Era
	The Organizational Backbone of China’s Hearts and Minds
	Personnel Changes Important but Expected
	Significant Propaganda Powers Revert to the Party
	Hasn’t the Party Always Controlled Propaganda?

	Show Me the Money
	New Era, New Oeuvre
	Propaganda in High Definition
	Digital Shorts and “Explainers”

	Does New Era Propaganda Work?
	Conclusion

	7 Who Rules China? Comparing Representation on the NPC and Central Committee
	Geographic Representation8
	Ethnic Representation13
	Gender Representation
	Generational Representation18
	Conclusion

	US–China
	8 Reluctant Stakeholder: Why China’s Highly Strategic Brand of Revisionism Is More Challenging Than Washington Thinks
	It’s Tough to Critique Another Country’s Obvious Revisionism When You’re a Revisionist Yourself
	China Is a Revisionist Power but Not a Revolutionary One
	American Policy Did Not “Mistake” the Implications of China’s Rise
	Domestically, China’s Leninism Matters; Externally, Its Traditionalism May Matter More
	China Has Leveraged Pan-Asian Ideas That Others Actually Invented First
	Whining Isn’t Competing

	9 For Company and for Country: Boeing and US–China Relations
	The First Sale: Boeing and Cold War Strategy
	Flying High: Boeing and Chinese Reforms in the 1980s
	Part of the Solution
	A Rising Threat

	Boeing and a “Long Decade” in US–China Relations from 1989 to 200157
	New Era, New Paradigm
	From “Coddling Dictators…”
	…To Selling America Inc. Around the World
	Fending off a Rival
	The WTO Accession

	Flying Solo: China Dreams of Its Own Jetliner in the 2000s
	Disrupting the Duopoly?

	Back to the Future: Boeing and the US–China Trade War
	A $1 Trillion Market

	Conclusion

	10 Conclusion



