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tual Debates and Why They Matter,”
by Melissa Murphy

* CONFERENCES
February 6  Health Checkup for
Beijing: Pollution and the Olympics
January 30  Economic Engagement

with a Rising China

* FREEMAN FACTS

Inflation in China  (cont pg 5)

Quote Of The Month
“Our systems are different, but
people in both countries are united
in their aspirations for a better
future.” ~ Indian Prime Minister,
Manmohan Singh, speaking during
his first visit to China as Prime
Minister. China and India stressed
common interests and the desire to
build closer ties.  Prime Minister
Singh and Chinese Premier Wen
Jiabao signed a joint statement on
such mutual concerns as energy,
food security, and regional economic
development.  Prime Minister Singh
emphasized that, “There is enough
space for both India and China to
grow and prosper while strengthen-
ing our cooperative engagement.”
Source:   International Herald

Tribune, January 15, 2007

Trivia Question
How much did China spend on
health care in 2007?      (cont pg 3)

For other additional resources on China
and East Asia, please also visit the
website of our sister institution, Pacific
Forum CSIS, at www.csis.org/pacfor/.

BEIJING    China’s 25 provincial discipline inspection committees established corruption case analysis and
management offices in the latest effort to fight corruption.  During a three-day plenary session of the CPC
Central Commission for Discipline Inspection (CCDI), officials were urged to strengthen capacity building
to facilitate the implementation of major policy decisions made at the 17th Party Congress.  A total of
24,879 corruption cases were investigated as of June 2007, with bribes totaling over RMB 6.156 billion.
The establishment of the analysis and management offices was a step towards improving identification,
prevention and control of corruption.

TAIPEI   In Taiwan’s 2008 parliamentary elections, the Nationalist Party (KMT) and its allies gained 86
seats compared to 27 for President Chen Shui-bian’s Democratic Progressive Party (DPP).  The opposi-
tion nationalists’ landslide victory has boosted the chance of the party’s presidential front-runner Ma
Ying-Jeou, who has called for closer ties with the mainland, to succeed Chen in March.  Focusing largely
on Taiwan, the fifth round of the China-U.S. Strategic Dialogue reflected growing tension surrounding
the election results.  Both sides have recognized 2008 as a dangerous period for cross-Strait relations.

      BY PIETER BOTTELIER
Key Facts

China’s announcement, on September 29, 2007, that it had officially established a $200 billion
sovereign wealth fund, the China Investment Corporation (CIC), was greeted with some ambiva-
lence in policy-making circles in many world capitals.  In Washington, where concern in Congress
about foreign government-directed investment in the U.S.  has heightened in recent years, CIC’s
creation triggered a number of alarm bells.  Much of that alarm related to incomplete information
about CIC and the motivations of the Chinese government in creating it.

Four months after its creation, CIC continues to be a work in progress, but its origins are far from
obscure.  It is owned by the State Council (China’s Cabinet) and capitalized with about $200 bil-
lion based on a swap of RMB1.55 trillion worth of long-term bonds issued by the Ministry of Fi-
nance (MOF) and an equivalent amount of foreign exchange from the State Administration of
Foreign Exchange (SAFE), an arm of the People’s Bank of China (PBC) responsible for managing
China’s foreign exchange reserves and regulating foreign exchange transactions.

Many Chinese state-owned corporations (including banks) are authorized to invest abroad, but
after its absorption of Huijin (see below) CIC is the only one using funds transferred from official
foreign exchange reserves. In May 2007, prior to its formal incorporation, CIC purchased a non-
voting 9.9 percent interest in Blackstone with a $3 billion equity investment.  In December 2007
it invested $5 billion in Morgan Stanley (through the purchase of convertible bonds, representing
a 9.9 percent interest upon mandatory conversion in 2010).

Despite these forays abroad, CIC’s initial investments have largely been domestic. Upon its estab-
lishment, CIC acquired the assets and liabilities (about $67 billion book value) of Central Huijin
Investment Co Ltd. – an entity created in 2003 to channel foreign reserve holdings to state com-
mercial banks and other state-owned financial companies for  recapitalization purposes. The im-
mediate absorption of Huijin suggests that CIC was conceived as the government’s flagship orga-
nization for both domestic and overseas investments in the financial sector. (cont pg 2)
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In December CIC invested $20 billion in China Development Bank (to help prepare that state-owned policy bank for conversion into a
fully fledged commercial bank).

After the acquisition of Huijin and other investments, CIC’s remaining capital is about $105 billion. According to press reports, the first
claim on this is a large amount for the planned recapitalization of Agricultural Bank of China (ABC), the fourth and last large state-owned
commercial bank to be restructured and recapitalized prior to listing. It is estimated that ABC will need about $40 billion from the state.
If the most recent recapitalization model (the one used for the Industrial and Commercial Bank of China) holds suit, CIC’s share would
be 50 percent, leaving CIC’s remaining capital available for investment abroad at around $85 billion.

It will probably take several more months before CIC becomes fully operational. It is recruiting staff and fund managers with interna-
tional experience while preparing to move into permanent offices later this year.

Day-to-day management of CIC is the responsibility of a seven-person Executive Committee headed by Lou Jiwei, CIC’s chairman and
CEO, who also serves as a deputy secretary of the State Council. He is a former Vice Minister of Finance and a highly respected econo-
mist, who earned his stripes as a key architect of China’s fiscal and financial reforms under former Prime Minister Zhu Rongji. Another
high-profile member of CIC’s Executive Committee is Gao Xiqing, who also serves as deputy head of China’s National Social Security
Fund, which earlier sub-contracted the investment of portions of that Fund to professional fund managers.

Background

Since China’s foreign exchange reserves began their steep incline (from about $286 billion at the end of 2002 to $1.53 trillion at the end
of 2007) earning a good return on those reserves, while at the same time protecting their principal value, has been a major challenge.
The CIC was established squarely within this context: like other surplus economies, China wishes to generate higher returns on at least
a portion of its foreign reserve holdings.  Evidence of ulterior strategic motivations behind CIC’s creation is altogether lacking.

China is naturally concerned about the decline of the international value of the dollar since 2002. To slow the accumulation of already
unnecessarily large reserves, China has relaxed controls on capital outflows and encouraged state corporations to invest abroad. More-
over, in recent months it has allowed for a somewhat faster appreciation of the nominal RMB/USD exchange rate, which should have
the same effect on reserve accumulation.

The problem, however, is that many Chinese companies prefer at present to invest at home, because the economy is booming, returns
on capital tend to be higher than in most other countries and China’s currency is appreciating. For example, of the current authorized
ceiling of $42.5 billion for foreign investments by Qualified Domestic Institutional Investors, only about $10 billion has been used and
some of that is believed to have trickled back to the mainland from Hong Kong. Given China’s domestic economic dynamism, CIC will
operate under conditions that are very different from older (and often larger) sovereign wealth funds in Asia, the Middle East, Norway
and some other countries where domestic investment opportunities are more limited than in China.

In spite of forces favoring domestic investments, China has already become the largest source of outward investment among non-oil
exporting developing countries.  However, most recent foreign investment from China has been in financial institutions or in resource
industries which have limited domestic investment opportunities in China. Even these investments are carefully scrutinized for their fi-
nancial prudence: the government recently blocked a proposed $2 billion investment in Citigroup by China Development Bank, alleg-
edly on the ground that the risks were too high.

Issues

The main issue for China is whether CIC will be able to earn higher returns and better protect the international value of (a portion) of
foreign exchange holdings. Early indications underline how big these challenges are. As of this writing, the market value of CIC’s invest-
ment in Blackstone is about 40 percent below acquisition. The value of its investment in Morgan Stanley may also be down, as is the
value of a 2007 investment by China Development Bank in Barclays.

Given a choice, recipient companies generally prefer investments by sovereign wealth funds over those by banks, private equity funds,
hedge funds or other commercial sources, because of their stable, non-speculative, long-term nature.  The absence or low level of
leverage furthermore makes sovereign wealth funds less risky and less costly to recipient companies than the alternative.

As suggested by the current interest on Capitol Hill, the main issue for recipient countries is whether investments by foreign sovereign
wealth funds entail security or political risks because of ulterior motives by foreign governments owning such funds. Given the sheer
magnitude of capital resources of sovereign wealth funds around the world (estimated at close to $3 trillion at the end of 2007 by the
Economist), it is clear that “state capitalism” has become an important factor in the global economy. Different countries   (cont pg 3)
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In 2007, China spent USD 8.7 billion on health care, a 277% increase since 2006 according to health officials.  A government survey revealed that
medical costs were the top public concern among Chinese citizens, followed by social morals, security, education, and unemployment.

Source:  “Health Care Tops List of Concerns in China,” Washington Post, January 10, 2008.

TRIVIA ANSWER

PUBLICATIONS

CONFERENCES AND EVENTS

February 6 Health Checkup for Beijing: Pollution and the Olympics

The Honorable James L. Connaughton, Chairman of the White House Council on Environmental Quality, will deliver a keynote speech in the CSIS
hill event. Randall L. Wilber, Senior Sports Physiologist of the United States Olympic Committee, Howard M. Krawitz, Political Advisor to the Chief
of Staff of the United States Army and former Minister-Counselor for Olympic Affairs, U.S. Embassy in Beijing, and Jennifer L. Turner, Director of
China Environment Forum, Woodrow Wilson International Center for Scholars, will serve as commentators. For more information about this
event, please contact Savina Rupani at SRupani@csis.org.

January 30 Economic Engagement with a Rising China

Christopher A. Padilla, Under Secretary of Commerce for International Trade, discussed U.S.-China economic ties in the dynamic political and
economic context on both sides of the Pacific.  He presented the Administration’s position on trade and economic relations with China for 2008,
addressing the concerns of Congress and the public over Chinese trade practices that affect American interests.  For more information about this
event, please contact Savina Rupani at SRupani@csis.org.

January 23 An Insider’s Look at the 17th CPC National Congress

In his keynote address at CSIS, Vice Minister Li Zhongjie, Deputy Director of the Party History Research Center of the CPC Central Committee, and
member of the drafting committee for Hu Jintao’s report to the 17th National Party Congress, spoke on China’s current political and economic
developments.  As the first senior Party official to visit Washington since the 17th Party Congress in October 2007, Vice Minister Li provided a
rare insider’s perspective on the Party Congress and China’s future prospects.

[Click here for the event audio.]

respond differently to this new reality.  The Committee on Foreign Investment in the United States (CFIUS) is, for example, charged with
safeguarding important national interests that may be confronted by state capitalism. The IMF has been asked to devise a code of conduct
for sovereign funds that, once adopted, will enhance participating funds’ operational transparency and thus reduce risks. On balance,
sovereign wealth funds like CIC are likely to have a stabilizing influence on capital markets, because of their long-term outlook, cautious
attitude and non-dependence on leveraging.

Finally, is China going to expand the operations of CIC?  Given the country’s massive foreign exchange reserves, the potential for ex-
panding CIC’s capital base is huge. In practice it seems more likely, however, that China will move slowly and cautiously, concentrating
on acquiring expertise and practical experience first. This would be in keeping with the country’s learning-by-doing approach to economic
management since the start of market reforms under Deng Xiaoping in the late 1970s.

Pieter Bottelier is Senior Adjunct Professor of China studies at Johns Hopkins School of Advance International Studies.

 PUBLICATIONS

“Decoding Chinese Politics: Intellectual Debates and Why They Matter,” CSIS, January 2008
 By Melissa Murphy, Research Associate, Freeman Chair in China Studies, CSIS

This report examines the public debate among China’s leading intellectuals in the run-up to the 17th Party Congress in October 2007. Historically,
these debates have served as a window into the opaque world of China’s elite politics, and the report provides insights for  outsiders looking to gauge
China’s political and economic direction in the next five years and beyond.

[Click here for a PDF version of the report.]

http://www.csis.org/component/option,com_csis_events/task,view/id,1482/
http://www.csis.org/component/option,com_csis_pubs/task,view/id,4305/type,1/
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* Please visit our website to access archived publications dating back to 2002.

2008

January

“Decoding Chinese Politics: Intellectual Debates and Why They Matter,” CSIS, January 2008
By Melissa Murphy, Research Associate, Freeman Chair in China Studies, CSIS

2007

November

“China: An Olympic Hangover?,” Global Forecast: The Top Security Challenges of 2008, CSIS, November 2007
By Charles Freeman, Freeman Chair in China Studies, CSIS

“China’s Civil Society Organizations: What Future in the Health Sector?,” CSIS, November 2007
By Bates Gill, Director, Stockholm International Peace Research Institute, J. Stephen Morrison, Director, Africa Program, CSIS, and Xiaoqing Lu,
Research Associate, Freeman Chair in China Studies, CSIS

The China Report 2008
Melissa Murphy (contributing author), Exclusive Analysis Limited, London: 2007

October

“China’s Response to HIV/AIDS and U.S.-China Collaboration,” CSIS, October 2007
By Xiaoqing Lu, Research Associate, Freeman Chair in China Studies, CSIS, and Bates Gill, Director, Stockholm International Peace Research
Institute

September

“Assessing China’s Growing Influence in Africa,” China Security, vol. 3, no. 3, Summer 2007
By Bates Gill, Freeman Chair in China Studies, CSIS, Chin-Hao Huang, Research Assistant, Freeman Chair in China Studies, CSIS, and J. Stephen
Morrison, Director of the Africa Program, CSIS

August

"The Mist Lifts over China’s Sky-high Railway," Asia Times, August 29, 2007
By Eve Cary, Research Assistant, Freeman Chair in China Studies, CSIS

July

“Demography of HIV/AIDS in China,” CSIS, July 2007
By Bates Gill, Freeman Chair in China Studies, CSIS, Yanzhong Huang, Director of the Center for Global Health Studies, and Xiaoqing Lu,
Research Associate, Freeman Chair in China Studies, CSIS

"China’s Activism Faces Persistent Challenges," Comparative Connections, CSIS Pacific Forum, vol. 9, no. 2, July 2007
By Robert Sutter, Visiting Professor of the School of Foreign Service at Georgetown University, and Chin-Hao Huang, Research Assistant, Free-
man Chair in China Studies, CSIS

“U.S.-Hong Kong Relations: Prospects for a Unique Partnership,” CSIS, July 2007
By Bates Gill, Freeman Chair in China Studies, CSIS, and James Tang, Associate Professor, The University of Hong Kong

June

“Setting the Course,” South China Morning Post, June 28, 2007
By Melissa Murphy, Research Associate, Freeman Chair in China Studies, CSIS and Chin-Hao Huang, Research Assistant, Freeman Chair in China
Studies, CSIS

 “The Tenuous Hold of China Inc. in Africa,” The Washington Quarterly, Summer 2007
By Bates Gill, Freeman Chair in China Studies, CSIS, and James Reilly, East Asia representative for the American Friends Service Committee

“An Overview: The China Balance Sheet,” CSIS Strategy Report, Vol. 2, No. 19, June 12, 2007
By Melissa Murphy, Research Associate, Freeman Chair in China Studies, CSIS, and Chietigj Bajpaee, Research Associate, International Security
Program, CSIS

Page 4



Freeman Chair in China Studies   ●    Center for Strategic and International Studies
1800 K Street, NW   ●   Washington, DC 20006   ●   Phone: (202) 457-8719   ●   Fax: (202) 457-8719   ●    FreemanChair@csis.org

Page 5     CSIS Freeman Chair in China Studies

About the FREEMAN CHAIR IN CHINA STUDIES

The Freeman Chair in China Studies was established at the Center for Strategic and International Studies in 1994 to advance the study of China
and to promote understanding between the United States and the countries of the Asia Pacific region. The Freeman Family—Luther Freeman
as a clergyman, Mansfield Freeman as a scholar-business leader, and Houghton Freeman as a corporate executive in a global enterprise—have
established a tradition of contributing to international understanding through practical experience in East Asia and China.

The United States has a long-standing relationship with China and the countries of East Asia, which play increasingly important roles in future
international economics, politics, culture, and security. In the diplomatic, public policy, business, and government fields, the peoples of both
China and the United States will benefit from greater mutual appreciation and understanding through broadly based international exchange.

The Freeman Chair’s active policy-oriented agenda is dedicated to delivering informed public policy debates, expert briefings, and strategic
policy recommendations on Greater China and East Asia to the diplomatic, policymaking, business, and government arenas.

Current Research Projects

· China’s domestic challenges and their consequences for U.S.-China relations and U.S. strategic interests

· The emergence of Chinese civil society and nongovernmental organizations

· China’s HIV/AIDS crisis and its implications for U.S.-China relations

· Examining the economic, trade, and financial tensions in U.S.-China relations

· China’s relations with key regions—including Central Asia, Europe, and Africa—and their implications for the United States

· China’s military modernization and its impact on regional security

· U.S-China-Taiwan relations

To learn more about our program and ongoing research projects, please visit our website at http://www.csis.org/china/

FREEMAN FACTS:

Inflation in China

1. China’s Consumer Price Index (CPI) reached 6.9% year-
on-year in November 2007, the highest level in over a decade.

2. Food prices, which rose by 18.2% between 2006 and
2007, have accounted for more than 80% of the CPI increase.

3. The government raised the maximum fine on companies
for market manipulation to RMB 1 million, almost tripling the previ-
ous value.

4. In a recent government survey, rising consumer prices
emerged as a concern for 66.5% of urban respondents and 57.5%
of rural respondents.

Sources: China Daily, Financial Times, Xinhua
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