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U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION

NOVEMBER 14, 2019

The Honorable Chuck Grassley

President Pro Tempore of the U.S. Senate, Washington, DC 20510
The Honorable Nancy Pelosi

Speaker of the U.S. House of Representatives, Washington, DC 20510

DEAR SENATOR GRASSLEY AND SPEAKER PELOSI:

On behalf of the U.S.-China Economic and Security Review Com-
mission, we are pleased to transmit the Commission’s 2019 Annual
Report to Congress. This Report responds to our mandate “to moni-
tor, investigate, and report to Congress on the national security im-
plications of the bilateral trade and economic relationship between
the United States and the People’s Republic of China.” The Com-
mission reached a broad and bipartisan consensus on the contents
of this Report, with all 12 members voting unanimously to approve
and submit it to Congress.

In accordance with our mandate, this Report, which is current
as of October 4, includes the results and recommendations of our
hearings, research, travel, and review of the areas identified by Con-
gress in our mandate, as defined in Public Law No. 106-398 (Octo-
ber 30, 2000), and amended by Public Laws No. 107-67 (November
12, 2001), No. 108-7 (February 20, 2003), 109-108 (November 22,
2005), No. 110-161 (December 26, 2007), and No. 113-291 (Decem-
ber 19, 2014). The Commission’s charter, which includes the 11 di-
rected research areas of our mandate, is included as Appendix I of
the Report.

The Commission conducted eight public hearings, taking testimo-
ny from 77 expert witnesses from government, the private sector, ac-
ademia, think tanks, research institutions, and other backgrounds.
For each of these hearings, the Commission produced a transcript
(posted on our website at https://www.uscc.gov). This year’s hearings
included:

e What Keeps Xi Up at Night: Beijing’s Internal and External
Challenges;

e Risks, Rewards, and Results: U.S. Companies in China and Chi-
nese Companies in the United States;

e An Emerging China-Russia Axis? Implications for the United
States in an Era of Strategic Competition;

e China in Space: A Strategic Competition?;

e Technology, Trade, and Military-Civil Fusion: China’s Pursuit of
Artificial Intelligence, New Materials, and New Energy;

e A “World-Class” Military: Assessing China’s Global Military
Ambitions;

e Exploring the Growing U.S. Reliance on China’s Biotech and
Pharmaceutical Products; and

e [U.S.-China Relations in 2019: A Year in Review.
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The Commission received a number of briefings by executive
branch agencies and the Intelligence Community, including both un-
classified and classified briefings on China’s military modernization,
the China-Russia relationship, U.S.-Hong Kong relations, China’s
ambitions in space, and U.S. strategy for responding to China’s Belt
and Road Initiative. The Commission is preparing a classified report
to Congress on these and other topics. The Commission also received
briefings by foreign diplomatic and military officials as well as U.S.
and foreign nongovernmental experts.

Commissioners made official visits to Australia, Singapore, Hong
Kong, and China to hear and discuss perspectives on China and its
global and regional activities. In these visits, the Commission dele-
gation met with U.S. diplomats, host government officials, business
representatives, academics, journalists, and other experts.

The Commission also relied substantially on the work of our ex-
cellent professional staff and supported outside research (see Ap-
pendix IV) in accordance with our mandate (see Appendix I).

The Report includes 38 recommendations for congressional action.
Our ten most important recommendations appear on page 24 at the
conclusion of the Executive Summary.

We offer this Report to Congress in the hope that it will be useful
for assessing progress and challenges in U.S.-China relations.

Thank you for the opportunity to serve. We look forward to con-
tinuing to work with Members of Congress in the upcoming year to
address issues of concern in the U.S.-China relationship.

Yours truly,

Carolyn Bartholomew Robin Cleveland
Chairman Vice Chairman
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EXECUTIVE SUMMARY
Chapter 1: 2019 in Review

Section 1: Year in Review: Economics and Trade

In 2019, the trade dispute between the United States and China
entered its second year and remains mostly unresolved. The Chi-
nese government’s unwavering commitment to state management
of its economy remains a major stumbling block. In response to de-
cades of unfair economic practices, the United States wants the Chi-
nese government to codify commitments to strengthen intellectual
property protection, prohibit forced technology transfer, and remove
industrial subsidies. But these practices are core features of China’s
economic system, and the Chinese government views U.S. demands
as an attack on its national development. China continues to ignore
the letter and the spirit of its World Trade Organization (WTO) com-
mitments. The resulting impasse has led to multiple rounds of mutu-
al tariff actions impacting more than $500 billion in bilateral goods
trade, and reducing trade between the two countries. In response
to U.S. measures to address illegal activities of Chinese technolo-
gy firms, China’s government strengthened pursuit of technological
self-reliance and its state-led approach to innovation, which uses
licit and illicit means to achieve its goals. This will continue to pose
a threat to U.S. economic competitiveness and national security.

Escalating trade tensions with the United States compounded
China’s domestic economic challenges, with the Chinese economy
growing at its slowest pace in nearly 30 years in 2019. High debt
levels constrain Beijing’s ability to respond to the slowdown, and
stimulus measures have so far been modest in comparison with past
programs. The economic slowdown has disproportionately affected
China’s small and medium enterprises, which do not enjoy the same
preferential treatment, access to credit, and government subsidies
as state-owned or -supported enterprises. Meanwhile, regional banks
have emerged as a key source of risk in China’s financial system due
to the high number of nonperforming loans on their balance sheets.
China’s government has also pursued limited market and financial
system opening over the last year in an effort to attract foreign
capital. These measures remain narrowly designed to address spe-
cific pressures facing China’s economy and do not appear to herald
a broader market liberalization of the kind that U.S. companies and
policymakers have long advocated.

Key Findings

e On-and-off trade negotiations between the United States and
China to resolve a years-long trade dispute have failed to pro-
duce a comprehensive agreement. The impasse in negotiations

(1)
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underscores, in part, China’s commitment to preserving the gov-
ernment’s dominant role in determining economic outcomes.

e The United States is confronting China in response to decades
of unfair Chinese economic policies and trade-distorting prac-
tices. The Chinese Communist Party (CCP) increasingly per-
ceives U.S. actions as an attack on its vision for China’s nation-
al development. China’s government has intensified nationalist
rhetoric criticizing the United States, applied pressure on U.S.
companies, and targeted key U.S. export sectors with tariffs in
response.

e U.S. measures to address illegal activities by Chinese technolo-
gy companies are leading China’s government to push harder on
technological self-reliance. The reinvigoration of the state-driv-
en approach to innovation will pose a sustained threat to U.S.
global economic competitiveness and national security.

® A range of domestic factors and trade tensions with the United
States have slowed China’s economic growth. In response, Chi-
na’s government has deployed infrastructure spending, tax cuts,
and targeted monetary stimulus. While the stimulus enabled a
modest recovery during the first half of 2019, China’s rate of
growth continues to slow.

e China’s government continues to falsify official economic statis-
tics, obscuring the true extent of its current economic slowdown.
Independent observers estimate that China’s true growth rate
is at least 0.5 percentage points—and possibly as much as 3
percentage points—lower than Beijing’s published figures.

e Beijing’s deleveraging campaign has succeeded in containing
China’s corporate debt growth, but local governments continue
to borrow. Expanding household debt and a rapid increase in
the value of nonperforming loans also pose significant risks to
China’s financial system and are a major challenge for Chinese
policymakers.

e China’s state sector is strengthening and private companies are
struggling. The deleveraging campaign and related crackdown
on shadow banking had the unintended effect of cutting off
credit to the private sector, which traditionally relies on infor-
mal finance.

e China’s government has taken limited market opening steps,
including incremental liberalization of China’s foreign invest-
ment regime and financial system. However, these measures
have been pursued in terms favorable to the Chinese govern-
ment as opposed to the market, underscoring that any changes
in China’s economic practices will continue to be controlled by
the state.

Section 2: Year in Review: Security, Politics, and Foreign Affairs

In 2019, Beijing stepped up its efforts to promote itself as a global
political and economic leader, offering the clearest evidence yet of its
ambition to reshape the international order so it benefits Chinese
interests and makes the world safe for the CCP. General Secretary
of the CCP Xi Jinping continued to tout the CCP’s model and “Chi-
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nese wisdom” as solutions for the world’s problems and vowed to
build a “community of common human destiny,” a CCP formulation
for a China-led global governance regime. In the security realm, Bei-
jing exhorted the People’s Liberation Army (PLA) to prepare itself
for challenges in the years ahead while it continues its transforma-
tion into a “world-class” military able to conduct combat operations
within and beyond the Indo-Pacific region. Meanwhile, as trade ten-
sions between China and the United States deepened, General Sec-
retary Xi declared that the CCP was now engaged in a “New Long
March” and must prepare for a protracted, multidecade confronta-
tion with Washington and its allies. At home, the CCP expanded its
campaign of indoctrination and repression against Uyghurs, Tibetan
Buddhists, Hui Muslims, Christians, and other religious groups and
individuals the CCP considers to be politically unreliable.

Beijing also took new steps in 2019 to advance the aggressive
approach to foreign and security policy it has taken in recent years.
In the Indo-Pacific region, Beijing used displays of military force
to intimidate its neighbors while applying informal economic sanc-
tions against countries making decisions contrary to its interests.
China also continued its efforts to influence or interfere with other
countries’ political processes as well as global perceptions of its rise,
including through United Front covert propaganda and co-optation
activities, the targeting of U.S. and other foreign universities and
media, arbitrary detentions of foreign citizens, and the export of cen-
sorship and surveillance technologies. Beijing also sought to shore
up ties with key partners, such as North Korea and Iran, while
growing its influence across the Western Hemisphere, Africa, and
the Middle East.

The U.S.-China relationship deteriorated significantly over the
past year as both sides blamed the other for issues such as the
breakdown in trade negotiations and militarization of the South
China Sea. Beijing’s views of the United States hardened as Chi-
nese leaders took few meaningful steps to address issues of concern
raised by Washington and Chinese state media intensified anti-U.S.
propaganda. Meanwhile, the U.S. government increased its efforts
to curb China’s influence and espionage activities in academic and
commercial settings.

Key Findings

e In 2019, Beijing declared in unambiguous terms its intent to
revise and reorder the international system in ways more befit-
ting its national interests and repressive vision of governance.
In a series of national addresses, Chinese leaders suggested the
CCP viewed its “historic mission” as being not only to govern
China, but also to profoundly influence global governance. The
CCP took new steps to promote itself abroad as a model wor-
thy of emulation, casting its political system and approach to
economic development as superior alternatives to that of the
United States and other democratic countries.

¢ Chinese leaders took a more strident tone in their discussion
of military affairs, reinforcing a sense of urgency in the PLA’s
preparations for a potential military conflict while indicat-
ing Beijing’s intent to position the PLA as a globally-oriented
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military force. General Secretary Xi urged the PLA to make
preparations for a possible conflict with the “powerful ene-
my adversary’—a phrase the CCP uses to refer to the United
States—central to its modernization and training efforts.

e Despite signs of outward confidence, CCP leadership also re-
vealed a growing unease over the mounting external resistance
to its ambitions, which it viewed as threatening its objectives
abroad and rule at home. In response to these challenges, the
CCP deepened its control over the Chinese government and
Chinese society and stepped up an ideological and nationalistic
messaging campaign instructing key groups to “win the ideolog-
ical war” against Western and other democratic countries.

e China continued its efforts to coerce or interfere in the domestic
affairs of countries acting in ways contrary to its interests, de-
taining foreign citizens and carrying out an extensive influence
campaign targeting foreign universities, media, and the Chinese
diaspora. Beijing also expanded its global promotion of the Belt
and Road Initiative (BRI), increasing military cooperation and
exporting its censorship and surveillance technologies to coun-
tries under BRI auspices.

e In the Indo-Pacific region, China made new use of “gray zone”
activities and military intimidation of its neighbors to secure its
expansive sovereignty claims. Military tensions between China
and Japan persisted in the East China Sea despite attempts by
both countries to reset bilateral relations, while an annual poll
of respondents in Southeast Asian countries found that fewer
than one in ten saw China’s regional influence as benign.

e The U.S.-China relationship grew markedly more confrontation-
al as tensions increased over political, economic, and security
issues and polls reflected a significant drop in the U.S. public’s
favorability toward China. Chinese leaders showed few signs of
willingness to compromise on issues raised by Washington.

Chapter 2: Beijing’s Internal and External Challenges

The CCP faces a number of significant internal and external
challenges as it seeks to ensure its hold on power while sustaining
economic growth, maintaining control at home, and advancing its
regional and increasingly global ambitions. Despite a lengthy cam-
paign to clean up its ranks, the CCP has growing concerns over
widespread corruption, weakened control and cohesion, and ideo-
logical decay. Chinese policymakers credit their state-led economic
model for the country’s rapid growth, but the contradictions in Chi-
na’s approach are increasingly apparent as it faces a struggling pri-
vate sector, high debt levels, and a rapidly-aging population. China
remains deeply dependent on foreign technology and vulnerable to
supply chain disruption, but is pouring vast amounts of resources
toward encouraging domestic innovation.

Externally, BRI has come under growing international skepticism
over China’s opaque lending practices, accusations of corruption, and
encroachment on host countries’ sovereignty. CCP leaders are also
worried about the PLA’s lack of recent warfighting experience and
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have long harbored concerns about the loyalty, capabilities, and re-
sponsiveness of their security forces. Furthermore, Beijing’s military
modernization efforts, coercion of its neighbors, and interference in
other countries’ internal affairs have generated global apprehension
about its geopolitical ambitions.

China’s leadership is acutely aware of these challenges and is
making a concerted effort to overcome them. Ultimately, the extent
to which Beijing can address these vulnerabilities affects its ability
to contest U.S. leadership and carve out a place for its own model
of global governance. In the economic realm, Beijing’s commitment
to its state-led economic model likely will prolong U.S.-China trade
frictions and worsen China’s domestic challenges. Chinese leaders’
concerns over the PLA’s readiness for war will continue to influence
their willingness to initiate a conflict that could prompt the inter-
vention of a modern, capable adversary such as the United States, at
least in the near term. Finally, General Secretary Xi’s consolidation
of power has created a dangerous echo chamber for decision mak-
ing, which could lead to domestic policy missteps and complicate
U.S.-China relations during times of heightened tensions or crisis.

Key Findings

e The CCP is facing internal and external challenges as it at-
tempts to maintain power at home and increase its influence
abroad. China’s leadership is acutely aware of these challenges
and is making a concerted effort to overcome them.

e The CCP perceives Western values and democracy as weaken-
ing the ideological commitment to China’s socialist system of
Party cadres and the broader populace, which the Party views
as a fundamental threat to its rule. General Secretary Xi has
attempted to restore the CCP’s belief in its founding values to
further consolidate control over nearly all of China’s govern-
ment, economy, and society. His personal ascendancy within
the CCP is in contrast to the previous consensus-based model
established by his predecessors. Meanwhile, his signature anti-
corruption campaign has contributed to bureaucratic confusion
and paralysis while failing to resolve the endemic corruption
plaguing China’s governing system.

e China’s current economic challenges include slowing econom-
ic growth, a struggling private sector, rising debt levels, and a
rapidly-aging population. Beijing’s deleveraging campaign has
been a major drag on growth and disproportionately affects the
private sector. Rather than attempt to energize China’s econo-
my through market reforms, the policy emphasis under General
Secretary Xi has shifted markedly toward state control.

e Beijing views its dependence on foreign intellectual property
as undermining its ambition to become a global power and a
threat to its technological independence. China has accelerated
its efforts to develop advanced technologies to move up the eco-
nomic value chain and reduce its dependence on foreign tech-
nology, which it views as both a critical economic and security
vulnerability.
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e China’s senior leaders are concerned over perceived shortfalls in
the PLA’s warfighting experience and capabilities and its failure
to produce an officer corps that can plan and lead. These con-
cerns undermine Chinese leaders’ confidence in the PLA’s abil-
ity to prevail against a highly-capable adversary. The CCP has
also long harbored concerns over the loyalty and responsiveness
of the PLA and internal security forces to Beijing and the po-
tential for provincial officials to co-opt these forces to promote
their own political ambitions.

e China’s BRI faces growing skepticism due to concerns regarding
corruption, opaque lending practices, and security threats. How-
ever, this criticism has not been followed by an outright rejec-
tion of BRI because significant infrastructure gaps persist glob-
ally and China has few competitors in infrastructure financing.

e Beijing’s military modernization efforts, coercion of its neigh-
bors, and interference in other countries’ internal affairs have
generated resistance to its geopolitical ambitions. Countries in
the Indo-Pacific and outside the region are accelerating their
military modernization programs, deepening cooperation, and
increasing their military presence in the region in an attempt
to deter Beijing from continuing its assertive behavior.

Chapter 3: U.S.-China Competition

Section 1: U.S.-China Commercial Relations

Chinese firms operate with far greater freedom in the United
States than U.S. firms are permitted in China. The lack of reciproc-
ity in market access, investment openness, regulatory treatment,
and other areas have led to an environment where U.S. companies
are disadvantaged in China’s domestic market. Protected in their
domestic market, Chinese companies are increasingly empowered
to compete in third country markets. For this reason, many U.S.
companies with operations in China, historically supportive of deep-
ening engagement, have grown increasingly pessimistic about their
ability to expand and participate in the Chinese market. The Chi-
nese government’s inbound foreign direct investment (FDI) regime
has restricted foreign entry into some segments of the Chinese
market, such as cloud computing and e-commerce. For high-priority
sectors, China’s government has made market entry conditional on
transfer of technology and other concessions from U.S. and other
foreign companies.

Much analysis has been done on Chinese FDI and capital raising
in the United States, but little is known about Chinese companies’
U.S. operations, governance, and impact on the broader U.S. econ-
omy. Chinese FDI in the United States peaked in 2016 and has
subsequently fallen. By comparison, Chinese venture capital (VC)
investment has not fallen as significantly. U.S. policymakers remain
concerned about VC investment that might be directed by the Chi-
nese government, as access to early-stage technologies could put
U.S. national security and economic competitiveness at risk.

Beyond FDI, many Chinese companies raise capital on U.S. finan-
cial markets. Because Chinese companies frequently list in the Unit-
ed States using a variable interest entity, investments in U.S.-listed
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Chinese companies are inherently risky, in part because the variable
interest entity structure has been ruled unenforceable by China’s
legal system. The lack of disclosure by and oversight of U.S.-listed
Chinese companies opens the door to adverse activities, such as in-
sider trading, accounting fraud, and corporate governance concerns
that could put U.S. investors, including pension funds, at risk.

Key Findings

e The nature of Chinese investment in the United States is chang-
ing. While Chinese FDI in the United States fell in 2018, VC
investment in cutting-edge sectors has remained more stable.
Broad trends in FDI from China mask VC investment. While
lower than FDI, VC investment from Chinese entities could
have more impact as it has prioritized potentially sensitive ar-
eas, including early-stage advanced technologies. This sustained
Chinese investment raises concern for U.S. policymakers, as
Beijing has accelerated its comprehensive effort to acquire a
range of technologies to advance military and economic goals.

e U.S. laws, regulations, and practices afford Chinese companies
certain advantages that U.S. companies do not enjoy. Chinese
firms that raise capital on U.S. stock markets are subject to
lower disclosure requirements than U.S. counterparts, raising
risks for U.S. investors. The Chinese government continues to
block the Public Company Accounting Oversight Board from
inspecting auditors’ work papers in China despite years of ne-
gotiations. As of September 2019, 172 Chinese firms were listed
on major U.S. exchanges, with a total market capitalization of
more than $1 trillion.

e China’s laws, regulations, and practices disadvantage U.S. com-
panies relative to Chinese companies. China’s foreign investment
regime has restricted and conditioned U.S. companies’ participa-
tion in the Chinese market to serve industrial policy aims. In
addition, recent reports by the American and EU Chambers of
Commerce in China suggest technology transfer requests have
continued unabated. Technology transfer requests continue to
compromise U.S. firms’ operations.

e Chinese firms’ U.S. operations may pose competitive challenges
if they receive below-cost financing or subsidies from the Chinese
state or if they can import inputs at less than fair value. There
are serious gaps in the data that prevent a full assessment of
the U.S.-China economic relationship. Analysis of Chinese com-
panies’ participation in the U.S. economy is constrained by the
absence of empirical data on companies’ operations, corporate
governance, and legal compliance.

Section 2: Emerging Technologies and Military-Civil Fusion:
Artificial Intelligence, New Materials, and New Energy

U.S. economic competitiveness and national security are under
threat from the Chinese government’s broad-based pursuit of lead-
ership in artificial intelligence (Al), new materials, and new energy.
Because these technologies underpin many other innovations, Chi-
na’s government has prioritized their development, aiming to en-
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courage transfer of foreign technology and know-how, build national
champions, and attain self-sufficiency. Beijing’s enhanced program
of military-civil fusion seeks to mobilize civilian technological ad-
vances in support of China’s military modernization and spur broad-
er economic growth and innovation by eliminating barriers between
the commercial and defense sectors.

Chinese military planners view Al in particular as an advantage
that could allow China to surpass U.S. military capabilities. In seek-
ing to become the dominant manufacturer of new energy vehicles,
Chinese firms have established control over substantial portions of
the global lithium-ion battery supply chain. China’s efforts to local-
ize high-value industries that use new and advanced materials, par-
ticularly aerospace manufacturing, jeopardize critical U.S. exports
and position China to develop and deploy commercial and military
advances ahead of the United States.

Compared to past technological modernization efforts, China’s cur-
rent initiatives pose far greater challenges to U.S. interests. China’s
ability to capitalize on new technology has been enhanced by what it
learned or stole from foreign firms. By creating complex and opaque
ties between China’s civilian institutions and its defense sector, mil-
itary-civil fusion increases the risk that U.S. firms and universities
may advance China’s military capabilities while endangering future
U.S. economic leadership.

China’s industrial planners coordinate policy across China’s econ-
omy to channel resources to targeted industries and spur demand
for domestic products, harnessing the strengths of China’s robust
manufacturing base and a network of government-led investment
funds, while disadvantaging foreign firms. Outside China’s borders,
the state is financing Chinese state-owned enterprises’ acquisitions
of leading foreign robotics, machine tooling, and other firms; promot-
ing Chinese influence in international standards-setting bodies; and
cultivating export markets for Chinese goods and services around
the world.

Key Findings

e China’s government has implemented a whole-of-society strat-
egy to attain leadership in AI, new and advanced materials,
and new energy technologies (e.g., energy storage and nuclear
power). It is prioritizing these focus areas because they under-
pin advances in many other technologies and could lead to sub-
stantial scientific breakthroughs, economic disruption, enduring
economic benefits, and rapid changes in military capabilities
and tactics.

e The Chinese government’s military-civil fusion policy aims to
spur innovation and economic growth through an array of pol-
icies and other government-supported mechanisms, including
venture capital funds, while leveraging the fruits of civilian
innovation for China’s defense sector. The breadth and opacity
of military-civil fusion increase the chances civilian academic
collaboration and business partnerships between the United
States and China could aid China’s military development.

e China’s robust manufacturing base and government support for
translating research breakthroughs into applications allow it
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to commercialize new technologies more quickly than the Unit-
ed States and at a fraction of the cost. These advantages may
enable China to outpace the United States in commercializing
discoveries initially made in U.S. labs and funded by U.S. insti-
tutions for both mass market and military use.

e Artificial intelligence: Chinese firms and research institutes are
advancing uses of Al that could undermine U.S. economic lead-
ership and provide an asymmetrical advantage in warfare. Chi-
nese military strategists see Al as a breakout technology that
could enable China to rapidly modernize its military, surpassing
overall U.S. capabilities and developing tactics that specifically
target U.S. vulnerabilities.

o New materials: Chinese firms and universities are investing
heavily in building up basic research capabilities and manu-
facturing capacity in new and advanced materials, including
through acquisition of overseas firms, talent, and intellectual
property. These efforts aim to close the technological gap with
the United States and localize production of dual-use materials
integral to high-value industries like aerospace. They could also
enable China to surpass the United States in applying break-
through discoveries to military hardware.

e Energy storage: China has quickly built up advanced production
capacity in lithium-ion batteries and established control over a
substantial portion of