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Foreword

T

he U.S. and China are two very different countries, with different histories and cultures. They are
also at different stages of development, one being the largest developed nation in the world, while
the other being the largest developing nation in the world. Each is of substantial economic size, and
therefore, each in different ways contributes to global economic activities. Working together, they can do
more to contribute towards global economic recovery and financial stability, which still eludes us five years
after the financial crisis of 2008. Furthermore, the U.S. and China are the two largest trading nations in
the world. Working together, they can help to further liberalize the trade of goods and services around the
world.
The fact is whether it is in energy security, food sufficiency, protection of the environment, climate
change, nuclear weapons proliferation, fighting terrorism, preventing epidemics or drug trafficking, all of these
and other transnational challenges that the world faces today require multilateral efforts. But if the U.S. and
China work together on any of these issues, the chances of success will be enhanced. It is for all the above reasons
that from a global perspective, the U.S.-China relationship is the most important bilateral relationship today.
From a bilateral perspective, the economic relationship between the U.S. and China has developed
over the past few decades from virtually nonexistent to becoming a highly interdependent and mutually
beneficial one. But where is this economic relationship going in the future?
To answer this question, the China-United States Exchange Foundation engaged a group of eminent scholars, with advice from academic, business and political leaders from both countries, to undertake
a study to examine this economic relationship. The study not only reviewed the past, but also examined
some of the commercial difficulties that could impede increasing commerce between them. But most importantly, the study looked into the future and concluded that, “Both countries want to establish a pattern
of secure, high-quality, sustainable growth and employment for their people, and this study demonstrates
that the bilateral relationship, built and adapted well over time, can make a material contribution to that
shared goal.” Indeed, over the next 10 years, significant economic opportunities and millions of jobs can be
created for the peoples of the two countries if the two countries cooperate together closely. The U.S.-China
relationship is not only important from a global perspective, but also from a bilateral perspective.
Little wonder that, over the last 42 years, eight presidents of the U.S. and five generations of Chinese
leaders have, with enormous foresight, worked hard to build U.S.-China relations. Despite ups and downs,
the relationship has been moving forward.
However, it is important to recognize that the relationship is constrained by mistrust and differences over strategic global issues. Also, there are difficulties in the commercial relationship, such as cyber
security, intellectual property protection and protectionism on trade and investment. Trust needs to be
built, and differences and difficulties need to be managed and addressed. But under no circumstances
should they be allowed to stand in the way of deeper engagement between the two countries.
President Obama and President Xi have called for the building of a new relationship between the
U.S. and China as major powers. The two leaders have just begun new terms of office. Let us seize the moment now, and begin working towards this goal. After all, this relationship will be good for the two peoples,
and for long-term peace and prosperity in the world.

C H Tung
Chairman, China-United States Exchange Foundation
Vice Chairman, Standing Committee of the Chinese People’s Political Consultative Conference
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A

s I gave thought to writing the foreword for this study, I became increasingly convinced with
the fact that a good economic relationship between the United States and China can never truly
realize its full potential without a healthy overall relationship. Where is this relationship today?
Where is the relationship going from here? Dr. Henry Kissinger, one of the original architects of the modern day U.S.-China relationship, gave an elegant, logical and insightful answer at a speech he delivered at
a China Development Bank gathering on April 24th, 2013 in Beijing. With his kind permission, I am honored to include his speech for your reading.

C H Tung
Chairman, China-United States Exchange Foundation
Vice Chairman, Standing Committee of the Chinese People’s Political Consultative Conference
May 21st, 2013
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Dr. Henry Kissinger’s remarks at China Development Bank’s International
Advisory Council Meeting 2013
April 24, 2013, Beijing, China

I

would like to express, first of all, my appreciation to Chairman Chen Yuan for his decades of friendship, for the leadership he has provided to the bank, and the inspiration he has provided to his friends.
For any of us who saw China at the beginning, the transformation we now see would have been beyond
our imagination. This resulted, of course, from great technical knowledge, but also from the courage to
undertake and to enterprise what most experts would have considered impossible when it was started. So
let me thank you—I am sure on behalf of all of us, but especially on my behalf. And let me also wish every
success and express every confidence in the new chairman that he will continue the great tradition that he
inherits.
My participation in this group does not result from the contribution I can make to economic discussion, so I will confine my remarks to a brief analysis of the international situation. And let me begin with
the conclusion. I have been to China over eighty times since my visit in 1971. I have had more conversations than I can count with Chinese leaders. I have never left in a more hopeful conviction than after this
visit—and optimism is not my outstanding characteristic. Let me explain why I believe this to be the case.
There is a great deal of appeal to a so-called world community. But there really is no world community, because different regions in the world are following different principles of organization and pursue
different aims. Europe is in the process of abandoning the model of the nation state, a model on which
the international system for the whole world has been based for two centuries, partly as a result of colonialism. But in the process, it is caught between new institutions that do not yet have a popular base
and old institutions that have lost their confidence. European leaders no longer have the same capacity
to ask for sacrifices from their people that they did in the past. And unless you are willing to sacrifice,
you cannot build. And the objective result is then two-fold: a consumption-oriented economy that does
not accumulate enough resources, and a foreign policy of no-risk that does not meet the requirements
of the contemporary crisis.
In Asia, foreign policy is conducted the way it used to be in the 19th century in Europe: with strong
national states. The challenge in Asia is to bring these national states into a non-confrontational relationship with each other. In the Middle East, there is a challenge to borders, to domestic institutions, and to the
international systems; and these challenges are affecting every other region, and drawing in every other
region, but without as yet an overall guide.
I have mentioned this because within this framework, there is China and the United States, two great
continental nations that have, in their histories, never fully participated in an international system. China
believed that it was unique, and because of geography and other reasons, was largely contained within its
own reality. America believed that it was also unique, but that it had a missionary obligation, but it did so
more on an ideological basis than on the basis of reasons of state. In a way, therefore, the key to an emerging
world order is the relationship between China and the United States.
China and the United State cannot solve the problems by themselves, but the problems cannot be solved
without cooperation between China and the United States. Without cooperation between China and the
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United States, the world will be divided into opposing camps, and the temptation will be huge for every
component that I’ve described to exploit the rivalry of the other countries. So that cooperation is the great
opportunity of our age. I have had the good fortune of being present at the beginning of contemporary relations between China and the United States. Not often can a historian experience what he is writing about.
At the beginning, we had a common adversary, and therefore we had common goals. For a decade, a great
ingenuity was developed in establishing parallel policies. This made a great contribution to the conduct of
the Cold War.
When the Cold War was over, two things happened that were somewhat contradictory with each other.
On the one hand, in America, eight successive administrations have pursued a policy of friendship or cooperation with China. That’s an important achievement. And five Chinese administrations have done the
same thing. But the problem has been, again, two-fold: How do you define that cooperation? And secondly,
how do you apply it to a period without a Cold War?
So in that period, we have avoided serious confrontation. But now we are facing this issue: In the United
States, there are significant elements that consider China as a vestige of the Cold War. But the Soviet Union
was almost exclusively a military power; whereas China is closely connected with the world economy. Its
impact does not derive primarily or importantly from its military strength, but from its domestic performance—that’s a different challenge. By the same token, in China there are important elements that believe
the United States is a declining power, that China is a rising power, and that declining powers always try
to keep down the rising power, and therefore some conflict is inevitable. And they mention the BritishGerman rivalry as an example.
On the other hand, Britain and Germany clashed due not to the nature of events as much as the shortsightedness of policies. Above all, there is one important fact: the turning point in European history has
been World War I. Europe has never recovered from World War I. And yet if any of the leaders who went
into World War I had known in 1914 what the world would look like in 1918, they would never have done it.
A conflict between China and the United States would have even greater consequences, and therefore
our leaders know that no matter what academic studies say, we should not deal with it as a confrontation.
Now some of us in this room have been saying this for twenty years. And we were often criticized as being
unduly seduced by Chinese hospitality or by short-term experience. But the crucial aspect of the present
situation is that the leaders of both sides seem to have realized that it is essential to find a cooperative pattern. It is not enough, as we have done successfully, to solve the day-to-day problems that arise between
our countries. And a lot of day-to-day problems are bound to arise when two major countries interact with
each other. From my experience, I can look back to the days of the 1970s when the trade between China
and the United States was less than the American trade with Honduras. So in this new world of vast interactions, we have now an unusual opportunity; not because I say so, but because our leaders seem to me to
have come to such an understanding.
Now, if we are able to translate a general understanding into concrete policies, the United States and
China could begin with a common analysis of where we think the international system is going and should
go: a means of developing not identical but parallel policies. We are aided in this because there is a whole
set of problems—like energy, environment, non-proliferation, space, cyber—in which there is no possible
national solution. And in issues like cyber or space, there is not even an agreed-upon definition as to what
the problem is. So we are impelled to this common approach, which a few years ago would have been considered hopelessly idealistic, and which today is the only realistic basis for proceeding.
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It is difficult to do this because the basic approach of Americans and Chinese is not always the same—
their histories are totally different. The United States has never had a powerful neighbor; China has never
been without a powerful enemy on its borders. Americans thinks that every problem has a solution. Chinese think every solution creates a new problem. So how to meld these things together? That is the big
challenge of our time.
But again, having been in this city and having had the privilege of knowing its leaders, I believe the
enormous reform effort that China is now undertaking, and the transformations that reality imposes on
America, have created a basis for the kind of dialogue that hasn’t been seen in a long time. And while it will
be difficult, and while there will be controversies, I leave with an optimistic prognosis for relations between
China and the United States, and the fulfillment of this goal of showing how two great nations that historically would have been rivals, can work as partners in the international order that is emerging.
Thank you again for inviting me, and for the friendship, Mr. Chen Yuan, that you have shown me over
the decades.
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Executive Summary

executive Summary

T

he bilateral economic relationship between
the U.S. and China has developed over the
past 35 years from virtually nonexistent to
the most important in the world. Today, the U.S.
and China are each other’s second largest trading
partners. A vast volume of trade in goods and services, integrated supply chains, substantial direct
American investment in China, and an even larger
Chinese investment in U.S. Treasury securities,
speak to the importance of the relationship. Indeed,
while there are frequent tensions, this economic relationship is of tremendous mutual benefit.
The purpose of this study is to look back at how
this economic relationship has evolved over the past
35 years, so that we can understand how interdependent this relationship has become. More importantly, the study looks forward, to how the two economies are likely to develop over the next decade and
how even greater economic benefits can accrue to
both countries in the future. Both countries want to
establish a pattern of secure, high-quality, sustainable growth and employment for their people, and
this study demonstrates that the bilateral relationship, built and adapted well over time, can make a
material contribution to that shared goal.
Indeed, the economies of both countries have
reached a crucial juncture. For China, it must
change the model of development it has followed
for more than three decades – from export led to
internal-demand led, and from input driven to innovation driven. If China does this successfully
in the coming decade, an ever-larger middle class
of up to 600 million people will be created. It will
transform China from being the ‘world’s factory’ to
being increasingly the ‘world’s market’ as well.
In the U.S., the economy will steadily recover
over the next decade as structural adjustments are
made to lower budget and trade deficits, and to reduce unemployment. Indeed, the U.S. economy
should continue to benefit from its strengths in science, technology and innovation, as well as cheaper
energy in the form of shale oil and gas. After de-
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cades of dependence on energy imports, increased
production of oil and natural gas in the U.S., Canada
and also possibly Mexico, combined with increased
energy efficiency, will be a major game-changer for
the U.S.; some even project the U.S. eventually becoming a net energy exporter.
While the economic pictures look promising,
one should not understate the challenges that each
country faces. China needs to deepen its economic
reform and redefine the role of the government and
make the economy more responsive to the market;
address the issues of income disparity, environmental degradation and uneven access to basic education and healthcare; expand the rule of law; and
combat corruption. For the U.S., the challenge is
to achieve a consensus in economic policy so that
the economy can move forward with some predictability. Internationally, the two countries still face
economic uncertainty in Europe and the possibility
of rising protectionism. And they must cooperate to
maintain global peace in the face of nuclear proliferation, terrorism and territorial disputes. None of
the challenges that the two countries face, domestically and internationally, are easy, and none of them
can be ignored.
Our path forward begins with an acknowledgement that the development of the overall relationship between the two countries is constrained by
mistrust and differences in important global strategic issues. It is therefore imperative that mutual
trust be built-up and strategic differences be managed and addressed. Building mutual trust will take
time; but the differences should not be allowed to
stand in the way of closer economic cooperation between the two countries.
Additionally, the business sectors of both countries have identified difficulties and impediments to
increased commerce between them. On the U.S. side,
the issues include the role of state-owned enterprises
(SOEs) in the Chinese economy (and state banks as
providers of finance), all forms of market access into
China, protection and enforcement of intellectual

property rights and cyber security (and in particular, theft of commercial secrets). Chinese complaints
include restrictions on U.S. exports of high-technology products to China and U.S. government actions
that often appear arbitrary and protectionist in the
areas of both trade and investment.
In a commercial relationship as extensive and
dynamic as ours, there will be points of contention
and concern. Candor in recognizing them, and a
commitment to resolving them, is a sign of the maturing of the relationship. However, it would be impossible for this study to adequately, and in a timely
manner, address these issues. Rather, the purpose
of this study is to focus on the future potential of
an enhanced economic relationship through cooperation. Successful cooperation by the two countries will not only bring economic benefits to the
two peoples, it will also help build the trust between
them. In that same spirit, we fully recognize that a
lack of progress in solving these issues will have an
adverse effect on deepening economic engagement.
The stakes are very high. Without question,
the benefits of an expanded economic relationship
are considerable. The U.S. economy is projected to
grow at an average annual rate of just below 3% in
the next ten years, whereas the Chinese economy is
projected to grow at an average annual rate of 7.5%
during the same period. The potential economic
opportunities created by increased cooperation are
enormous. Some of these opportunities will benefit
China more, while others will benefit the U.S. more.
But in every case, they can be a win-win for both
countries.
The following are examples of economic opportunities that both countries can enjoy through collaboration:
1) Cooperation in science and technology, particularly in the area of energy, can result in more efficient and more environmentally friendly use of
energy in both countries. These efforts will eventually lead to a reduction of greenhouse gases and

hence the risks of climate change. This is an area
in which the two governments began promoting
jointly in 2006 and should become an even more
urgent task in the future.
2) The U.S. and China, being the two largest trading countries in the world, should take the lead
in reinvigorating the Doha Round of world trade
negotiations. They should begin early stage discussions of the opportunities and challenges of
an eventual bilateral free trade agreement.
3) The U.S. is likely to undertake significant infrastructure building and/or rebuilding programs
over the next decade. Chinese investors, with
their surplus savings, can provide some funding
for this effort, in the form of either debt or equity.
This is good for the U.S., and will also be good for
China because of the attractive returns.
The following are economic opportunities that the
U.S. can enjoy from a broader collaboration with
China:
1) U.S. exports to China have grown five-fold between
2000 and 2010. This trend is likely to continue over
the coming decade, given the expected growth of
the Chinese economy and its middle class during
this period. China is likely to overtake Canada and
Mexico as America’s largest export market. Moreover, the prospects of U.S. direct investment in
China are excellent. General Motors is already the
market leader in the Chinese automobile market;
Wal-Mart is China’s largest retailer; and McDonald’s and KFC are already household names. The
potential for these, and other U.S. businesses yet to
invest directly in China, is enormous.
2) In 2012, about 1.5 million Chinese tourists visited the U.S. This number is projected to exceed
five million a year by 2022 if visa administration
is further streamlined.
3) Chinese firms are interested in entering the U.S.
market through the manufacture of final products in the U.S, as Japanese firms did before them,
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generating gross domestic product and creating
jobs. Companies in the auto parts, high-end steel
products and consumer appliances sectors are
leading the way.
The following are economic opportunities that China can enjoy through a broader collaboration with
the U.S.:
1) Among the major concerns of China and its
people are food security and food safety. China is
also determined to modernize its agriculture and
related industries. The U.S. has the most sophisticated agricultural technology as well as systems
to ensure food safety. The abundance of arable
land and the high productivity and efficiency of
U.S. agriculture can help China ensure food security as well as food safety.
2) While China today relies overwhelmingly on coal
as a source of energy, it has also discovered large
deposits of shale oil and gas. The investment and
technological cooperation of U.S. firms in China’s nascent shale oil and gas industry can help
China reduce its dependence on coal as a source
of energy.
3) China’s service sector is relatively immature,
while the U.S. has the most sophisticated service sector in the world. China needs to expand
its service sector to provide employment opportunities for its people. U.S. firms can help China
develop its service sector through exports and
direct investments in China.
Each of the examples listed above, if realized, can
create enormous economic opportunities for the
people of both countries. These opportunities, in
turn, translate into jobs. For instance, the increase
in exports from the U.S. to China over the next ten
years is projected to add 1.81 million new jobs in the
U.S. by 2022.
In order to take advantage of these economic
opportunities and prospects for job creation, we are
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making the following recommendations to the governments of the two countries:
1) Drawing on the expertise of government agencies in the U.S. and China, thinktanks from both
countries should be engaged to study the feasibility and the benefits of a free trade agreement
between the two countries. This study should be
completed within one year of commencement. If
the results of the study are positive, then a process
toward negotiations should be initiated. As the
two largest trading nations in the world, China
and the U.S. should also take the lead to reinvigorate the Doha Round of world trade negotiations.
2) Discussions for a bilateral investment treaty have
been ongoing for some time. In order to help twoway investment flow, we urge both countries to
commit to complete treaty negotiations as soon
as possible, preferably within one year.
3) The two governments need to encourage even
more business-to-business collaboration in science and technology as it relates to energy, in such
areas as building and industrial efficiency, renewable energy, shale oil and gas, carbon dioxide capture, utilization and sequestration, electric cars,
etc. In addition, as it relates to climate change, the
two countries should agree to a common negotiating position for the meeting in December 2013,
and rally other nations to ensure a successful outcome of the 2015 United Nations Framework Convention on Climate Change treaty process.
4) Both countries should streamline their visa application process, and extend visa durations to
five years to begin with, then ten years, and eventually move to a visa-free regime. A deadline of
two years would seem reasonable for five-year
visa durations to start.
5) During U.S. Secretary of State John Kerry’s visit
to Beijing, it was agreed by the two countries that
a special working group will be established under the Strategic and Economic Dialogue (S&ED)
to begin discussion on the issue of cyber secu-

rity. The group should work toward developing
a roadmap on how the two countries can a) enhance and enforce cyber security, and b) collaborate to develop an international convention on
cyber space. These need to be dealt with urgently,
and therefore it is suggested that the S&ED complete the negotiations within 18 months with interim reports from time to time.
6) There is global and domestic interest for China
to vigorously pursue intellectual property rights
(IPR) protection. Indeed, it is in China’s own interest to do so from the point of view of spurring
innovation and economic growth, and also upgrading its industrial base. To achieve this objective, much work still needs to be done. We wish
to make the following recommendations to the
Chinese government:
a) The Leading Group for National IPR Protection, the single cross-ministerial organization
within the State Council of China that is responsible for IPR protection, should further
strengthen enforcement to ensure full compliance and deter intellectual property theft.
b) China should consider establishing a special national court exclusively for intellectual
property disputes. This will greatly facilitate
the resolution and settlement of intellectual
property disputes in China.
c) We note S&ED’s recent discussion has resulted
in an agreement where Chinese central and
local government entities will eradicate the
use of pirated software by the end of 2013. We
suggest the Chinese government should urge
all Chinese SOEs and bank systems to do the
same as soon as possible.
7) Relaxation of export controls of high-tech products is a longstanding request by China. It is proposed that this issue be reviewed by the U.S. Administration with added urgency, in hope that a
mutually beneficial outcome will emerge.
8) Some U.S. government actions in both trade and
investment, including actions by the Commit-

tee on Foreign Investment in the U.S. (CFIUS),
appear to Chinese enterprises to reflect political
rather than policy considerations. The operation
of CFIUS can be made more transparent and better understood in China. We propose that clearer
rules and regulations on investment approval
processes be issued by the U.S. government.
Enormous stakes are involved. The most important
economic partnership in the world is also hugely
important for the world. While a healthy relationship between the U.S. and China is not a guarantee
of global prosperity, a fractious and fruitless relationship would certainly endanger it.
If the two economies are able to continue to cooperate successfully, by 2022, the bilateral relationship can be as interdependent as never before. At the
same time, a great deal of global public good would
have been accomplished, through better environmental protection, reduction of the risks of climate
change and the enhancement of the multilateral
trading system. Above all, this interdependent relationship can provide the foundation for a healthy
overall relationship between the two countries.
The leaders of the two countries are beginning
a new term of office. The two countries are setting
a new direction in economic development in order
to provide sustainable growth and employment for
their people. Working together, starting now, we
can make this happen. Let us seize the moment.
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Part I

US-China Economic Relations in the Next Ten Years:

Part I
A. Seizing the Moment
The opportunity of a generation
The bilateral economic relationship between the
U.S. and China has developed over the past few
decades from virtually nonexistent to the most important in the world. Today, the U.S. and China are
respectively the largest and second largest economies and the largest and second largest trading nations in the world. They are also each other’s second
largest trading partners. A vast volume of trade in
goods, integrated supply chains, a growing volume
of trade in services, substantial direct American
investment in China and even larger Chinese investment in U.S. Treasury securities, speak to the
importance of the relationship.
Looking forward, basic economics predicts that
bilateral trade will grow roughly in proportion to
the sizes of the two economies, so it is not surprising that trade in goods and services between China
and the U.S. is voluminous, and is predicted to grow
along with their economic growth. If the U.S. and
China are to continue to reap, indeed enhance, the
mutual benefits of that trade, the two nations must
work cooperatively to seek out new opportunities.
The purpose of this study is, first, to put the
U.S.-China relationship in the current, and naturally evolving, economic context; and second, to
suggest potentially fruitful areas and approaches
to strengthen it, both by seizing opportunities and
ameliorating disputes. Better understanding of the
economic context, it is hoped, will contribute to a
constructive way forward in the world’s most important bilateral economic relationship.
Both countries want to establish a pattern of se-
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cure, high-quality, sustainable growth and employment for their people, and this study demonstrates
that the bilateral relationship, built and adapted
well over time, can make a material contribution to
that shared goal.
Our path forward begins with an acknowledgement that the development of the overall relationship between the two countries is constrained by
mistrust and differences on important global strategic issues. It is therefore imperative that mutual
trust be built-up and strategic differences be managed and addressed. Building mutual trust will take
time; but the differences should not be allowed to
stand in the way of closer economic cooperation between the two countries.
Additionally, the business sectors of both countries have identified difficulties and impediments
to expanding the economic relationship between
them. On the U.S. side, the issues include the role of
the state-owned enterprises (SOEs) in the Chinese
economy (and state banks as providers of finance),
market access into China, protection and enforcement of intellectual property rights (IPR), and cyber security (and in particular, theft of commercial
secrets). Chinese complaints include restrictions on
U.S. exports of high-technology products to China
and U.S. government actions that often appear arbitrary and protectionist in the areas of both trade
and investment.
These issues are real, and relevant to expanded
economic engagement. In a commercial relationship as extensive and dynamic as that between the
U.S. and China, there will be points of contention
and concern. Candor in recognizing them, and
a commitment to resolving them, is a sign of the
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maturing of the relationship. For these issues to be
resolved, the two governments need to face them
squarely. It is a difficult task, and will take time, but
it must be done.1
However, it would be impossible for this study
to adequately, and in a timely manner, address these
issues. Rather, the purpose of this study is to focus
on the future potential of an enhanced economic
relationship through cooperation. Successful cooperation by the two countries will not only bring economic benefits to the two peoples, it will also help
build the trust between them. In that same spirit,
we fully recognize that a lack of progress in solving
these issues will have an adverse effect on deepening economic engagement.
Before moving on to the future, let us begin
with some history. Forty-one years ago, President
Richard Nixon of the U.S. and Chairman Mao Zedong of the People’s Republic of China seized the
moment to allow the two countries to collaborate
against Soviet hegemony. The two leaders understood the strategic importance of the U.S.-China
relationship to both countries. Their collaboration
changed the world.
On 15 December 1978, the U.S. and China
agreed to establish formal diplomatic relations.
Three days later, China announced that it would
undertake economic reform and open its economy
to the world. Since then, there have been six presidents of the U.S. and four generations of leaders of
China. Throughout these four decades, they have all
tried to build a strong and durable U.S.-China relationship. Despite many ups and downs over the past
decades, the relationship on the whole has endured.
With the dissolution of the former Soviet Union in
1991, the foundation of the U.S.-China relationship
shifted to economics. Indeed, both countries have
benefited a great deal from their economic relations.
However, the Chinese economy has now reached
a critical juncture: it must change the model of devel1 Many of these issues are summarized in Chapter 6 and discussed in
various chapters in Part II.

opment it has followed for more than three decades –
from export led to internal-demand (including consumption) led and from input driven to innovation
driven. Moreover, decades of sustained increases in
income and wealth have also begun to make China
an increasingly important and rapidly growing constituent part of the ‘world’s market’, in addition to
being the ‘world’s factory’, and an important source,
as well as a destination of cross-border investment.
China will have to play a rather different role in the
world economy. Adapting to these new realities poses
enormous challenges to China. Indeed, the next ten
years will be a decade of change in China. The U.S.
economy, recovering from the most severe global financial crisis in recent history, also has to begin to
make significant structural adjustments to lower its
budget deficit and its trade deficit, and at the same
time try to reduce its high unemployment rate. But it
still has the advantages of being the most innovative
and the most technologically advanced country in
the world as well as having access to low-cost energy
in the form of shale oil and gas. Indeed, the next ten
years will also be a decade of change in the U.S.
The U.S. and China are likely to remain the
world’s two largest economies for decades to come.
President Barack Obama was just re-elected for a
second term. Xi Jinping – elected General Secretary of the Chinese Communist Party in November 2012 and President of China in March 2013 –
will lead China for the next ten years. The U.S. and
China must realistically confront the challenges
facing them, including those arising between them
and internally from the dislocations that are often a
by-product of economic progress, including growing international trade and investment. Closer economic cooperation between the U.S. and China can
help promote economic growth and job creation in
both countries. The two countries need to seize this
moment to lay the foundations for closer economic
cooperation over the next ten years.
The two countries also face many common challenges, such as nuclear proliferation, global terror-
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Figure 1: The Real GDP of China and the U.S., 1978-2012
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Figure 2: The Annual Rates of Growth of the Real GDP
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ism, sustainability and climate change. Working together, the U.S. and China will have a better chance
to successfully overcome these challenges, not only
for their own mutual benefits, but also for the longterm peace and prosperity of the world. Given the
degree of economic interdependence in the world
today, the economic losses caused by the two countries working against each other can be huge for
themselves as well as for all other nations.

provision of global public good to the world. For
example, as the two largest carbon dioxide emitters,
ameliorating the risks of climate change; and, as
the two largest trading nations, further enhancing
the multilateral trading system (through the Doha
Round), are obvious areas that the U.S. and China
should work cooperatively to lead global solutions.

A study with a difference
This study, involving eminent scholars and business
and community leaders from the two countries, focuses on the future, while recounting the past. It
recognizes the benefits derived and costs incurred
by the U.S. and China from their past economic exchange and interactions. Moreover, it also identifies
the fundamental economic complementarities between the two countries, which provide a solid basis
for mutually beneficial and sustainable economic
cooperation over the long term. Furthermore, we
recognize that the search for mutually beneficial
areas of cooperation between the two countries is
best done in the context of a mutual understanding of the tremendous challenges faced by each in
restoring and sustaining inclusive patterns of economic growth and employment in their respective
countries.
Finally, this study also pinpoints the opportunities for the U.S. and China to cooperate in the

The development of the bilateral economic relations
1978 marked the beginning of China’s push for economic reform and opening up to the world. It also
marked the end of an era of chaos and stagnation
in China, wrought by the decade-long Great Proletarian Cultural Revolution. Since then, China has
made tremendous progress in its economic development. Between 1978 and 2012, Chinese real gross
domestic product (GDP) grew from US$341bn to
US$8.262tr (at 2012 prices) to become the second
largest economy in the world, after the U.S. (see Figure 1).
The China of today is a very different place.
Since 1978, central planning has largely given way
to market forces. A modern physical infrastructure
has been built. A compulsory free nine-year education has been introduced for all school-aged children. Healthcare and social security have become
more widely available. Above all, hundreds of millions of Chinese people have escaped abject poverty
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Figure 3: The Real GDP per Capita of China and the U.S.,
1978-2012
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Figure 4: The Real GDP per Capita of Selected East Asian
Economies, 2011
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Figure 5: The Real GDP per Capita of the G-7 Economies,
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and secured a much-improved livelihood. In these
35 years, a closed Chinese society has become much
more open. A new generation of Chinese – more
educated, more globally connected and more environmentally conscious – has emerged.
In 1978, the U.S. economy was still recovering
from the first oil shock of 1973, during which the
price of oil quadrupled. One year later, it would be
struck by the second oil shock. The two oil shocks
led to high inflation and interest rates in the late
1970s and early 1980s. Inflation was finally brought
down by the mid 1980s, accompanied by the decline in the real price of oil. This led to the longest
period of economic expansion in U.S. history, further abetted by the internet boom beginning in the
1990s. U.S. economic growth continued, with brief
interruptions, until 2007, when the global financial
crisis, triggered by delinquencies of the sub-prime
mortgage-loans, broke out. Since then, the U.S. has
been in the process of a gradual, but by historical
standards very slow, economic recovery. Nevertheless, between 1978 and 2012, U.S. real GDP grew
from US$6.54tr to US$15.68tr (at 2012 prices), at an
average annual rate of 2.6% (see Figure 2), which is
among the highest within the Group of Seven (G-7)
developed economies.
Individual incomes are a different story. The
Chinese economy is large, in part because its population is large – more than four times that of the
U.S. Despite ranking second in the world by GDP,
China is ranked outside of the top 80 in terms of
GDP per capita – it is still very much a developing
economy. Between 1978 and 2012, Chinese real GDP
per capita grew from US$354 to US$6,102, (at 2012
prices), at an average annual rate of 8.7%. By comparison, the U.S. real GDP per capita at 2012 prices
grew from US$29,390 to US$49,880, more than
eight times Chinese GDP per capita in 2012, at an
average annual rate of 1.6%. A huge gap still exists
between the per capita GDPs of the two countries
(see Figure 3). It is also worth noting that Mainland
Chinese real GDP per capita still lags significantly
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behind the real GDPs per capita of other East Asian
economies such as Hong Kong, South Korea, Singapore and Taiwan (see Figure 4), while U.S. GDP
per capita remains significantly higher than all the
other G-7 countries except Canada (see Figure 5).
Between 1978 and 2011, Chinese real personal consumption per capita grew from US$168 to
US$1,911 (at 2011 prices). However, as a percentage
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Figure 6: A Comparison of the International Trade of
the U.S. and China, 2011-12
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of GDP, Chinese personal consumption actually
declined from 48.4% to 34.4%2. By comparison, the
U.S. real personal consumption per capita at 2011
prices grew from US$17,769 to US$38,269 – more
than 20 times the Chinese level. U.S. personal consumption was 70.9% of U.S. GDP in 2011. The gap
between the real personal consumption per capita
of the two countries is even larger than that of real
income per capita. Given the low Chinese consumption to GDP ratio, there is considerable room
for Chinese personal consumption to grow. In fact,
continued Chinese growth depends on consumption growing as a share of its national income.
In 1978, before the reform and opening of the
Chinese economy, Chinese international trade
in goods and services combined was a mere
US$20.3bn, whereas the U.S. was already – and still
is – the largest trading nation in the world, with a
total trade that year of US$399.2bn. Starting from its
very low base, Chinese international trade initially
grew by leaps and bounds, but mostly through imports. It was only in the 1990s that Chinese international trade began to grow steadily, with its exports
2 Chinese personal consumption data for 2012 are not yet available. The
Chinese real GDP per capita were US$346 and US$5,555 (at 2011 prices)
in 1978 and 2011 respectively.
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aided by a significant devaluation of the renminbi
(the Chinese currency) on 1 January 1994 and the
granting of (non-permanent) most-favored-nation
status by the U.S. China’s trade growth picked up
significantly after its accession to the World Trade
Organization (WTO) in 2001, and accelerated further after the expiry of the quota system of trade
in textiles under the MultiFibre Arrangement in
2005. By 2012, China, with a total trade in goods
and services of US$4.3tr, has become the second
largest trading nation in the world, just after the
U.S with US$4.9tr, as well as the largest exporting
nation (see Figure 6)3. However, the domestic valueadded content of most Chinese exports remains relatively low with an average value of approximately
23.7% in 20114. The domestic value-added content
is expected to rise in the future as the proportion of
‘processing and assembly’ exports in total exports
declines. It is also anticipated that going forward,
Chinese exports are likely to slow while its imports
are likely to speed up for a variety of reasons, both
internal and external5.
During the same period, the growth of U.S. international trade has been slower but steadier, both
because of its much larger base and because it has
long been a founding member of the WTO (and its
predecessor organization, the General Agreement
on Tariffs and Trade (GATT)). Growth in U.S. international trade was interrupted only by the bursting of the internet bubble in 2000 and the global
financial crisis of 2007-2009. However, beginning in
1997, the U.S. trade deficit vis-a-vis the world began
to grow. Nevertheless, the U.S. remains the largest
trading nation in goods and services combined in
the world today (see Figure 6).
In Figure 6, the international trade of the U.S.
and China with the world in 2011 and 2012 are
3 In 2012, China was actually the largest trading nation in the world in
terms of goods alone, by a very small margin, but not in terms of goods
and services combined (see Figure 6).
4 The domestic value-added content of Chinese exports to the U.S. is even
lower: 22.0% in 2011.
5 Refer to the discussion in Part II, Chapter 8.
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Figure 7: The Levels of U.S.-China Bilateral Trade in
Goods and Services, 1992-2012
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compared6. The U.S. is also the largest trading nation in the world in services. It is interesting to
note that the U.S. trade deficit vis-a-vis the world
has been much larger than the Chinese trade surplus vis-a-vis the world. For example, in 2012, the
U.S. deficit was US$540bn, compared to a Chinese
surplus of US$167bn. Moreover, the Chinese trade
surplus with the U.S. (US$201bn or US$299bn in
2012, according to Chinese or U.S. data respectively) has been larger than its trade surplus vis-a-vis
the world, indicating that China has been running a
trade deficit with the rest of the world (see Figure 7).
Trade between the U.S. and China has grown
by leaps and bounds since 1978. According to Chinese official data, Chinese exports of goods and
services to the U.S. grew from US$9.65bn in 1992
to US$364bn in 20127. According to U.S. official
data, the corresponding numbers are US$27bn and
US$446bn8. Similarly, according to Chinese official
data, U.S. exports of goods and services to China
grew from US$10.5bn in 1992 to US$163bn in 2012,
whereas according to U.S. official data, the corre6 The 2012 numbers are tentative as the trade in services numbers are not
yet available and have to be estimated.
7 Ibid.
8 There are many reasons for the statistical discrepancy between the U.S.
and Chinese official data. It has to do with the different ways in which
exports and imports are valued (financial assistance scheme or free on
board versus cost, insurance and freight), with the different treatment
as well as valuation of re-exports of Chinese products to the U.S. from
Hong Kong, etc. See, for example, the discussion in K. C. Fung, L. J. Lau
and Yanyan Xiong, “Adjusted Estimates of U.S.-China Bilateral Trade
Balances: An Update,” Pacific Economic Review, Vol. 11, No. 3, October
2006, pp. 299-314.

sponding numbers are US$9bn and US$14bn. The
Chinese trade surplus with the U.S. in 2012 was
US$201bn according to Chinese official data and
US$299bn according to U.S. official data. In Figure 7,
the annual levels of bilateral U.S.-China trade according to Chinese and U.S. official data are presented. Both sets of data confirm the historical facts
of a very rapid growth in bilateral trade since the
early 1990s and a large bilateral trade surplus on the
part of China. Interestingly, U.S. exports to China
have grown more rapidly than China’s exports to the
U.S. since the middle of the last decade. This trend
is expected to continue, given that Chinese internal
demand, including consumption, will become the
principal driver of Chinese economic growth going
forward and the relatively slow growth of the U.S.
economy.
Global factors
Looking back, both the U.S. and China have indeed
achieved a great deal since 1978. Their economic
prosperity over the past 35 years has been in no
small part due to favorable global factors.
First, during this period, apart from some localized conflicts, the world at large has been basically
at peace, which has allowed steady economic development. The demise of the former Soviet Union has
also created a peace dividend to be shared by all.
Second, there has been a revolution in information and communication technology, led by the
U.S., which makes possible the instantaneous availability of information everywhere and direct and
immediate communication not limited by either
space or time. Information transmission has also
become much more affordable. This has resulted
in significant reductions in the transactions costs
of doing business across national boundaries and
long distances, which not only facilitate the trade in
goods, but also enable many non-tradable services
to become tradable. Even very complex production
processes can be profitably fragmented or ‘atomized’ – subdivided into many sub-processes each to
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be done in different locations where the costs are
the lowest. In addition, the whole world has gradually become a single huge market, which greatly
enhances the potential returns to innovation and
brand-building. Both the U.S. – which is responsible for most of the advances in the information
and communication technology and the inventions
of new products and processes – and China, which,
because of its low wage rate, has the comparative
advantage at the final assembly stage of the global
division and sub-division of labor, have turned out
to be the major beneficiaries of this development.
However, the global division and sub-division of
labor resulting from the fragmentation of production and the rise of global supply chains also imply
that jobs that can be moved away to lower-cost locations will likely be moved away. The out-migration
of lower-skilled jobs is a challenge not only for the
U.S. but also, more recently, for China as well. Already, such jobs have begun to move away from
China to Bangladesh, Cambodia, Indonesia, Vietnam and even to Myanmar. The division and subdivision of labor around the world also imply that
the world economy has become more integrated
and more interdependent than ever before.
Another implication of the information and
communication technology revolution is the expansion of the senior management’s span of control, resulting in the flattening of organizations and
the elimination of the middle layers of management
jobs. The combination of lower-skilled jobs moving
away and the loss of middle-level management jobs
mean sluggish wage growth, especially at the middle or lower levels. Thus, the benefits of economic
growth have not been evenly shared across the entire population of individual countries. This has
been a major cause of the rising income disparity in
many economies – developed and developing – and
redressing these imbalances remains an important
priority in all countries.
Third, the entry of new participants into the
world economy such as China, Russia and the for-
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mer Eastern European socialist economies, whether
they are members of the WTO or not, has generated
many new opportunities for the growth of world
trade from both the supply and the demand sides.
The deepening of economic cooperation within the
euro zone and within the Association of Southeast
Asian Nations (ASEAN) region has also provided
new impetus for cross-border trade and direct investment and accelerated global economic growth.
However, the entry of new participants has also implied the expansion of the world labor force, putting downward pressure on wage rates in the more
developed economies around the world.
Fourth, the real prices of oil and other natural
resources remained relatively subdued between the
mid 1980s and the mid 2000s, which provided a favorable economic environment for growth.
Fifth, the distribution of the world GDP across
the different regions has changed significantly over
the past several decades. The share for East Asia
(defined as the 10 members of ASEAN + 3 (China,
Japan and the Republic of Korea)) of world GDP
rose from just above 10% in 1970 to approximately
25% in 2012. If South Asia is included, the share
rises to 30%. The Chinese share of world GDP alone
rose from less than 2% in 1970 to over 10% in 2012.
By comparison, the U.S. share fell from over 35% in
1970 to just over 20% of world GDP today. Europe’s
share also fell from 25% in 1970 to 20% today 9. East
Asian economies also account for approximately
25% of world trade today, compared to approximately 10% in 1970. Moreover, approximately 50%
of the East Asian international trade today consists
of trade within East Asia itself. This is what made
it possible for the East Asian and Chinese economies to continue to grow, albeit at lower rates, even
as the U.S. and European economies remained in
recession. In fact, since the beginning of the global
financial crisis in 2007, the Chinese economy has
9 The Europe of today covers many more economies than the Europe of
1970, principally because of the inclusion of formerly centrally planned
economies of Eastern Europe. So its share of world GDP has actually
declined much more than shown by the figures presented here.
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been growing at an average annual rate of over 9%.
Finally, the Chinese state leaders also deserve
credit for adopting the policy of economic reform
and opening up, and persevering with it over the
past 35 years. Throughout this period, they have
also amply demonstrated their ability to confront
important challenges and solve difficult problems,
surviving various economic and financial crises including several global and regional financial crises.
How China and the U.S. have benefited
China has benefited enormously from its economic
relationship with the U.S. throughout the past 35
years. When China began its economic reform and
opening-up policies in 1978, the U.S. opened its
market to Chinese exports, and the rest of the developed world followed. This enabled the early success
of China’s economic reform and opening-up policy.
The granting of (non-permanent) most-favorednation treatment to China by the U.S. in the 1990s
and the successful conclusion of the negotiations
for Chinese accession to the WTO in 2000 enabled
Chinese international trade to grow significantly.
The large U.S. consumer market has been open to
Chinese exports – apparel, home appliances, shoes,
toys and all other kinds of light manufactured products. It has been estimated that for every US$1bn of
Chinese exports of goods and services to the U.S. in
2010, a value-added (GDP) of US$0.573bn and nonagricultural employment of 38,930 person-years
are created in China10. Chinese exports to the U.S.
amounted to US$293.2bn in 2010, resulting in the
generation of an estimated US$168bn of value-added, or 2.8% of Chinese GDP, and 11.8 million personyears of employment, or 2.4% of total Chinese nonagricultural employment11. Chinese exports of light
manufacturing primarily replaced exports from
other East Asian economies such as Hong Kong, Tai10 These include not only the value-added and employment generated
directly by the exports, but also the value-added and employment
generated indirectly through the production of the domestic inputs
used in the production of the exports.
11 Chinese GDP was US$6.06tr (at 2010 prices) and Chinese total nonagricultural employment was 481.74 million in 2010.

wan, South Korea, Malaysia and Thailand12. The U.S.
has not been manufacturing these products in large
quantities domestically for several decades. Thus, the
net displacement of U.S. jobs by these Chinese exports has been less than is often claimed. Moreover,
these light-manufacturing jobs have also begun to be
relocated to other Southeast Asian economies from
China because of its rising wage rates and increasingly more stringent enforcement of environmental
regulations13.
The U.S. was an early direct investor in China,
with the first direct investments being made in
the mid 1980s. U.S. direct investment into China
averaged approximately US$3bn a year over the
last decade. It not only brought in capital, but also
technology, access to overseas markets, know-how,
business models and management methods.
Chinese outbound foreign direct investment
(FDI) is only at the beginning stage, but has been rising rapidly, from US$24.8bn in 2007 to US$77.2bn
in 2012. Chinese direct investment into the U.S.,
which began at a very low level in the late 1990s,
averaged approximately US$1.4bn a year. Estimates
of Chinese FDI to the U.S. range widely – for 2011,
they range from US$1.8bn according to the Chinese
Ministry of Commerce to US$4.3bn according to
the U.S. Department of Commerce14. It is believed
that currently it is of the same order of magnitude
as the annual flow of U.S. FDI into China of approximately US$5bn.
The stock of U.S. direct investment in China
in 2011 was US$54bn according to the U.S. and
12 See Jianguo Huo, “The Development of U.S.-China Economic Relations,
1978 to the Present”, Part II, Chapter 1, for examples of various
products for which increases in Chinese shares of U.S. imports have
been matched by decreases in the shares of other East Asian economies.
13 Chinese factories have been legally required to have anti-pollution
equipment installed for quite some time. However, some factories
have not been using them. Recently, the enforcement of the use of the
equipment has been stepped up in response to rising environmental
consciousness on the part of both the government and the public in
China.
14 The U.S. Department of Commerce figure is derived from the changes
in the stock of FDI by country of ultimate beneficiary between 2011
and 2012. Otherwise the direct estimate given by the Department
of Commerce for 2011 is US$0.58bn. The Rhodium Group, a private
firm, has estimated that the Chinese FDI into the U.S. in 2011 to be
US$4.6bn.
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US$70bn according to China, much larger than
the stock of Chinese direct investment in the U.S.
(US$9.5bn according to the U.S. and US$9bn according to China)15, 16. The U.S. direct investment in
China also created significant employment opportunities for Chinese citizens. According to the U.S.
Bureau of Economic Analysis (BEA), there were
1,189 U.S.-invested firms in China with total sales
of US$304bn and a net income of US$39bn, and employing 1.541 million workers in 2010. According
to the Research Institute of the Chinese Ministry of
Commerce, U.S.-invested firms in China employed
1.842 million people and paid US$14.9bn in taxes in
2010. Even though these numbers differ, the overall
picture of U.S.-invested enterprises in China making tens of billions of dollars of profits and employing almost two million workers in China each year
is probably reasonably accurate.
The U.S. has also benefited from this economic
relationship. It has also been estimated that for every US$1bn of U.S. exports of goods and services to
China in 2010, a value-added (GDP) of US$0.88bn
and employment of 6,400 person-years are created in the U.S. U.S. exports to China amounted to
US$114.5bn in 2010, resulting in the generation of
an estimated US$100.8bn of GDP and 732,800 jobs.
Chinese exports to the U.S. have been of adequate
quality and low cost, which has helped to keep the
rate of inflation low in the U.S. Besides exporting
from China to the U.S., U.S. multinational corporations also make use of China, as the terminal point
of their global supply chains, to produce finished
products for delivery and distribution in China and
the rest of the world. This has enhanced the competitiveness of the U.S. as well as other multinational corporations globally. U.S.-invested firms in
China as a group have consistently made significant
profits.
15 The U.S. Department of Commerce’s estimated stock of US$3.8bn based
on direct cumulation of direct investment data for year-end 2011 is too
low in comparison with the other estimates to be credible.
16 According to International Monetary Fund (IMF) data, the stock of
U.S. FDI in China in 2011 was US$57.8bn, and the corresponding stock
of Chinese FDI in the U.S. was US$3.8bn.
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As the Chinese economy continues to grow,
Chinese imports from the U.S. have also been increasing rapidly. Indeed, between 2000 and 2011,
the value of U.S. exports to China has more than
quintupled. Since 2006, China has replaced Japan as
the third largest importing nation of U.S. goods and
services (after Canada and Mexico, the other two
members of the North American Free Trade Area
(NAFTA)). In addition, the People’s Bank of China,
China’s central bank, is now the largest holder of
U.S. Treasury securities in the world, with US$1.2tr.
Its continuing net accumulation of such securities
is one factor that has marginally helped to keep interest rates low in the world, including the U.S., and
to maintain global financial stability.
Thus, the U.S.-China economic relationship has
indeed been mutually beneficial to both countries.

C. Looking Ahead
The future outlook
The global economic environment has remained
uncertain: the U.S. economic recovery has been
slow and the euro zone seems to be lurching from
one crisis to another. Even the other BRICS (Brazil,
Russia, India, China and South Africa) economies
have been showing strain.
China has set itself the goal of doubling its GDP
per capita between 2010 and 2020 and attaining
‘moderately well-off’ status for all. Given its economic fundamentals – rapid growth of tangible
capital and plentiful surplus labor – and its track
record of macroeconomic management, China
should be able to achieve its objective, which requires an average annual rate of growth of 7.5%, as
long as it can maintain the growth of its aggregate
demand, which would come from infrastructural
investment, urbanization and increases in per-
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sonal and government consumption17, 18. Personal
consumption is likely to become one of the major
drivers of the Chinese economy, spearheaded by a
growing middle class, which is projected by McKinsey & Company to increase from 230 million people
in 2012 to 630 million by 202219.
However, China still faces enormous challenges
– both internal and external – going forward. Internally, achieving and maintaining full employment is a major continuing test for the Chinese
government, given the expected rise in urbanization and decline of exports of light-manufactured
goods. Moreover, the rapid economic development of the past 35 years has come at a cost. There
is growing income disparity (both inter-regional
and intra-regional), uneven access to basic education and healthcare and inadequate infrastructure.
There is serious degradation of the environment,
including air and water. There is deterioration of
industrial and food safety. Corruption has become
widespread. These are the problems that need to be
forcefully tackled. Meanwhile, China also needs to
deepen reform and continue to open its economy
further. The new Chinese leadership is expected to
make these their top priorities.
Externally, for China, in addition to the uncertain global economic environment, there are also
the ongoing territorial disputes between it and its
neighbors in both the East China Sea and the South
China Sea. However, what the Chinese and the other world economies need is a peaceful environment
within which to develop. It is therefore imperative
for all governments concerned not to let these ter17 The Chinese GDP per capita in 2010 was US$5,234 (at 2012 prices).
Doubling it in ten years would bring it to US$10,468 (at 2012 prices) in
2020. The implied average annual real rates of growth of GDP per capita
and GDP are 7.2% and 7.7% per annum respectively. Given the real rates
of growth of GDP of 9.2% in 2011 and 7.8% in 2012, an average annual
rate of growth of 7.5% for the rest of the decade should be sufficient to
achieve this goal.
18 The Chinese economy of today is not aggregate supply-constrained
as it used to be, but aggregate demand-constrained. There is excess
capacity in almost all of the major manufacturing sectors. This is also
the reason why the core rate of inflation, that is, the rate of inflation net
of the changes in the prices of agricultural and energy goods, is likely to
remain subdued.
19 See Part II, Chapter 7.

ritorial disputes get out of hand. The best hope is
for all parties to shelve the disagreements on territorial disputes, leaving them to future generations,
and to focus on building common prosperity. Both
the U.S. and China have important roles to play in
maintaining peace and prosperity in the region.
The economic recovery in the U.S. has been slow
over the past three and a half years, but there are
some encouraging signs. Overall, the U.S. economy
did much better than almost all other major developed economies. Moreover, there is still significant
excess productive capacity in the economy. The
U.S. is still the principal source of innovation in
the world (consider, Google, the iPhone and iPad,
Facebook and Twitter). The discovery of abundant
reserves of shale oil and gas in the U.S. and the maturation of the hydraulic fracturing (fracking) technology have made energy in the U.S. more available
and much cheaper, potentially making its industries
more competitive and ensuring its energy security,
especially in combination with Canada and Mexico. The prospect is that within the next ten years,
the U.S. is likely to become a net exporter of energy
to the world. This is going to be a ‘game-changer’ as
the U.S. trade deficit may be significantly reduced
and the price of energy within the U.S. will remain
relatively low, providing the foundations for a manufacturing revival. On the basis of these favorable
factors, the U.S. economy is projected to grow at an
average annual rate of 3% over the next 10 years20.
In the meantime, reducing the stubbornly high
unemployment rate is a challenge of the highest priority. The U.S. will also need to lower the overall recurrent budget deficit to a manageable level. It will
also need to build or rebuild infrastructure. There
must also be continuing investment in education
20 The period in between, 1983-2007, is referred to as the period of the
‘Great Moderation’. U.S. GDP was US$7.07tr in 1983 and US$15.2tr
in 2007 (at 2012 prices), with an average annual real rate of growth
of 3.25%. However, some U.S. economists regard this rate of growth
as over-optimistic as a long-term average rate because of ongoing
demographic changes which slow down the growth of the U.S. labor
force and the exceptionally sluggish pace of the current economic
recovery.
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Figure 8: Actual and Projected Real GDP of China and
the U.S., 1978-2022
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China (NBSC), estimates made by Professor Lawrence J. Lau

and in science and technology, to keep up the U.S.
lead in innovation. Internationally, the U.S. should
take the lead in helping to maintain a peaceful environment around the world.
In the longer term, the U.S. has an enormous
advantage over other nations with its wealth of
natural resources and its ability to attract the best
minds in the world to live and work in the country.
The U.S. has the best universities in the world, and
has devoted a huge amount of resources to research
and development. These are competitive advantages
which will be unmatched by other countries for decades to come.
In Figures 8 and 9, projections of the levels and
rates of growth of the real GDPs of the U.S. and China for the next ten years are presented. In 2022, the
U.S. is expected to remain the largest economy in
the world, even though the Chinese rates of growth
are likely to be higher. U.S. real GDP per capita is
projected to reach US$62,600, still more than five
times the projected Chinese real GDP per capita of
approximately US$12,000.
By 2022, the U.S. and China are likely to be each
other’s largest trading partner in the world. China
will also have become the largest importing nation
in the world. U.S. exports to China are estimated
to rise to US$530bn, more than three times current
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levels21. China will overtake Canada and Mexico
as the largest importer of American goods. For every US$1bn of U.S. exports to China, an estimated
GDP of US$0.86bn and employment of 4,800 person-years are created in the U.S., so that in 2022,
U.S. exports to China are projected to generate
US$456bn worth of GDP and more than 2.54 million jobs in the U.S., an increase of 1.81 million over
the comparable 2010 figure. If the restrictions on
U.S. exports of high-technology products and on oil
and gas to China are relaxed, U.S. exports to China
are likely to be even higher, as Chinese demands for
high-technology products and for energy are likely
to remain strong.
By 2022, Chinese exports to the U.S. are estimated to reach US$805bn. For every US$1bn of
Chinese exports of goods and services to the U.S.,
an estimated value-added (GDP) of US$0.641bn
and employment of 15,000 person-years are created in China, so that in 2022, an estimated GDP
of US$516bn and total employment of 12.08 million person-years are generated by Chinese exports
to the U.S.22. These are very significant numbers.
China’s annual trade surplus of goods and services
21 US$530bn is the average of four estimates of U.S. exports of goods
and services to China in 2022, made by Dr Gary Hufbauer of the
Peterson Institute of International Economics, the China Centre for
International Economic Exchanges, Chinese Academy of Sciences and
by the study team of the China-U.S. Exchange Foundation respectively.
22 It is possible that the GDP generated is higher if the domestic valueadded content of Chinese exports has risen and the employment
generated is lower if the domestic labor content of Chinese exports has
fallen.
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Figure 10: Actual and Projected Chinese Exports to the
U.S. and U.S. Exports to China, Goods and Services,
2000-2022
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with the U.S. is likely to remain high at US$275bn
(see Figure 10) but as a percentage of its GDP would
only be 1.5%.
There is ample opportunity for the exports of
U.S. services to China. Today, China’s service sector only accounts for less than 45% of the Chinese
economy, while the U.S. service sector accounts
for more than 80% of the U.S. economy23. The U.S.
service sector is mature, competitive, customer
friendly and efficient. The Chinese service sector is
at the early stages of development. There is much
that the U.S. service sector can offer to China. In
the ten years between 2001 and 2011, although it
went unnoticed, U.S. exports of services to China
grew almost 500%. These included advisory services such as in law, consulting, finance and accounting. This trend is likely to continue in the
years ahead. Particularly noteworthy developments are that more Hollywood movies are being
screened in China, the National Basketball Association (NBA) has a nationwide audience in China,
and Disney is opening a new theme park in Shanghai. These are only a few examples, but the huge
potential is evident.
But this potential growth in trade and net benefits to the U.S. and China cannot be taken for
granted. Bilateral tensions, multilateral trade or
23 The service sector includes government services.
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currency disputes, as well as macroeconomic problems, could derail it. The opportunity cost to Chinese and Americans of allowing it to be derailed is
enormous, as demonstrated above.
The Rise of the Middle Class in China
As a result of the success of China’s economic reform and opening up policies since 1978, much
wealth has been created for the Chinese people and
more people have begun to share the benefits of the
economic prosperity. At the same time, as the government’s social security programs began to take
root, a middle class began to take shape. Household
consumption began to increase, first with the purchase of television sets, furniture and other home
appliances, and then progressing on to the purchase
of homes, cars, computers, mobile phones, etc. Additionally, like other people, the Chinese people
spent their increased wealth on good food, entertainment and traveling within and outside China
as tourists. Moreover, many students were sent
overseas to pursue the best education possible. Indeed, China’s domestic real retail sales, driven by
its growing middle class, have been growing at the
rate of 13.8% per annum for the past ten years, or
approximately 50% faster than the rate of growth of
Chinese real GDP. Of particular note is the exceedingly low consumption share of Chinese GDP, by
international and historical standards.
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The size of the Chinese middle class has been
projected to grow enormously over the next decade.
The rapidly rising demand by the Chinese middle
class will provide the stimulus for growth not only
for China, but also for the U.S. and the rest of the
world. That demand will come not only from the
increased size of the middle class, but from the rise
– from very low levels – of Chinese consumption as
a share of GDP.
Different and complementary
Even though the U.S. and the Chinese economies
are the two largest in the world in terms of GDP
and total international trade, they are as different as
they come. The U.S. is technologically the most advanced nation and China is the largest developing
nation. The U.S. GDP per capita is more than eight
times the Chinese GDP per capita. The two countries are at distinctly different stages of economic
development.
However, complementarity between the U.S.
and Chinese economies arises precisely because
they are so vastly different. The benefits of economic exchange and cooperation between the two economies are the greatest when they are the most different, that is, when their comparative advantages
have the least overlap. For example, two economies
with similar natural resource endowments do not
benefit very much from trading with or investing
in each other if they both have similarly low wage
rates and high costs of capital, because their resulting cost structures are likely to be essentially the
same24.
In terms of the availability of the primary inputs
of production – tangible (or physical) capital, labor
and land – the conditions of the U.S. and China are
vastly different. On tangible capital stock (structure
and equipment), the U.S. has almost a third more
24 However, it is still possible for developed economies to benefit from
trading with one another if they specialize in different niches, that is, if
they have different comparative advantages in different industries that
have been created over time. This is the insight of Paul Krugman, Nobel
Laureate in Economic Sciences (2008).
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than China (US$23tr versus US$18tr in 2012) in absolute value, and 6.2 times as much relative to the
labor force25. In plain language, a U.S. worker has
more than six times more structure and equipment
to work with than a Chinese worker. This is one,
but not the only reason, why a U.S. worker is much
more productive.
On labor, China is still very much a labor-surplus economy. Its working-age population is almost five times that of the U.S. in 2012. The wage
differential between the U.S. and China reflects the
relative abundance of labor in China – as well as the
quality of the human capital embedded in the labor
force. The U.S. federal minimum wage is US$7.25
an hour, whereas in China, where the minimum
wage differs across regions, the highest minimum
wage is US$2.43 an hour in Beijing and the weighted average of the minimum wages of all provinces,
municipalities and regions is US$1.85. This indicates that the cost of unskilled, entry-level labor in
China, despite its recent rapid increase, is still less
than a third that in the U.S.
On arable land, the U.S. has 163 million hectares
compared to China’s 122 million hectares, a third
more, but less than a quarter of China’s population26,
resulting in an arable land to population ratio that
is almost six times higher than that of China. In addition, U.S. agriculture is tremendously productive.
In terms of human capital, the gross tertiary enrollment rate in the U.S. in 2012 was 95%, compared
to 27% in China27. Similarly, the percentage of the
working-age population with tertiary education is
almost 40% in the U.S., compared to less than 10%
in China. In terms of research and development
(R&D) capital, the U.S. stock was more than ten
times that of the Chinese stock in 2012. In the same
25 See Part II, Chapter 2. These figures are sensitive to the exchange
rate, but the overall picture of the U.S. having a much higher tangible
capital-labor ratio than China for many years to come is clearly evident.
26 The populations of the U.S. and China were 310 million and
1,339 million respectively in 2012.
27 These enrollment rates include all post-secondary education
institutions such as junior colleges and technical colleges. The figures
quoted here are derived from UNESCO data.
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Figure 12: A Comparison of Factor Proportions between the U.S. and China, 2010-12
China
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year, the number of patents granted in the U.S. to
U.S. nationals was 121,247 compared to 3,786 for
Chinese nationals28.
The factor proportions of the U.S. and China
are compared in Figure 12. It is clear that in terms
of tangible capital per person, arable land per person and R&D capital per person, the U.S. has been,
and still is, way ahead of China. What this implies
is that the U.S. is likely to have a large comparative advantage over China in industries that are
relatively tangible capital-intensive, land-intensive
(such as agriculture) and human capital and R&Dcapital-intensive (such as high-technology industries), whereas China has a significant comparative
advantage over the U.S. in relatively labor-intensive
industries.
While tangible capital, human capital and R&D
capital can all be increased over time through appropriate investment, they take a long time to accumulate. Chinese R&D expenditure as a share of its
GDP only managed to reach 1.97% in 2012 whereas
the U.S. has been investing between 2.5% and 3%
of its GDP for the past several decades. Thus, U.S.
comparative advantages in intangible capital is likely to persist for at least a couple of decades or even
longer. The U.S. will continue to be the major source
of innovation in the world. It will also take a while
for China to catch up to the tangible capital-labor
ratio of the U.S. because of the large gap that currently exists between them. And since arable land
28 See Part II, Chapter 11.

cannot be easily increased, the U.S. will always have
a comparative advantage in land-intensive economic activities relative to China.
Another aspect of the complementarity is the
huge difference in the savings rates. The U.S. gross
savings rate is about 12% (the net of depreciation
private savings rate is 8%, and the net national savings rate is slightly negative due to large government
borrowing), whereas the Chinese savings rate approaches 50%. China both saves too much and invests too much and the U.S. saves too little. If China
fails to invest substantially all it saves domestically,
then it will result in a large trade surplus vis-a-vis
the world, which is neither sustainable nor desirable
for China. If China invests in China all it saves, it
will not have a trade surplus, but over-investment is
likely to result, creating excess production capacity
and lowering the rate of return on capital. In order
to bring the savings rate down, China must strive to
increase its domestic personal consumption, which
it has been doing, but it will take a long time to be
able to bring the domestic savings rate down to a
more reasonable level, such as 30%. Thus, in the
interim, increases in domestic demand must come
not only from domestic personal consumption, but
also from public or government consumption such
as spending on education and healthcare services,
and the provision of public goods such as clean air
and water, as well as domestic investment.
Shared interests and responsibilities
In addition to the underlying economic comple-
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mentarity, there are also areas of commonality of
interest which provide opportunities for economic
cooperation. For example, under China’s 12th FiveYear Plan (2011-2015), China aims to transform its
mode of development from exports driven to domestic demand driven and from input based to innovation based, as well as to balance its international trade. This implies that the Chinese government
will be promoting domestic aggregate demand including both investment and consumption. Moreover, it will also be facilitating imports. The U.S.,
under President Barack Obama, seeks to double its
exports by 2014. The U.S. and China can work together to promote U.S. exports to China as part of
these efforts.
To increase domestic personal consumption,
China will need to increase the disposable income
received by the households as well as provide a
credible social safety net. To encourage innovation
in China, it is inevitable that China will need to
tighten its enforcement of IPR, not only because of
pressure from the U.S. and other foreign countries,
but also because it is in its own interests to do so.
Chinese inventors need such protection as much as
foreign inventors.
Another shared economic interest is the reduction of the downside risks of a systemic failure of
the world economy, however it may occur, and to
limit the damage if it actually materializes. This
would also require the two countries to work together. A good example is the agreement by the U.S.
and China to undertake massive economic stimulus in their respective countries soon after the 2008
global financial crisis began.
Yet another shared economic interest is maintaining and sustaining full domestic employment.
Over the past several decades, there has been a
steady migration of jobs from high labor-cost areas
to low-labor cost areas, a trend which has accelerated in recent years due to globalization and the
information and communication technology revolution. This is a challenge which the U.S. has been
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facing since the 1960s, and which China will begin
to face within this decade, as its labor costs are rising rapidly relative to other emerging economies.
Longer term, there is also the impact of technology. Networks of computers are replacing routine
white-collar jobs while automation and robots have
begun to displace manufacturing jobs. Growth of
employment occurs only in high-skill professions,
while many jobs are lost at the low-skill end. There
is no good or quick solution to this problem. Education, training and re-training will help. More jobs
that cannot be easily moved away – such as those
serving the tourism sector – need to be created. The
two countries, through deeper economic engagement with each other, may indeed discover areas
and ways in which jobs can be created in both. For
example, expansion of the service sector can create
millions of new jobs in China. The U.S. firms, with
their vast experience in the service sector, can help
China as it develops its own service sector, while
benefiting from their own participation in China’s
growing service sector market.
Finally, the U.S. and China, as the two largest economies in the world, have a responsibility
to jointly lead in contributing to the global public
good, such as the amelioration of the risks of climate change. The U.S. and China are the two largest energy producers and consumers in the world.
They share the same objective for energy security.
They are also the two largest emitters of greenhouse
gases, and therefore should share common responsibility in reducing the risks of climate change and
ensuring sustainable development for the entire
world. Thus, cooperation in improving energy efficiency – in renewable energy, nuclear energy, clean
coal and shale gas and oil technologies – can and
should be aggressively pursued. Another global
public good is the multilateral system of trade and
investment and the associated institutions. Again,
jointly, the two countries could provide the stability
and sustainability that the world economy needs to
continue to grow.
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D. Towards Deeper Engagement
In section C, the future economic outlook and the
vast economic complementarities and shared interests between the U.S. and China are identified and
discussed. In this section, we shall discuss how the
two countries can take advantage of these opportunities and complementarities to create jobs and
prosperity for the people of both countries in seven
promising areas. These will be followed by specific
recommendations in each of the areas directed at
the two governments, the thinktanks, the business
sectors and other institutions of the two countries.
Trade in goods and services
As stated in the previous section C of this study, the
U.S. and China will be each other’s largest trading
partners in the world by 2022. Moreover, the two
economies are so different that a free trade agreement between them will maximize the economic
benefits of a free trade area for both. What better
way is there to unlock the full potential by having
the two nations begin, as soon as practicable, negotiations for a free trade agreement? However, before this can happen, it may be necessary to launch
a serious study on the feasibility and the potential
benefits and costs of a China-U.S. free trade area.
The potential of China as a market for U.S. exports, in addition to being a manufacturing base,
is gradually being recognized by U.S. firms. U.S.
exports to China have more than quadrupled over
the past ten years. However, the potential of U.S.
exports to China, particularly by the small and
medium size enterprises (SMEs), has yet to be fully
realized. The difficulties of selling to the Chinese
market, given the inefficiencies and peculiarities of
China’s domestic logistics and distribution systems,
also compound the problems faced by U.S. SMEs.
An initiative which began a couple of years
ago as a result of efforts by the U.S. Department
of Commerce and Hong Kong’s Trade Development Council to assist U.S. SMEs to sell their goods

and services into East Asia, and in particular into
China, has been bearing fruit. These organizations
make annual visits to a number of states to promote
this effort. The more U.S. SMEs become aware of
these activities, the more they are likely to be able to
export to China.
Another possible way to help U.S. SMEs sell
their goods and services to Chinese importers is to
organize annual export trade fairs in major U.S. cities such as San Francisco. Such trade fairs can play
the same role in promoting U.S. exports as the annual Canton Trade Fairs did for Chinese exports in
the past. To make these trade fairs effective, active
participation by U.S. exporting firms and potential
exporting firms, Chinese importers and other trading and services companies is needed. It will take
a while to build up a critical mass. However, it has
the advantage that many U.S. SMEs who have never considered exporting before, can participate in
such a trade fair at a relatively low cost and without
having to go abroad. Meanwhile, encouragement
should also be given to U.S. SMEs to participate in
trade fairs organized in places such as Hong Kong,
where many Chinese importers and trading companies are already participating actively. Fostering
more state-to-province and city-to-city partnerships between the U.S. and China is also another effective channel through which SMEs on both sides
of the Pacific Ocean can get in touch with one another. The Export-Import Banks of both countries
can also be encouraged to make credit more easily
available to U.S. SMEs exporting to China and vice
versa. Promoting and facilitating bilateral trade
through online services can enable both U.S. and
Chinese SMEs market their products with greater
efficiency and lower costs. This should be actively
pursued by both governments.
Investment
Given the expected continuing rapid growth of the
Chinese domestic market for both consumer and
producer goods, China should continue to be a fa-
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vored destination of U.S. direct investment. Chinese direct investment to the U.S., currently at the
same order of magnitude as U.S. direct investment,
is also poised to grow, encouraged by the Chinese
government. We need to unlock the potential of bilateral investment so that more jobs and economic
opportunities can be created in both countries.
China’s consumer market is enormous and it is
becoming larger every day. Those U.S. companies
that entered China early, such as General Motors,
Ford, Procter & Gamble, Wal-Mart, Federal Express, KFC, McDonald’s and Starbucks, have already reaped huge benefits, winning substantial
market shares and becoming household names in
China. As the Chinese middle class continues to
grow, the benefits to these companies will be further increased. U.S. multinational corporations can
serve these Chinese middle-class customers by operating directly in the retail market in China.
The U.S. excels in its service sector. The Chinese
service sector is poised to expand as China restructures its economy from being export driven to domestic-demand, including domestic consumption,
driven. There is tremendous opportunity for the
U.S. to participate in the growth of China’s service
sector either through exports or direct investment.
This has already been happening – the franchise
model of service business, pioneered by U.S. firms,
has taken root readily in China. In addition, many
indigenous franchise chains, following the imported model, have sprung up. Other services, such as
mass entertainment (e.g. the NBA), are also being
introduced into China. Wal-Mart stores are everywhere. The part of the Chinese service sector which
caters to retail consumers is actually quite open to
FDI through wholly owned subsidiaries.
In some other sectors, such as banking and insurance, China is more cautious about opening for
macro-prudential as well as protectionist reasons.
While it is understandable that China needs to take
a gradualist approach towards opening its financial
sector so as to avoid the occurrence of a financial cri-
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sis, foreign financial institutions can also contribute
to further reform and liberalization of the Chinese
financial sector. If a foreign financial institution is
already permitted, under existing rules, to establish a wholly owned commercial bank subsidiary in
China, it does not make sense to limit the subsidiary
from merging, acquiring or owning more than 20%
of another financial institution in the same line of
business a priority. It is, however, reasonable for the
Chinese regulator to set aggregate limits on the total
assets of the subsidiary and impose applicable capital
requirements after the acquisition. As long as a wholly owned subsidiary by a foreign financial institution
is already allowed, it should not matter whether it
grows organically or through merger and acquisition
in the same line of business.
The value of financial assets of U.S. households,
according to an estimate of the U.S. Federal Reserve Board, was US$54.390tr as of year-end 2012.
However, at the present time, there are only limited portfolio investment opportunities in China
for U.S. individual investors. U.S. individual investors can only invest through H shares in Hong
Kong for Chinese enterprises, or in those Chinese
enterprises that are either listed or dually listed
on the New York Stock Exchange, NASDAQ and
other exchanges. However, they can invest in mutual funds managed by foreign asset managers who
buy and sell shares on the Shanghai and Shenzhen
Stock Exchanges as ‘Qualified Foreign Institutional
Investors’ (QFII). However, there are relatively few
individual retail investors now in the U.S., who are
active investors in Chinese enterprises, so it is not
clear whether there will be a rush into the Chinese
securities market if and when Chinese capital controls are lifted.
The U.S. consumer market continues to be of
interest to Chinese enterprises, for example, to
Haier and Lenovo, which manufacture and market
household electrical appliances and computers, respectively, in the U.S. Companies in the auto parts
and high-end steel products are also coming to the

Towards Deeper Engagement and Mutual Benefit

U.S. Indeed, the Japanese experience of establishing
manufacturing plants in the U.S. for the consumer
market may be a good model for Chinese enterprises to adopt. The energy and agriculture sectors in
the U.S. may also attract Chinese FDI. Real estate
is another area where there may be keen Chinese
interest. Investment in infrastructure is yet another
possibility for Chinese investors. All of these activities can generate GDP and create jobs in the U.S.
China has been and still is a major portfolio
investor in the U.S. through the investment of its
foreign exchange reserves by the People’s Bank of
China (the central bank). It holds approximately
US$1.2tr worth of U.S. Treasury securities. In addition, it probably holds up to another US$1tr worth
of US$-denominated portfolio investments. However, the need for the Chinese central bank to hold
such a high level of foreign exchange reserves for
transaction purposes is diminishing as the renminbi is increasingly used in the denomination and
settlement of Chinese international transactions,
especially those with East Asia. It is, however, in the
interests of both the U.S. and China for the Chinese
central bank to continue to hold its Treasury securities. In this highly uncertain environment, it is
beneficial for the U.S. if the Chinese central bank
is willing to hold bonds of long maturities. However, holding such bonds at this time exposes the
Chinese central bank to large capital risks related
to possible changes in interest rates, inflation rates
and exchange rates during this long time horizon. A
possible win-win strategy is for the U.S. Treasury to
sell or swap long-maturity (say, 30 years) Treasury
Inflation-Protected Securities (TIPS) to the Chinese
central bank for the short-maturity non-inflationindexed Treasury securities that it currently holds.
TIPS can provide some degree of protection against
not only inflation, but also interest rate risks as well
as exchange rate risks for the holder.
If and when China’s capital account is liberalized, Chinese private investors are likely to become
significant investors in the U.S. securities market,

private equity and hedge funds. Currently, the total
financial assets of Chinese households may be estimated at US$9.5tr. By 2022, as real GDP per capita is
likely to have doubled, the value of total household
financial assets is also likely to at least double as
well, to US$19tr. Chinese private investors, if given
the opportunity, would most likely wish to diversify
their investment portfolio into foreign financial assets. If we use the percentage of Japanese household
financial assets held overseas of 3% as a guide, this
would imply a possible outbound private portfolio
investment of US$570bn for a one-time portfolio
adjustment. In addition, there will be annual outbound private portfolio investment, estimated to
be approximately US$28.5bn per year, as GDP per
capita and household wealth continue to grow.
The U.S. need for new infrastructure and the
renewal of aging infrastructure is substantial. Such
activities can create millions of jobs. Chinese investors, with their surplus savings, can provide some
funding for this effort, in the form of either debt or
equity. This is good for the U.S., and will also be
good for China because of the attractive returns.
A U.S. institution should be engaged to study how
Chinese investors can be drawn into investing in
the U.S. infrastructure projects.
Cooperation in agriculture
As the Chinese economy continues to grow and the
standard of living of the Chinese people further improves, Chinese demand for food and agricultural
products will grow even faster. Moreover, the rise
of the Chinese middle class also implies a significant increase in the demand for meat and poultry.
In addition, the ongoing urbanization of China will
create even greater demand for food and agricultural products, as the demand for such products
is approximately 50% higher for an urban resident
than a rural resident. The improvement in Chinese
agricultural productivity has thus far helped to
satisfy its demand for more food of higher quality.
However, the shortage of land and water resources
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is a serious long-term bottleneck for further expansion within China. The environmental and hygiene
problems of raising too much poultry and livestock,
and of using too much chemical fertilizer and pesticides, also pose long-term health hazards. How best
to mobilize both domestic and global resources and
technology to satisfy its rapidly increasing demand
for food in a sustainable manner is a major challenge for China.
China is today the largest importing nation of agricultural products in the world. The U.S. is China’s
largest supplier of agricultural products and China
is the largest market for U.S. agricultural products,
not only because of the relative abundance of arable
land and the availability of water resources in the
U.S., but also because of the efficiency and advanced
technological level of U.S. agriculture that has resulted from its longstanding investments in agricultural R&D. China is not likely to be able to meet its
additional demands in the years ahead through increases in domestic supply alone. The U.S., however,
has the capacity to expand its agricultural production to satisfy the incremental demands overseas,
particularly in products such as grains and meat.
U.S. exports of agricultural products to China
can thus potentially increase even more if the U.S.
producers can be assured of a dependable, steady
long-term demand and the Chinese importers can
be assured of security and sustainability of supply.
Through cooperation in agriculture with China, the
U.S. can put its surplus land resources to work, thus
boosting economic activities and creating additional durable employment.
China currently imports pork, beef and chicken
from around the world, but such imports from the
U.S. have thus far been limited for the following
reasons: First, imports of pork are limited because
of the use of hormones by U.S. producers in raising the pigs, which China, like the E.U., has banned.
If an undertaking is given by U.S. producers that
hormones will not be used, as has been done to the
European Union, the Chinese market can be open

38

to U.S. pork. Given the importance of pork in the
Chinese diet, the potential demand can be huge29.
Second, imports of beef are limited because of the
risk of mad-cow disease. However, as no new cases
have been reported for some years, this obstacle can
be overcome. Finally, the imports of poultry from
the U.S. have become a victim of trade disputes between the two countries. It is hoped that the dispute
can be settled soon.
Thus, U.S. producers have an opportunity to
supply pork, beef and chicken to China, in addition
to corn and soya beans of which the U.S. is already
the largest supplier to China. Corn and soya beans
are used as feed grains in China. In the longer term,
consideration should be given by the Chinese government and enterprises in the food industry to the
direct importation of pork, beef and chicken from
the U.S., rather than the feed grains. This can conserve scarce land resources, enhance the quality of
the pork, beef and chicken, and improve hygiene
conditions in China, and possibly reduce freight
costs (the ratio of feeds to meat is approximately
8 to 1), as well as create additional economic activities and employment in the U.S.
Given the considerable concerns for food security and food safety in China, the potential for
cooperation in agriculture between both countries
is enormous and is clearly a win-win situation. The
U.S. and China should therefore devote efforts to
expand this cooperation. If unimpeded, ten years
from now, the value of the total trade in agricultural
products between the U.S. and China could be double what it is today.
As the float of uncommitted supplies of grains
and meat on the world spot markets is relatively thin,
one useful way to promote a significant increase in
U.S. agricultural exports to China from its current
levels is through the use of long-term (for example,
20 years) commodity supply contracts at pre-deter29 Pork holds much weight in Chinese household expenditure and hence
in the Chinese consumer price index. Much of the inflation in China
has been caused by the rise in the price of pork.
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mined prices agreed to by both the buyer and the
seller (such as on a cost-plus basis). Such long-term
supply contracts will provide the incentive for U.S.
producers to invest in new long-term supply capacity
while at the same time mitigate Chinese importers’
concern about the uncertainty of supply. The price
formulae agreed to by both sides will also cushion
both the buyers and sellers from volatile commodity
prices. The supply contracts of corn and soya beans
and other grain products can be pursued by U.S.
producers and Chinese importers along the lines described above. Long-term supply contracts for meat
and poultry can also be similarly pursued.
However, there is concern that either government may, for whatever reasons, prevent the agricultural products from being exported from the
U.S. or imported into China. To provide certainty
to both the Chinese importer and the U.S. exporter
that the long-term contract will be honored, a warehouse in China, stocked with one-year’s supply of
the agricultural product under contract, could be
held by the Chinese importer as collateral. At the
same time, the Chinese importer would put the
necessary funds for one year’s purchase in an escrow account in a bank in the U.S. to guarantee its
purchase, if the supply is actually delivered. Such
collateral arrangements, underpinned by prior
agreements on the parts of both the importer and
the exporter, and supported by both governments,
should be sufficient to dissuade both sides from not
fulfilling their respective contractual obligations.
This is because once the agreement is broken, by either side, it will terminate automatically. The U.S.
producer will be stuck with the new productive capacity, with no longer a buyer for the product, if for
any reason it fails to ship the contracted supply. The
Chinese importer will have to pay anyway, even if
it refuses delivery. Such long-term supply contracts
can alleviate Chinese concerns about food security
and can lead to genuine interdependence.

Cooperation in tourism
As discussed under “Global Factors” in section B
above, in today’s world economy, any job that can be
moved away to a lower-cost location will be moved
away. Tourism is, however, unique in the sense that
it can generate many lower-skilled jobs that cannot
be moved away, through the demands for lodging,
food, retail, transportation, communication and
entertainment. A person wishing to visit New York
will have to go to New York, stay in a hotel, eat in
restaurants and shop in department stores, thus
creating demand for local services.
Hong Kong has been a major beneficiary of
mainland Chinese tourists. A major effort to lure
Mainland tourists was initiated in Hong Kong
in 2003, in what is called the “Individual Visit
Scheme”. At that time, the total number of overnight
mainland Chinese tourists visiting Hong Kong was
8.5 million30. By 2012, this number has risen to 34.9
million, approximately 72% of all inbound overnight tourists to Hong Kong. They stayed an average
of three nights and spent an average of US$1,054
per day. These tourists generated a large number of
local jobs in Hong Kong – it has helped to bring the
unemployment rate in Hong Kong, with a population of approximately seven million, down to 3.2%,
even though almost all of the manufacturing jobs
and back-office jobs have migrated to the Mainland and elsewhere from Hong Kong. Experience in
other places such as Japan and Europe suggests that
a large influx of well-heeled tourists can make an
immediate positive impact to the local economies.
Ten years ago, there were 16.6 million Chinese
tourists visiting abroad (including Hong Kong
and Macau). By 2012, this number increased to
83.2 million. By 2022, it is projected that this number is likely to reach 182.7 million a year31. Interest
among Chinese tourists to visit the U.S. is consider30 This number does not include day visitors from mainland China.
31 See Part II, Chapter 11. A March 2011 report published by the Boston
Consulting Group estimated that the number of Chinese outbound
trips would grow by over 10% per annum from 2010 to 2020, and that
about 20 million trips would be made to long-haul destinations in 2020.
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able for a variety of reasons. The U.S. is the most
developed and technologically most advanced
economy in the world; it has a rich and varied culture; it has a storied history; it boasts Hollywood,
Broadway and Disney; it is home to some of the
greatest universities in the world; and it has beautiful scenery. Moreover, interest in American consumer goods, from fashion to electronic gadgets, is
also substantial. With the rise of the middle class
in China, outbound tourism will increase further
by leaps and bounds. These tourists will bring with
them enormous spending power to help support the
local economies.
In 2012, about 1.5 million Chinese tourists visited the U.S. By 2022, this number is projected to increase to 5.73 million, constituting 3.1% of the total
number of outbound Chinese tourists. If visa-free
access were granted to Chinese tourists by the U.S.,
as is already the case for Japanese and South Korean
tourists, the number of Chinese tourists visiting the
U.S. annually by 2022 is projected to be somewhere
between 8.1 million and 10.7 million.
It has been estimated that a typical Chinese
tourist will spend approximately US$750 a day.
Assuming that the average visit to the U.S. lasts 14
days, this will imply, on average, a total spending
of US$9,000 per tourist (not counting the days of
arrival and departure)32. A million Chinese tourists a year is estimated to generate a total expenditure of US$9bn, a value-added (GDP) of US$3.5bn
and 61,352 jobs. If by 2022, the number of Chinese
tourists visiting the U.S. actually hits 10 million,
the creation of approximately US$35bn of GDP and
610,000 jobs in the U.S. is projected.
Today, 130,000 Chinese students are studying
in the U.S., and 30,000 American students are now
studying in China. The two countries have committed to increase the number of U.S. students visiting
China to 100,000 over the next five years. This exchange of students will indeed become an important
32 The U.S. Department of Commerce has estimated that a Chinese tourist
to the U.S. will spend, on average, US$7,100.
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bridge for friendship and understanding between
the two countries, as well as a significant and direct
contributor to economic growth and employment in
both countries. Foreign students in the U.S. (they can
be viewed as ‘long-term tourists’) can also increase
domestic aggregate demand in the same way as tourists. Chinese students in the U.S. spend less per day,
but much more per person per year, for instance,
around US$50,000 on average. Assuming an inflow
of 100,000 Chinese foreign students into the U.S. per
year, and assuming an average stay per person of four
years, the total expenditure by these students will
amount to US$20bn over those four years, which is
capable of creating additional GDP of US$7.8bn and
more than 136,000 local jobs that cannot be moved
away. In addition, thousands of business professionals also travel between the two countries every year.
The impacts on GDP and job creation are quite significant.
There were 2.12 million U.S. tourists that visited China in 2011, approximately 3.6% of all U.S.
outbound tourists. This number can also be much
higher given proper promotion and easier visa access by China. Every effort should be made to increase bilateral tourism between the two countries.
Visits between the two countries not only support the economic relationship between the two
countries. An increasing flow of people between the
U.S. and China will help to enhance understanding
and build friendship among the two peoples which
will further facilitate even closer economic cooperation and collaboration. Moreover, with a deeper
economic relationship between the two countries,
more people will move across the Pacific Ocean,
and the bridge of friendship between the two countries will become so much stronger.
Cooperation in science and technology
At the present time, by any measure, the U.S. has
an overwhelming superiority over China in science
and technology. This is very much the result of long
years of investment in human capital and in R&D
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in the U.S. The U.S. has been the source of major
innovations such as the iPhone and Facebook. The
U.S. leads over China, and for that matter all other
nations, by a large margin in science and technology. The significant gap between the U.S. and China
in science and technology is across the board and is
likely to remain so for the foreseeable future, certainly for the next decade.
China has been increasing its investment in human and R&D capital. It is also trying to nurture
a culture of collaborative research and innovation.
China recognizes that science and technology are
the keys to China’s modernization and sustainable
development.
The U.S. and China have been collaborating
successfully in science and technology without interruption since 1978, under an agreement entitled
“US-China Intergovernmental Science and Technology Cooperation Agreement”, through its academic and research institutions. The areas of cooperation are: energy, environmental protection, basic
science, transportation, health and pharmaceuticals, nuclear safety, civilian use of nuclear technology, research involving agriculture, etc. The major
impediment in this collaboration is in the area of
IPR protection33. In this respect, the attempts of the
two governments to provide a platform to educate
the Chinese on how to properly value intellectual
property have been a very important step forward.
China must double its efforts to protect intellectual property rights, whether owned by Chinese or
foreigners, within China. Indeed, China needs to
make the shift from being a consumer of intellectual property to a producer of intellectual property.
Looking into the future, government-to-government collaboration in science and technology
can, on the basis of the existing foundations, be
expanded and strengthened. One possible opportunity that is worthy of serious consideration by both
governments is collaboration in the ‘manned space
33 See the discussion in section E below.

program’. The U.S. is the undisputed leader in this
area. China has been making good progress in its
own manned space program. We believe that a collaborative manned space program can be a win-win
for both countries. Other collaborative research
opportunities include genomics – research on the
possible application of genetic therapy to treat currently incurable diseases – and on the application
of traditional Chinese medicine to the treatment of
chronic illnesses.
Cooperation in energy, including research
The U.S. and China are the two largest energy-producing and energy-consuming nations in the world.
Together, the two countries produce around 30% of
the world’s energy and consume 40%. Thus, both
countries share the same objective of energy security. On the basis of its vast shale oil and gas reserves
and its hydraulic fracturing technology, the U.S. is
on its way to becoming a potential net energy exporter. This should free the U.S. from dependence
on the oil supply from the volatile Middle East. U.S.
energy firms, which excel in energy exploration
and extraction technologies, can cooperate with
Chinese energy firms to develop its unexploited reserves of shale oil and gas in a clean and efficient
manner, benefiting both economies34. In so doing,
the U.S. can help China achieve energy security and
avoid dependence on the Middle East. It is also possible for the U.S. to become an exporter of oil and
gas to China.
It is interesting to note that government-to-government collaboration in science and technology in
the field of energy has been greatly expanded as a
result of the Strategic Economic Dialogue in 2006.
At the time, the two governments recognized how
important this effort is. The research conducted
through the China-U.S. Clean Energy Research
Center, specially established by the two govern34 According to an estimate made by the U.S. Energy Information
Administration in 2011, China has ‘technically recoverable’ shale gas
reserves of 1.3 quadrillion cubic feet, 50% more than the U.S.
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ments for this purpose, placed special emphasis on
clean coal technology, electric cars and energy-efficient buildings, etc. In these efforts, scientists, academics and researchers from both countries have
been participating. The business sector has also
been invited to participate in this effort.
At the same time, the two governments have also
encouraged the business sectors of the two countries
to collaborate directly in the energy sector. Today,
there are extensive business-to-business collaborations in areas such as clean coal technology, liquefaction of coal, smart grid, biofuel, third and fourthgeneration nuclear energy, high voltage transmission,
carbon dioxide sequestration, integrated gasification
combined cycle (coal into gas), etc. The following are
some successful examples, among others:
a) Collaboration between China National Nuclear
Corporation and Westinghouse of the U.S., on
the construction of nuclear power plants in China and the U.S. Furthermore, there may be joint
bids for nuclear power plants around the world.
b) Collaboration between China Shenhua and General Electric on integrated gasification combined
cycle research and development.
c) Collaboration between China’s ENN and the
U.S.’ Duke Energy on clean energy.
The two countries are also the largest greenhouse
gas emitters in the world. People of both countries
are concerned about sustainability of development,
protection of the environment and reduction of the
risks of climate change. Cooperation in science and
technology in the area of energy can result in more
efficient and more environmentally friendly use of
energy and lead to a reduction of greenhouse gas
emission. Working together, the U.S. and China
can help ensure energy security and affordability
and reduce the risks of climate change, not only for
themselves, but also for the rest of the world.
Cooperation in enhancing sustainability
Both the U.S. and China have solemnly promised
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to combat threats of climate change, protect the
environment and help ensure sustainability of development for the world. As the two largest greenhouse gas emitters in the world, they are committed
to reducing these emissions. The two governments
have initiated collaborative research in building
efficiency, renewable energy, nuclear energy, clean
coal technology, electric vehicles, carbon dioxide
capture, utilization and sequestration and other
methods for reducing the carbon emission into the
atmosphere, with the support of the private sector, which, if successful, can control the increase of
greenhouse gas emissions and thereby slow down
global warming and climate change. This should be
a priority for the two countries.

E. Recommendations to the Two
Governments
To turn complementarities and deeper engagement
into economic opportunities and jobs requires the
support of the entire spectrum of the societies of
both countries, including, of course, the full participation of the business sector. But above all, the
leadership role of the two governments can have a
decisive impact. It is the governments that can create an open, transparent, fair and competitive market environment to attract investment and trade.
For this reason, we put forward eight recommendations to the two governments:
1) Drawing on the expertise of government agencies in the U.S. and China, thinktanks from both
countries should be engaged to study the feasibility
and the benefits of a free trade agreement between
the two countries. This study should be completed
within one year of commencement. If the results
of the study are positive, then a process toward negotiations should be initiated. As the two largest
trading nations in the world, China and the U.S.
should also take the lead to reinvigorate the Doha
Round of world trade negotiations.
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2) Discussions for a bilateral investment treaty have
been ongoing for some time. In order to facilitate
two-way investment flow, we urge both countries
to commit to complete treaty negotiations as
soon as possible, preferably within one year.
3) The two governments need to encourage even
more business to business collaboration in science
and technology as it relates to energy, in such areas
as building and industrial efficiency, renewable
energy, shale oil and gas, carbon dioxide capture,
utilization and sequestration, electric cars, etc. In
addition, as it relates to climate change, the two
countries should agree to a common negotiating
position for the meeting in December 2013, and
rally other nations to ensure a successful outcome
of the 2015 United Nations Framework Convention on Climate Change treaty process.
4) Both countries should streamline their visa application process, and extend visa durations to
five years to begin with, then ten years, and eventually move to a visa-free regime. People need to
feel that they are welcome. These changes will
take time, but a deadline of two years would seem
reasonable for five-year visa durations to start.
5) During U.S. Secretary of State John Kerry’s recent
visit to Beijing, it was agreed by the two countries
that a special working group will be established
under the S&ED to begin discussion on the issue
of cyber security. The group should work toward
developing a roadmap on how the two countries
can a) enhance and enforce cyber security, and
b) collaborate to develop an international convention on cyber space. These need to be dealt
with urgently, and therefore it is suggested that
the S&ED complete the negotiations within 18
months with interim reports from time to time.
6) There is global and domestic interest for China
to vigorously pursue IPR protection. Indeed, it is
in China’s own interest to do so from the point
of view of spurring innovation and economic
growth, and also upgrading its industrial base.
To achieve this objective, much work still needs

to be done. We wish to make the following recommendations to the Chinese government:
a) The Leading Group for National IPR Protection, the single cross-ministerial organization
within the State Council of China that is responsible for IPR protection, should further strengthen enforcement to ensure full compliance and
deter intellectual property theft. b) China should
consider establishing a special national court exclusively for intellectual property disputes. This
will greatly facilitate the resolution and settlement of intellectual property disputes in China.
c) We note S&ED’s recent discussion has resulted
in an agreement under which Chinese central
and local government entities will eradicate the
use of pirated software by the end of 2013. We
urge the Chinese government to mandate that all
Chinese SOEs and bank systems should do the
same as soon as possible.
7) Relaxation of U.S. export controls of high-tech
products is a long-standing request by China. It
is proposed that this issue be reviewed by the U.S.
administration with added urgency, in the hope
that a mutually beneficial outcome will emerge.
8) Some U.S. government actions in both trade and
investment, including actions by CFIUS, appear
to Chinese enterprises to reflect political rather
than policy considerations. The operation of
CFIUS can be made more transparent and better understood in China. We propose that clearer
rules and regulations on investment approval
processes be issued by the U.S. government.
With the support of the two governments, and the
people of the two countries, there is a good chance
that the full potential of the complementarities and
deeper engagement can be realized.
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F. Conclusion
From the preceding sections, it is evident that the
U.S.-China economic relationship can and should
be as interdependent as never before. Over the coming decade, with the determined efforts of the two
countries, many economic opportunities and millions of new jobs can be created for the two peoples.
President Barack Obama said in his speech on
7 November, right after his re-election last year:
“We want our kids to grow up in a country where
they have access to the best schools and the best
teachers – a country that lives up to its legacy as the
global leader in technology and discovery and innovation – with all of the good jobs and new businesses that follow.”
In a similar vein, China’s new leader Xi Jinping
said upon his election as the General Secretary last
November:
“Our people love life, and expect a better education,
more stable jobs, a better income, more reliable
social security, medical care of a higher standard,
more comfortable living conditions, and a more
beautiful environment. They hope that their children can grow up better, work better, and live better. People’s yearning for a good and beautiful life is
the goal for us to strive for.”
The words spoken by the two leaders suggest that the
two peoples share the same dreams for a better life
for themselves and their children. Closer economic
cooperation between the two countries will help
turn that dream into reality. By 2022, on the 50th
anniversary of President Nixon’s visit to China, it is
our hope that deeper economic engagement for mutual benefit is what drives the further evolution of a
lasting and mutually beneficial U.S.-China relationship, founded on trust, understanding and peace.
The leaders of the two countries are beginning a
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new term of office. The two countries are setting a
new direction in economic development in order
to provide sustainable growth and employment for
their people. Working together, starting now, we can
make this happen. Let us seize the moment.
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and businesses globally, Dr Boskin also serves on several corporate and philanthropic boards of directors.
Dr Boskin received his BA with highest honors and the Chancellor’s Award as outstanding undergraduate in
1967 from the University of California at Berkeley, where he also received his MA in 1968 and his PhD in 1971,
all in economics. In addition to Stanford and the University of California, he has taught at Harvard and Yale.
Among his many professional awards and citations, he is proudest of Stanford’s Distinguished Teaching Award.

FAN Gang
Director, National Institute of Economic Research
Chief Researcher, China Center For International Economic Exchanges
Professor of Economics, Peking University and the Graduate School of Chinese Academy of Social Sciences
Professor Fan Gang, Director of National Institute of Economic Research, Chairman, China Reform Foundation
(NERI-China), Beijing, China; Professor of Economics, Peking University and the Graduate School of Chinese
Academy of Social Sciences. Born 1953 in Beijing, Professor Fan received his PhD in economics from the Graduate
School of Chinese Academy of Social Sciences (CASS) in 1988. He was visiting fellow of the National Bureau of
Economic Research (NBER) and Harvard University, MA, USA, 1985-1987; his publications include over 100
academic papers published in Chinese and English academic journals and 10 books on macroeconomics, and
economics of transition. He is guest professor of number of universities and graduate schools domestic and
abroad, and served as the academic member of the Monetary Policy Committee of China’s central bank 20062010. He is an advisor to various departments of Chinese Central Government and provincial governments,
and consultant to The World Bank, IMF, UNDP and OECD. He was listed as one of “World’s Top 100 Public
Intellectuals” jointly by Foreign Policy and Prospect, 2005 and 2008 consecutively, and one of “100 Global
Thinkers” by Foreign Policy, 2010.
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HAI Wen

Vice President, Peking University
Chancellor of Shenzhen Graduate School, Peking University
Founding Dean and Professor of Economics, HSBC Business School, Peking University
Wen Hai is Professor in Economics at the China Centre for Economic Research and HSBC Business School
in Peking University. He is Vice President of Peking University, Chancellor of Shenzhen Graduate School and
the Founding Dean of HSBC Business School, Peking University. He received his BA in economic from Peking
University, MA and PhD in economics from University of California at Davis. His research has focused on
international trade, development economics and China’s trade policy. He has published many academic books
and journal articles in English and Chinese, including American Economics Review, NBER Working Papers and
International Economics Review. He is one of the most respected teachers and has won Outstanding Teacher
Award at Peking University. He is a member of Advisory Committee for Economic and Trade Policy of China’s
Ministry of Commerce. He has been Chairman of the Board of China Economic Annual Conference since 2008.
He served as President of Chinese Economists Society 1993-1994. He has frequently delivered special speeches
to researchers, government officials and business leaders on China’s economic reforms, and often appeared on
national television discussing China’s international trade and economic development policies.

Michael SPENCE
Professor of Economics, Leonard N. Stern School of Business at New York University
Senior Fellow at the Hoover Institution and the Philip H. Knight Professor Emeritus of Management at
the Graduate School of Business, Stanford University
Recipient of the Nobel Prize in Economic Sciences in 2001
Michael Spence served as the Chairman of an Independent Commission on Growth in Developing Countries
(2006-2010). He is a Professor of Economics at the Stern School at New York University, Professor Emeritus of
Management and former Dean (1990-1999) at the Graduate School of Business at Stanford University. He is a
Senior Fellow of the Hoover Institution at Stanford University and the Chairman of the Academic Council of the
Fung Global Institute. In 2001, Professor Spence received the Nobel Prize in Economic Sciences. He is the author
of the book, The Next Convergence: The Future of Economic Growth in a Multispeed World, Straus Ferrar and
May Giro 2011. He serves on the boards of Genpact and Mercadolibre, and a number of private companies. He
is a member of the board of the Stanford Management Company, and the International Chamber of Commerce
Research Foundation. He is a senior advisor to Oak Hill Investment Management and a consultant at PIMCO.
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