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I.   Introduction

· Attention has been growing with respect to Chinese economic and foreign policies that are being driven by a much more assertive leadership. Vastly expanding Chinese economic and military power will increasingly pit Washington and Beijing in a tension-ridden relationship.

· This point paper briefly reviews China’s growing economic power, its increasing presence overseas, its lack of cooperation with the US and the West on major global issues, and it’s more belligerent stance toward the United States.

II.  Chinese economic growth
· China has overtaken Japan to become the world’s 2nd largest economy.
· China is on course to overtake the USA and vault into the #1 spot around 2025.

· China’s economy expanded 11.1% in the 1st half of 2010 and is likely to log a 9% growth rate for the year (at a time when the rest of the world is in recession!)

· The PRC has averaged more than 9.5% growth annually since it embarked on market reforms in 1978. It passed Britain and France in 2005, and Germany in 2007.

· China has surpassed the U.S. as the world’s #1 energy user.
· Beijing now has world’s largest holdings of foreign currency reserves, some $2.8 trillion! (Japan is 2nd with about $1 trillion). About 70% of such funds are held in US dollars, mostly in the form of low-yielding US Treasury securities. (A conservative portfolio, yes. Maybe China sees value in holding dollars in reserve for emergency uses).
III.   Some cautionary notes
· China is the #2 economy, but its per capita income of about $3,800 a year is a fraction of Japan’s or America’s. China is still a developing country.

· Despite the recent modest currency reform, China still does not permit the Yuan (Renminbi) to freely fluctuate. Not yet a freely convertible currency—PRC does allow some flexibility for the purposes of trade and foreign direct investments.

IV.   Foreign Reserve Holdings and an expanded role for the Yuan 

       Internationally

· China encouraging use of the Yuan beyond its borders, allowing more trade to be settled in Renminbi. Hong Kong emerging as center where currency can float freely.
· Yuan still long way from becoming a true reserve currency.
· Beijing asserts that Yuan about at right level now, since domestic prices have risen. 
· This statement not likely to sit well in Washington, where hearings on China’s exchange rate policy will take place next month. In fact, Yuan has risen less than 1% against the dollar!....U.S. trade deficit widened to an 18-month high; issue of global imbalances again front and center.
· Many economists point out that China has far too many dollars for “insurance” purposes. Holding low-yield dollar reserves considered poor investment, so China might be persuaded to shift away from holding so many dollars and look for more beneficial alternatives. If so, what might that do to the value of the dollar?
· Former Treasury Secretary Hank Paulson revealed that in August of 2008 he learned that Russian officials made a high-level approach to China suggesting that together they might sell big chunks of their dollar holdings (mainly “GSE” debt—Government Sponsored Entities Fannie Mae and Freddie Mac). Paulson said the Chinese decided not to cooperate with Moscow, but that the report was “deeply troubling” as “heavy selling could create a sudden loss of confidence in the GSEs and shake the capital markets”.

· With the US needing to sell another $1.3 trillion in debt this year, Paulson’s concerns will ultimately come to roost. It demonstrates the enormous potential China has to cause disruption and chaos in US markets……Of course, many feel that it is very much against Beijing’s interest to do so, since heavy selling might precipitate the very fall in the dollar’s power that the Chinese fear…..Or might they view this as a Ponzi scheme and run for the exits first?.....At the very least this example illustrates the clear risks to the US of growing American dependence on foreign government lending.
V.  Chinese Using Financial Prowess to Secure Global Ojectives
· China’s foreign involvements driven by (1) Need to be in a position to secure raw materials, especially energy resources, and (2) To find productive outlets for its enormous currency holdings. However, on this point, Chinese direct foreign investment decisions based more on hard political calculations than economic benefits.

· Chinese FDI (foreign direct investment) has risen sharply. Outflows expanded 14-fold between 2003 and 2008, doubling the last year!

· Growing Chinese dependence on foreign sources for energy, especially oil, drives much of its international interest. China was self-sufficient in oil requirements until 1993; now it relies on imports for 50% of its oil needs and that is growing.

· China has plunked down billions from Angola to Peru to ensure the delivery of natural resources to feed its red-hot economy.
VI.   Harder line emerging in Beijing, new assertiveness seen in  
         Foreign policy
· While China has cooperated with the US in some instances, by and large Beijing’s foreign involvements have not been helpful.
· In June, China did back a new round of UN economic sanctions against Iran, but this is the exception rather than the rule.
· China rejected a proposal by Defense Secretary Gates that he stop in Beijing in June for talks. Chinese diplomats have renewed their vitriolic attacks on “American hegemony”, on Washington’s arms sales to Taiwan, and on our having a “Cold War mentality”. The words are driven by a sharp rise in nationalistic feelings on the mainland. Experts note a real hardening of attitudes in Chinese thinking about relations with the U.S.

· China is investing heavily in many countries, creating giant, very efficient ports to handle shipments of raw materials. In Brazil it is building a 2-mile long pier to accommodate huge vessels that will transport iron ore back to the mainland. It is buying up huge swaths of land, high speed rail projects, and energy firms. Also working with Brazil on plans to tap deep underwater oil reserves…. In Greece it is building a similar port in Piraeus, at a time when other investors are running as fast as they can from Athens!....Doing much the same in Ecuador and Peru…Not all locals are happy. Says one, “China has adopted a gringo swagger that stands in contrast to its old role as the world’s cheerleader for undeveloped countries”. China cutting deals that resemble the imperialistic contracts imposed by huge US corporations in the early 20th century.
· In Africa, China’s rapaciousness has led to charges of Beijing “raping” Africa in its bid for natural resources. The PRC has no trouble working with dictators of any stripe as long as it brings economic advantage.
· Many recipient countries now breaking relations with Taiwan under pressure from Beijing……PRC forcing others to support its “human rights” position in the UN…….In the WTO, Beijing has put together a coalition to torpedo specific trade rules it opposes.
· China and U.S. have deep disagreements over policies toward North Korea. China has refused to back real sanctions against Pyongyang in defiance of US/South Korean demands following sinking of the Cheonan and N. Korea’s nuclear weapons program. 

· Tensions between Washington and Beijing have risen over Chinese pretensions to greater claims over the South China Sea, a departure from its previous openness regarding cooperative development of the area…..China increasingly building a blue-water Navy to allow power projection and its shift away from being only a continental power….China demanded that US and Viet-Nam not cooperate in oil drilling off Vietnam coast, in waters claimed by China!
· Secretary of State Clinton stood up to Beijing’s saber-rattling and stated clearly that we will respect the concept of freedom of the seas in the region, meaning specifically that we do not recognize China’s claims that the South China Sea is its “territorial waters”….Also protested periodic harassment of U.S. naval vessels. 
VII.  Summary
· Internally, China is moving away from its nurturing of free market reforms. The period from 2002 to the present is one marked by the “rollback of economic reforms”, made possible by the continuing expansion of the economy. The leadership now believes that true liberalization is unnecessary. The focus is on the aggressive pursuit of state-led growth, with a powerful Communist party at the helm. The maxim will be “guided economic decision-making” at the highest level, a very mercantilist model supported by strong political control at the center and extensive, albeit less important, economic flexibility at the lower echelons.

· The foreign component of the shift in emphasis on to big, state-dominated firms has its corollary in the foreign area. China does not permit companies to undertake overseas investment without direct guidance from the center. FDI and foreign involvement will be directed toward the goal of securing access to increasingly scarce resources. Agreements will be made with foreign governments regardless of the political orientation of the local leadership.

· Increasingly Chinese projection of its presence and power through economic instruments, and in the future by military capabilities, and its growing hoard of foreign currency holdings, will pit the U.S. and China into an increasingly tension-ridden relationship. This will not to be an easy task for Washington, consumed as it is now with a prolonged recession, wars in Iraq and Afghanistan not going well, and deepening political fractures at home.
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