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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.



6

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-



8

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 the global supply chain, exposing the Unit-
ed States to potential shortages in critical materials, battery com-
ponents, and batteries. China’s heavily subsidized expansion in
lithium-ion batteries will likely lead to excess capacity and drive
down global prices. If Chinese producers flood global markets with
cheaper, technologically inferior batteries, it would jeopardize the
economic viability of more innovative energy storage technologies
currently under development in the United States.

e Nuclear power: China is positioning itself to become a leader in
nuclear power through cultivating future nuclear export mar-
kets along the BRI, particularly in sub-Saharan Africa, and at-
tracting advanced nuclear reactor designers to build prototypes
in China.

Section 3: Growing U.S. Reliance on China’s Biotech and
Pharmaceutical Products

China is the largest producer of active pharmaceutical ingredients
(APIs) in the world, and millions of U.S. consumers take life-saving
drugs that contain ingredients made in China, even if the finished
drugs themselves are not made in China. There are serious defi-
ciencies in health and safety standards in China’s pharmaceutical
sector, and inconsistent and ineffective regulation by China’s gov-
ernment. Nevertheless, U.S. imports of these health products—ei-
ther directly from China or indirectly through companies in third
countries—continue to increase. As the largest source of fentanyl,
China also plays a key role in the ongoing U.S. opioid epidemic.
Beijing’s weak regulatory and enforcement regime allows chemical
and pharmaceutical manufacturers to export dangerous controlled
and uncontrolled substances.
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U.S. consumers, including the U.S. military, are reliant on drugs
or active ingredients sourced from China, which presents economic
and national security risks, especially as China becomes more com-
petitive in new and emerging therapies. The Chinese government
is investing significant resources into the development of biotech-
nology products and genomics research, accumulating private and
medical data on millions of U.S. persons in the process. The Chinese
government also encourages mergers and acquisitions—as well as
venture capital investments—in U.S. biotech and health firms, lead-
ing to technology transfer that has enabled the rapid development
of China’s domestic industry. U.S. health and biotech firms in China,
meanwhile, continue to face regulatory and other market barriers.
While the Chinese government has taken steps in recent years to
streamline regulatory procedures and allow foreign medical prod-
ucts to enter the market more quickly, concerns remain over Chi-
na’s weak commitment to protecting intellectual property rights and
willingness to favor domestic providers of health products.

Key Findings

¢ China is the world’s largest producer of APIs. The United States
is heavily dependent on drugs that are either sourced from Chi-
na or include APIs sourced from China. This is especially true
for generic drugs, which comprise most prescriptions filled in
the United States. Drug companies are not required to list the
API country of origin on their product labels; therefore, U.S.
consumers may be unknowingly accepting risks associated with
drugs originating from China.

e The Chinese government has designated biotechnology as a pri-
ority industry as a part of its 13th Five-Year Plan and the Made
in China 2025 initiative. The development of China’s pharma-
ceutical industry follows a pattern seen in some of its other
industries, such as chemicals and telecommunications, where
state support promotes domestic companies at the expense of
foreign competitors.

e China’s pharmaceutical industry is not effectively regulated by
the Chinese government. China’s regulatory apparatus is inad-
equately resourced to oversee thousands of Chinese drug manu-
facturers, even if Beijing made such oversight a greater priority.
This has resulted in significant drug safety scandals.

e The US. Food and Drug Administration (FDA) struggles to
guarantee the safety of drugs imported from China because of
the small number of FDA inspectors in country, the large num-
ber of producers, the limited cooperation from Beijing, and the
fraudulent tactics of many Chinese manufacturers. Because of
U.S. dependency on China as a source of many critical drugs,
banning certain imports due to contamination risks creating
drug shortages in the United States.

e As a result of U.S. dependence on Chinese supply and the lack
of effective health and safety regulation of Chinese producers,
the American public, including its armed forces, are at risk of
exposure to contaminated and dangerous medicines. Should
Beijing opt to use U.S. dependence on China as an economic
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weapon and cut supplies of critical drugs, it would have a seri-
ous effect on the health of U.S. consumers.

e Lack of data integrity in China presents challenges for U.S.
and Chinese health regulators. In 2016, the China Food and
Drug Administration investigated 1,622 drug clinical trial pro-
grams and canceled 80 percent of these drug applications after
it found evidence of fraudulent data reporting and submissions
of incomplete data, among other problems.

e China places great emphasis on genomic and other health-re-
lated data to enhance its biotech industry. Domestically, China
established national and regional centers focused on big data in
health and medicine. Investment and collaborations in the U.S.
biotech sector give Chinese companies access to large volumes
of U.S. medical and genomic data, but U.S. companies do not get
reciprocal access.

e Foreign firms continue to face obstacles in China’s health mar-
ket. These obstacles include drug regulatory approval delays,
drug pricing limitations, reimbursement controls, and intel-
lectual property theft. U.S. companies must also compete with
Chinese drug companies that introduce generic products or
counterfeit drugs to the Chinese market shortly after a foreign
patented drug is introduced.

e China is the largest source of fentanyl, a powerful synthetic
opioid, in the United States. Although the Chinese government
made multiple commitments to curtail the flow of illicit fentanyl
to the United States, it has failed to carry out those commit-
ments.

Chapter 4: China’s Global Ambitions

Section 1: Beijing’s “World-Class” Military Goal

In remarks before the CCP’s 19th National Congress in October
2017, General Secretary Xi pledged to build the PLA into a “world-
class” force by the middle of the 21st century. This milestone estab-
lished a timeline for and helps define the goal of the CCP’s sweeping
ambition for growing China’s military power—what General Secre-
tary Xi declared shortly after assuming power in 2012 as China’s
“Strong Military Dream.” This force would support the CCP’s efforts
to place China at the center of world affairs.

Beijing has instructed the PLA to remain primarily focused on
a potential conflict with Taiwan, but has also directed the force to
increase preparations for conflicts elsewhere around China’s periph-
ery, including with the United States, Japan, India, and other coun-
tries in the region. At the same time, it has given the PLA guidance
to increase its operations beyond the Indo-Pacific region. One goal of
this strategy is to defend China’s overseas interests, which Beijing
describes as being “crucial” and in recent years has elevated to a
similar level of importance for the PLA as defending China’s own
territory. Another of Beijing’s goals is to increase the difficulty the
United States would face in intervening in a regional conflict.

Beijing’s ambition to develop the PLA into a world-class force
will create challenges for the United States and its allies and part-
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ners. It would increase the confidence of Chinese leaders to employ
the PLA to coerce China’s neighbors into forfeiting their territorial
claims and other sovereign interests. A military that is truly world-
class in technology, training, and personnel would likely also allow
China to prevail in a military conflict with any regional adversary.
Moreover, Beijing could decide to initiate a military conflict even if it
calculated the United States would intervene due to its confidence it
would be able to effectively deter or defeat intervening U.S. military
forces. Beyond armed conflict, a more robust overseas military pres-
ence will provide Beijing additional tools to support and influence
countries around the world that pursue policies injurious to U.S.
interests.

Key Findings

e In 2017, Beijing announced its goal to build the PLA into a
world-class military, overcoming remaining shortfalls in the
force’s capabilities to establish China firmly among the ranks
of the world’s leading military powers. This objective is guided
by CCP leaders’ view that China is approaching the “world’s
center stage” and represents the military component of a multi-
faceted goal to establish China’s leading global position in every
important element of national power.

¢ Beijing views a world-class PLA as achieving parity in strength
and prestige with the world’s other leading militaries, especially
with the U.S. armed forces, and being capable of preventing oth-
er countries from resisting China’s pursuit of its national goals.
Deterring outside intervention will be especially important in
the Indo-Pacific region, where China aims to resolve territorial
disputes with a number of important U.S. allies and partners—
including through the use of military force if necessary—but
will also extend to China’s overseas interests.

e Once focused on territorial defense, China’s military strategy
has evolved in recent years to encompass a concept PLA strat-
egists refer to as “forward defense,” which would create greater
strategic depth by extending China’s defensive perimeter as far
as possible from its own shores. China is developing key capa-
bilities necessary for force projection centered on a sophisticat-
ed blue-water navy that Chinese naval leadership plans to use
to combat the U.S. Navy in the far seas.

e To support this strategy, Beijing is expanding its military pres-
ence inside and beyond the Indo-Pacific, including by building a
network of overseas “strategic strongpoints” consisting of mili-
tary bases and commercial ports that can support military oper-
ations. China established its first permanent overseas military
presence in Djibouti in 2017 and Argentina in 2018, and report-
edly has reached an agreement for the PLA to operate from a
naval base in Cambodia. The PLA is increasingly training and
fielding capabilities for expeditionary operations, including by
developing a third aircraft carrier and improving its amphibi-
ous assault capabilities.

e The PLA continues to prioritize the modernization of its mar-
itime, air, information warfare, and long-range missile forces,
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and is developing or has fielded cutting-edge capabilities in
space, cyberspace, hypersonics, electronic warfare, and Al. Bei-
jing is attempting to establish a leading position in the next
global “revolution in military affairs” and is employing its “mil-
itary-civil fusion” strategy to gain advantage in key emerging
technologies. U.S. companies that partner with Chinese technol-
ogy firms may be participants in this process.

¢ Notwithstanding its long-held policy of maintaining a “minimal
nuclear deterrent,” Beijing is growing, modernizing, and diver-
sifying its nuclear arsenal and delivery systems. China doubled
the size of its nuclear arsenal over the last decade and U.S. of-
ficials estimate it will double it again in the next decade, while
Beijing has increased the readiness and improved the accuracy
of its nuclear forces.

e China continues to devote ample financial resources to its mil-
itary modernization, with its officially-reported defense budget
ranking second only to the United States since 2002. China’s
overall defense spending has seen a nearly eight-fold increase
over the past two decades, dwarfing the size and growth rate of
other countries in the Indo-Pacific.

Section 2: An Uneasy Entente: China-Russia Relations in a
New Era of Strategic Competition with the United States

China-Russia relations have strengthened considerably over the
last decade in the face of what both countries perceive to be an
increasingly threatening external environment. Beijing and Moscow
believe the United States and the international liberal order pose a
threat to their regime survival and national security. At the same
time, they view the United States and other democracies as in de-
cline and see an opportunity to expand their geopolitical influence
at the expense of Washington and its allies. The two countries frame
their relationship as the best it has ever been, but insist that it is
not an alliance. However, China and Russia’s common expectation
of diplomatic support in a dispute, shared antipathy to democratic
values, opposition to the U.S. alliance system, and deepening diplo-
matic and military cooperation have already begun to challenge U.S.
interests around the globe.

Nevertheless, Russia chafes at being a weaker partner in this re-
lationship and fears becoming a mere “raw materials appendage” of
China. Already scarred by historical enmity, the China-Russia relation-
ship remains constrained by divergence over key national interests in-
cluding differing stances on territorial disputes and partnerships with
countries regarded as rivals by the other. Each country also harbors
concerns over the potential military and geopolitical threat posed by
the other. Finally, China’s growing influence in regions Russia per-
ceives as its traditional sphere of influence—such as Central Asia and
the Arctic—complicates the creation of a formal alliance.

Despite their differences, Moscow and Beijing work either inde-
pendently or together to counter the United States and erode the
values underpinning U.S. global leadership. China’s and Russia’s use
of influence operations, cyberwarfare, and disinformation have the
potential to destabilize the United States and democracies around
the world. Moreover, coordinated Sino-Russian military activity has
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created new security challenges for the United States and its al-
lies. Russian sales of advanced military technology to China have
bolstered PLA capabilities, while combined exercises have sought
to improve interoperability. Coordinated military activity between
both countries in a single theater or separate theaters could test the
ability of the United States and its allies to respond. One country’s
success in pursuing its interests in opposition to the United States
may also embolden the other to take similar actions.

Key Findings

¢ China and Russia both object to the current international order
and the interests it promotes, including human rights, democ-
racy, and a rules-based economic system that imposes on them
obligations they wish to evade. Both countries see the values of
that order as a threat to their authoritarian models and view
the United States as the leader and primary defender, along
with its alliance networks, of that order. Based on that common
perception and their mutual interest in opposing the United
States and its allies, an entente between China and Russia has
emerged in recent years as the two have increased their diplo-
matic, military, and economic cooperation.

e China and Russia perceive threats to their regime security ema-
nating from democracy movements—which they allege are “col-
or revolutions” instigated by the United States—and from the
free, open internet. Both countries seek to combat these chal-
lenges by interfering in democratic countries’ political process-
es and jointly championing the idea that the internet should
be subject to sovereign states’ control. The two countries have
also coordinated efforts to act as a counterweight to the United
States by supporting rogue or authoritarian regimes and op-
posing U.S.-led votes in the UN Security Council. More broadly,
China and Russia’s promotion of norms conducive to authoritar-
ianism aims to subvert key elements of the international order.

e Beijing and Moscow’s view that the United States and its al-
lies are in decline has emboldened both countries to take more
assertive action in their regions in ways inimical to U.S. inter-
ests. These actions include military and paramilitary activities
pursued separately by China and Russia that threaten the sov-
ereignty of their neighbors as well as coordinated activity that
creates new challenges for the United States and its allies in
responding to combined Sino-Russian military operations.

e China and Russia’s trade in oil and gas is an important avenue
by which both countries circumvent U.S. tariffs and internation-
al sanctions. Russia is China’s top source of imported oil, and
is poised to become a major provider to China of natural gas
over the next decade. Major energy deals and high-level con-
tacts serve to soften the blow of sanctions and tariffs on both
countries’ products, while signaling that China and Russia can
rely on each other if alienated by the United States and other
countries.

¢ Nonetheless, the China-Russia relationship remains scarred by
historical enmity and constrained by Moscow’s concerns over its
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increasingly subordinate role in the partnership. Divergence in
key national interests, such as different stances on territorial
disputes and support for regional rivals, further limits bilat-
eral cooperation. Each country also harbors concerns over the
potential military and geopolitical threat posed by the other.
Moreover, China’s growing influence in regions Russia perceives
as its traditional sphere of influence—such as Central Asia and
the Arctic—complicates the creation of a formal alliance.

Section 3: China’s Ambitions in Space: Contesting the Final
Frontier

China’s government and military are determined to meet ambi-
tious goals for space leadership, if not dominance, and China has
connected its space program with its broader ambitions to become a
terrestrial leader in political, economic, and military power. Beijing
aims to establish a leading position in the future space-based econ-
omy and capture important sectors of the global commercial space
industry, including promoting its space industry through partner-
ships under what it has termed the “Space Silk Road.” Meanwhile,
China has jumpstarted its domestic space industry by engaging in
an extensive campaign of intellectual property theft, generous state
support to commercial startups, and predatory pricing for Chinese
space services in the global space market. Beijing has also used
front companies to invest in U.S. space companies as part of its ef-
forts to acquire U.S. technology by both licit and illicit means, while
Chinese universities involved in developing space-related technology
for the PLA have proactively pursued research collaboration with
U.S. and other foreign universities.

China has aggressively pursued the development of counterspace
weapons, which are inherently destabilizing. Chinese strategic writ-
ings on space warfare also appear to favor dangerously escalatory
offensive tactics, raising concerns about whether it is possible to
deter China from attacking U.S. space assets. China believes space
is a “new commanding height in strategic competition” and views
seizing dominance in space as a priority in a conflict. Beijing has
also fought to promote its leadership role in international space
governance institutions and indicated it may extend its vision of
governance and sovereignty to outer space.

The United States retains many advantages in space, such as
its international partnerships and its organizational and technical
expertise, and China is in some ways attempting to follow in the
footsteps of past U.S. achievements. Still, China’s single-minded fo-
cus and national-level commitment to establishing itself as a global
space leader harms other U.S. interests and threatens to undermine
many of the advantages the United States has worked so long to
establish. China is well-positioned to assume a commanding role in
a future space-based economy, as its steps to dominate the global
commercial launch and satellite sectors through generous subsidies
and other advantages have already threatened to hollow out the
U.S. space industrial base. Should the China Space Station proceed
as planned and the International Space Station be retired, China
may also replace the United States as many countries’ default part-
ner in human spaceflight.
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Key Findings

China’s goal to establish a leading position in the economic
and military use of outer space, or what Beijing calls its “space
dream,” is a core component of its aim to realize the “great re-
juvenation of the Chinese nation.” In pursuit of this goal, China
has dedicated high-level attention and ample funding to catch
up to and eventually surpass other spacefaring countries in
terms of space-related industry, technology, diplomacy, and mil-
itary power. If plans hold to launch its first long-term space
station module in 2020, it will have matched the United States’
nearly 40-year progression from first human spaceflight to first
space station module in less than 20 years.

China views space as critical to its future security and economic
interests due to its vast strategic and economic potential. More-
over, Beijing has specific plans not merely to explore space, but
to industrially dominate the space within the moon’s orbit of
Earth. China has invested significant resources in exploring the
national security and economic value of this area, including its
potential for space-based manufacturing, resource extraction,
and power generation, although experts differ on the feasibility
of some of these activities.

Beijing uses its space program to advance its terrestrial geopo-
litical objectives, including cultivating customers for BRI, while
also using diplomatic ties to advance its goals in space, such as
by establishing an expanding network of overseas space ground
stations. China’s promotion of launch services, satellites, and
the Beidou global navigation system under its Space Silk Road
is deepening participants’ reliance on China for space-based
services.

China is taking steps to establish a commanding position in
the commercial launch and satellite sectors relying in part on
aggressive state-backed financing that foreign market-driven
companies cannot match. China has already succeeded in un-
dercutting some U.S. and other foreign launch and satellite pro-
viders in the international market, threatening to hollow out
these countries’ space industrial bases.

The emergence of China’s indigenous space sector has been
an early and notable success of Beijing’s military-civil fusion
strategy. The aggressive pursuit of foreign technology and talent
gained through joint research and other means, especially from
the United States and its allies and partners, continues to be
central to this strategy and to China’s space development goals
in general.

The Chinese government and military use Hong Kong-based
companies to exploit legal loopholes and uneven enforcement in
U.S. export controls to gain access to space capabilities which
U.S. law prohibits Beijing from purchasing outright. Collabora-
tion with foreign universities, including in the United States,
is another important avenue in China’s drive to acquire space
technology. Chinese students enrolled in foreign science, tech-
nology, engineering, and mathematics programs are treated like
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employees of China’s defense industrial base, with defense en-
terprises regularly funding their studies in return for service
commitments following graduation.

e China views space as a critical U.S. military and economic
vulnerability, and has fielded an array of direct-ascent, cyber,
electromagnetic, and co-orbital counterspace weapons capable
of targeting nearly every class of U.S. space asset. The PLA has
also developed doctrinal concepts for the use of these weapons
encouraging escalatory attacks against an adversary’s space
systems early in a conflict, threatening to destabilize the space
domain. It may be difficult for the United States to deter Bei-
jing from using these weapons due to China’s belief the United
States has a greater vulnerability in space.

Section 4: Changing Regional Dynamics: Oceania and Sin-
gapore

China aims to replace the United States as a leading security and
economic power in the Indo-Pacific region. While most countries in
the region are aware of the risks posed by Beijing’s increased asser-
tiveness, they have struggled to effectively respond, due in part to a
desire to continue benefiting from economic engagement with China.

Australia, a steadfast U.S. ally, maintains economic ties with Chi-
na even as concern over Beijing’s interference in its domestic politics
has increased. As Australia’s top trading partner, China wields sig-
nificant economic leverage over Australia, which it has used during
diplomatic disputes. Canberra has passed laws to address foreign
political interference and economic espionage and is trying to ad-
dress China’s interference in Australian universities, but progress
has been mixed. It has also taken measures to prevent Chinese in-
vestment in Australia’s infrastructure that could harm Australia’s
national interest, while launching its largest military modernization
effort since the Cold War to respond to China’s growing military
threat.

In recent years, Beijing has increased outreach to the Pacific Is-
lands due to the region’s strategic significance and voting power
in the UN. Beijing’s efforts have won it political support, includ-
ing establishing diplomatic relations this year with the Solomon
Islands and Kiribati, previously two of Taiwan’s remaining diplo-
matic partners. Nevertheless, some South Pacific policymakers have
grown concerned Chinese engagement could overwhelm these small
countries and result in an excessive accumulation of debt to Beijing.
China has also sought to raise its military profile in the Pacific Is-
lands, while Australia and the United States have increased their
engagement in the region in response to China’s advances.

Singapore has pursued close relationships with both the United
States and China while attempting to protect its autonomy in foreign
affairs rather than side exclusively with either country. It remains ded-
icated to its relationship with the United States, as exemplified by its
robust economic and security ties. At the same time, Beijing seeks a
closer economic and military relationship with Singapore. Rhetorical
commitment to greater security ties with China, as well as its role as
a financial hub for China’s BRI, demonstrates the challenges Singapore
faces in hedging between the United States and China.
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Beijing has benefited from popular conceptions that China is the
most important economic partner to these Indo-Pacific countries,
even as U.S. investment exceeds that from China. While Indo-Pa-
cific countries understand the importance of the United States’ con-
tinued presence, China’s increasing influence threatens to alter the
trajectory of U.S. relations with these countries absent strong U.S.
involvement in the region.

Key Findings

Beijing has used economic coercion, acquired strategically-sig-
nificant assets, and interfered in the domestic politics of neigh-
boring countries to advance its interests in the Indo-Pacific re-
gion. China seeks closer engagement with its neighbors not only
for economic gain but also to gain influence over their decision
making to eventually achieve regional dominance and replace
the United States as a vital economic partner and preeminent
regional security guarantor.

Some targeted countries are becoming increasingly aware of
these risks and are taking steps to respond to China’s political
interference and growing military strength. Still, countries have
struggled to formulate comprehensive and effective responses.

Australia wants to maintain positive economic ties with Chi-
na, but is also wary of Beijing’s increasing regional assertive-
ness and outright interference in Australia’s political affairs. Its
steps to mitigate the risks of engagement with China, including
tightening foreign investment restrictions and cracking down
on political interference, have had mixed success. The Austra-
lian business community still favors greater economic engage-
ment with China while downplaying national security concerns.

To address the growing military threat posed by China, Austra-
lia has launched its largest military modernization effort since
the Cold War. Central to this effort are large-scale investments
in new warships, submarines, and fighter aircraft. Australia is
also standing up a new military unit dedicated to improving
military coordination with Pacific Island countries and is work-
ing with the United States and Papua New Guinea to develop
a naval base in the latter’s territory, which will complement the
already substantial U.S. military presence in Australia.

China seeks engagement with the Pacific Islands to establish
military access to the region, gain the benefit of these countries’
voting power in the UN, undermine regional diplomatic support
for Taiwan, and gain access to natural resources, among other
goals. Pacific Island countries view China as a vital economic
partner and source of infrastructure investment and aid, but
some Pacific Island officials have expressed reservations about
Beijing’s increasing influence and presence in the region, partic-
ularly over growing indebtedness to China. As a result of Chi-
na’s growing inroads in the Pacific Islands, Australia has also
increased its engagement in the region, though its efforts have
also encountered some pushback.
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e As a small country and regional economic hub, Singapore con-
tinues to work to maintain the balance between its relationships
with the United States and China amid heightening U.S.-China
tensions. Singapore is also concerned about China’s attempts to
undermine ASEAN’s unity and its own ability to play a leading
role in Southeast Asia. While Singapore remains a dedicated
security partner of the United States, it also has close economic
ties to China, including serving as an increasingly important
financial and legal intermediary for BRI projects.

Chapter 5: Taiwan

The Taiwan Relations Act, which set the foundation for ties be-
tween the United States and Taiwan following the United States’
severing of diplomatic ties with the Republic of China (Taiwan),
celebrated its 40th anniversary in 2019. In the 40 years since the
Taiwan Relations Act’s signing, Taiwan has become a thriving mul-
tiparty democracy. Taiwan has a robust civil society and rule of law
that protects universal human rights, open public discourse, and a
free and independent media. The vibrancy of Taiwan’s democratic
system is on display in the ongoing campaigns for the 2020 presi-
dential and legislative elections. In addition to being a model of a
successful democracy for the Indo-Pacific region, Taiwan has become
an increasingly important economic and geostrategic partner for the
United States.

Meanwhile, throughout 2019 Beijing adopted a more coercive
policy toward Taiwan, seeking to isolate and intimidate Taipei into
unification on Beijing’s terms. In January 2019, General Secretary
Xi delivered a major speech on Beijing’s Taiwan policy in which he
claimed that Taiwan’s unification with the People’s Republic of Chi-
na was inevitable and indicated that the “one country, two systems”
model was the only acceptable arrangement for unification. That
model has been roundly rejected by the Taiwan public and multiple
Taiwan presidential administrations.

In implementing its more coercive approach, Beijing sharply esca-
lated its military, diplomatic, and economic pressure against Taiwan,
including interfering in Taiwan’s media to shape public opinion on
China and cross-Strait relations. In the Taiwan Strait area, the PLA
carried out a series of provocative operations not seen in 20 years,
while Beijing enticed two more of Taiwan’s remaining 17 diplomatic
partners to switch recognition to Beijing. It also severely curtailed
cross-Strait tourism flows by suspending all approvals for individual
tourists to visit Taiwan. Beijing’s multipronged pressure campaign
limits Taipei’s ability to fully engage with the international commu-
nity and diversify its economy away from deep reliance on China.

The people of Taiwan are now observing Beijing’s unification
model unfold in Hong Kong, where millions of people are fighting
for their civil liberties against an unbending authoritarian regime.
Should Beijing succeed in coercing Taiwan into submitting to a sim-
ilar unification agreement, it not only would damage U.S. national
security interests but also could undermine the progress of demo-
cratic values and institutions in the region.
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Key Findings

e In 2019, General Secretary Xi made clear his increasingly un-
compromising stance toward Taiwan’s independent status and
sense of urgency regarding unification. Beijing intensified its
multipronged campaign to coerce and isolate Taiwan, including
by supporting Taiwan politicians Beijing finds palatable, while
opposing and seeking to discredit those it does not, particularly
Taiwan’s elected government headed by President Tsai Ing-wen.
Guided by this policy, Beijing redoubled its efforts to bypass
Taiwan’s central government by conducting negotiations with
unelected political parties, groups, and individuals.

e The deliberate crossing of the Taiwan Strait median line by
Chinese fighter aircraft in March 2019 was the first such cross-
ing in 20 years and marked a sharp escalation in the military
pressure Beijing has increasingly applied against Taipei since
General Secretary Xi assumed power in 2012. China signaled
that its intensifying campaign of military coercion had become
official policy in a key policy document released in July 2019,
while the continued growth of the PLA’s capabilities and budget
threatened to overturn any remaining semblance of cross-Strait
military balance.

e As Beijing escalated diplomatic, economic, cultural, and polit-
ical warfare against Taiwan, evidence emerged that it sought
to influence Taiwan’s November 2018 local elections, including
through traditional Taiwan media and disinformation spread
through social media to exacerbate social divisions and under-
mine public confidence in the ruling Democratic Progressive
Party government. Allegations that Beijing intervened on be-
half of Taiwan presidential challenger Han Kuo-yu of the Na-
tionalist Party (Kuomintang, or KMT) in his 2018 Kaohsiung
mayoral campaign raised questions over whether it may be do-
ing so again in the lead-up to Taiwan’s presidential election in
January 2020.

e The CCP adopted new tactics to leverage Taiwan media in sup-
port of its political goals, with evidence building that Beijing
has shaped coverage of cross-Strait relations and potentially
Taiwan’s presidential election through direct partnerships with
some major Taiwan media outlets. These partnerships have in-
cluded China’s Taiwan Affairs Office commissioning stories and
giving instructions to editorial managers.

e Concerns in Taiwan over Beijing’s desired “one country, two
systems” unification model for Taiwan were amplified by 2019’s
massive protest movement in Hong Kong, which is governed by
the same model and has seen the autonomy the model promises
steadily erode. Presidential contenders from both major political
parties in Taiwan assailed the “one country, two systems” model
as unacceptable for any future sovereign agreement between
the two sides.

e Taiwan took a series of steps to enhance its military capabilities
and implement its new Overall Defense Concept. These mea-
sures included the island’s largest increase in its defense budget
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in more than a decade, breaking ground on the facility that
will build Taiwan’s indigenous submarines, allocating funding
for the procurement of 60 new small fast-attack missile boats,
and expediting production of new missile defense systems and
mobile land-based antiship missile platforms.

e U.S.-Taiwan cooperation expanded into new areas as the United
States took significant steps to support Taiwan, including the
Trump Administration’s approval of a landmark arms sale of
new fighter aircraft to Taiwan, the first meeting between U.S.
and Taiwan national security advisors since 1979, and a more
assertive approach to U.S. Navy transits of the Taiwan Strait.
However, talks under the Trade and Investment Framework
Agreement have stalled since October 2016.

Chapter 6: Hong Kong

In 2019, the Hong Kong government’s controversial bill that
would allow for extradition to mainland China sparked a histor-
ic protest movement opposing the legislation and the Mainland’s
growing encroachment on the territory’s autonomy. Millions of Hong
Kong citizens participated in unprecedented mass demonstrations
against the bill, causing its formal withdrawal, paralyzing the Hong
Kong government, and dealing a major blow to Beijing. In the face
of the Hong Kong authorities’ intransigence and growing police
violence against demonstrators, the movement’s demands expand-
ed while protesters strengthened their resolve to achieve Beijing’s
long-delayed promise of credible democratic elections. The protesters
declared that democratic elections are essential to a truly represen-
tative government.

Instead of heeding the movement’s calls for the preservation of
Hong Kong’s “high degree of autonomy,” the CCP has used numer-
ous tools to try to quell the demonstrations, including economic coer-
cion, disinformation, and the apparent encouragement of pro-Beijing
thugs to attack protesters. Meanwhile, the Hong Kong government,
backed by Beijing, took new steps to erode the territory’s freedom
of expression, press freedom, rule of law, and freedom of assembly,
making the territory more like any other Chinese city. These moves
are having a harmful effect on Hong Kong’s attractiveness as one
of the world’s preeminent trade and financial hubs. Hong Kong acts
as a unique conduit for investment flows between mainland China
and global financial markets, a role underpinned by international
confidence in the strength of its institutions and the rule of law.

U.S. policy toward Hong Kong, as outlined in the U.S.-Hong Kong
Policy Act of 1992, underscores U.S. support for Hong Kong’s hu-
man rights and democratization, and is predicated on the territory
retaining its autonomy under the “one country, two systems” frame-
work. Beijing’s growing encroachment on Hong Kong’s autonomy in
violation of its legal commitments has thus raised serious concerns
for U.S. policymakers. The future direction of Hong Kong—and with
it U.S.-Hong Kong policy—will rest upon the outcome of the anti-ex-
tradition bill protest movement and the extent to which the Hong
Kong government and Beijing respect the aspirations of Hong Kong
citizens.
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Key Findings

e The Hong Kong government’s proposal of a bill that would allow
for extraditions to mainland China sparked the territory’s worst
political crisis since its 1997 handover to the Mainland from the
United Kingdom. China’s encroachment on Hong Kong’s auton-
omy and its suppression of prodemocracy voices in recent years
have fueled opposition, with many protesters now seeing the
current demonstrations as Hong Kong’s last stand to preserve
its freedoms. Protesters voiced five demands: (1) formal with-
drawal of the bill; (2) establishing an independent inquiry into
police brutality; (3) removing the designation of the protests as
“riots;” (4) releasing all those arrested during the movement;
and (5) instituting universal suffrage.

e After unprecedented protests against the extradition bill, Hong
Kong Chief Executive Carrie Lam suspended the measure in
June 2019, dealing a blow to Beijing which had backed the
legislation and crippling her political agenda. Her promise in
September to formally withdraw the bill came after months
of protests and escalation by the Hong Kong police seeking to
quell demonstrations. The Hong Kong police used increasingly
aggressive tactics against protesters, resulting in calls for an
independent inquiry into police abuses.

e Despite millions of demonstrators—spanning ages, religions,
and professions—taking to the streets in largely peaceful pro-
test, the Lam Administration continues to align itself with Bei-
jing and only conceded to one of the five protester demands.
In an attempt to conflate the bolder actions of a few with the
largely peaceful protests, Chinese officials have compared the
movement to “terrorism” and a “color revolution,” and have im-
plicitly threatened to deploy its security forces from outside
Hong Kong to suppress the demonstrations.

e In 2019, assessment of press freedom fell to its lowest point
since the handover, while other civil liberties protected by the
Basic Law (Hong Kong’s mini constitution), including freedom
of expression and assembly, faced increasing challenges.

e Throughout 2019, the CCP stepped up its efforts to inter-
vene in Hong Kong’s affairs, using an array of tools to in-
crease its influence in the territory, most clearly by co-opting
local media, political parties, and prominent individuals. Bei-
jing also used overt and covert means to intervene in Hong
Kong’s affairs, such as conducting a disinformation campaign
and using economic coercion in an attempt to discredit and
intimidate the protest movement. These efforts included al-
leging without evidence that U.S. and other foreign “black
hands” were fomenting the protests; directing and organizing
pro-Beijing legislators, businesses, media, and other influen-
tial individuals against the movement; allegedly encouraging
local gangs and mainland community groups to physically
attack protesters and prodemocracy figures; and conducting
apparent cyberattacks against Hong Kong protesters’ com-
munications and a prodemocracy media outlet.
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e Hong Kong has a unique role as a conduit between Chinese
companies and global financial markets. As Chinese companies
are increasingly represented in key benchmark indices, analysts
anticipate greater capital flows from the United States and
other countries into Chinese companies through the stock and
bond Connect platforms between mainland exchanges and Hong
Kong. However, due to diminished confidence resulting from the
extradition bill proposal and subsequent fallout, some foreign
businesses are reportedly considering moving their operations
away from Hong Kong.

e Hong Kong’s status as a separate customs territory, distinct
from mainland China, is under pressure. U.S. and Hong Kong
officials cooperate on enforcing U.S. export controls of dual-use
technologies, though U.S. officials continue to raise concerns
about diversion of controlled items. Beijing’s more assertive im-
position of sovereign control over Hong Kong undermines the
“high degree of autonomy” that underwrites trust in the Hong
Kong government’s ability to restrict sensitive U.S. technologies
from being diverted to mainland China.
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THE COMMISSION’S KEY RECOMMENDATIONS

The Commission considers 10 of its 38 recommendations to Con-
gress to be of particular significance. The complete list of recommen-
dations appears at the Report’s conclusion on page 537.

The Commission recommends:

1. Congress enact legislation to preclude Chinese companies from
issuing securities on U.S. stock exchanges if:

e The Public Company Accounting Oversight Board is denied
timely access to the audit work papers relating to the compa-
ny’s operations in China;

e The company disclosure procedures are not consistent with
best practices on U.S. and European exchanges;

e The company utilizes a variable interest entity (VIE) struc-
ture;

e The company does not comply with Regulation Fair Disclo-
sure, which requires material information to be released to
all investors at the same time.

2. Congress enact legislation stating that all provisions and the
special status of Hong Kong included in the U.S.-Hong Kong
Policy Act of 1992 will be suspended in the event that China’s
government deploys People’s Liberation Army or People’s Armed
Police forces to engage in armed intervention in Hong Kong.

3. Congress enact legislation requiring the following information
to be disclosed in all issuer initial public offering prospectuses
and annual reports as material information to U.S. investors:

e Financial support provided by the Chinese government, in-
cluding: direct subsidies, grants, loans, below-market loans,
loan guarantees, tax concessions, government procurement
policies, and other forms of government support.

¢ Conditions under which that support is provided, including
but not limited to: export performance, input purchases man-
ufactured locally from specific producers or using local intel-
lectual property, or the assignment of Chinese Communist
Party (CCP) or government personnel in corporate positions.

e CCP committees established within any company, including:
the establishment of a company Party committee, the stand-
ing of that Party committee within the company, which cor-
porate personnel form that committee, and what role those
personnel play.

e Current company officers and directors of Chinese companies
and U.S. subsidiaries or joint ventures in China who current-
ly hold or have formerly held positions as CCP officials and/
or Chinese government officials (central and local), including
the position and location.

4. Congress hold hearings assessing the productive capacity of the
U.S. pharmaceutical industry, U.S. dependence on Chinese phar-
maceuticals and active pharmaceutical ingredients (APIs), and
the ability of the U.S. Food and Drug Administration (FDA) to
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guarantee the safety of such imports from China, with a view
toward enacting legislation that would:

¢ Require the FDA to compile a list of all brand name and ge-
neric drugs and corresponding APIs that: (1) are not produced
in the United States; (2) are deemed critical to the health and
safety of U.S. consumers; and (3) are exclusively produced—or
utilize APIs and ingredients produced—in China.

¢ Require Medicare, Medicaid, the U.S. Department of Veterans
Affairs, the U.S. Department of Defense, and other federal-
ly funded health systems to purchase their pharmaceuticals
only from U.S. production facilities or from facilities that
have been certified by the FDA to be in compliance with U.S.
health and safety standards and that actively monitor, test,
and assure the quality of the APIs and other components
used in their drugs, unless the FDA finds the specific drug is
unavailable in sufficient quantities from other sources.

e Require the FDA, within six months, to investigate and certi-
fy to Congress whether the Chinese pharmaceutical industry
is being regulated for safety, either by Chinese authorities
or the FDA, to substantially the same degree as U.S. drug
manufacturers and, if the FDA cannot so certify, forward to
Congress a plan for protecting the American people from un-
safe or contaminated drugs manufactured in China.

. Congress require the relevant departments and agencies of ju-
risdiction—including the U.S. Department of the Treasury, the
U.S. Department of Commerce, and the U.S. Securities and Ex-
change Commission—to prepare a report to Congress on the
holdings of U.S. investors in Chinese bonds and other debt in-
struments. Such a report shall include information on the direct,
indirect, and derivative ownership of any of these instruments.

. Congress direct the National Space Council to develop a strat-
egy to ensure the United States remains the preeminent space
power in the face of growing competition from China and Rus-
sia, including the production of an unclassified report with a
classified annex containing the following:

e A long-term economic space resource policy strategy, includ-
ing an assessment of the viability of extraction of space-based
precious minerals, onsite exploitation of space-based natural
resources, and space-based solar power. It would also include
a comparative assessment of China’s programs related to
these issues.

¢ An assessment of U.S. strategic interests in or relating to cis-
lunar space.

e An assessment of the U.S. Department of Defense’s current
ability to guarantee the protection of commercial communica-
tions and navigation in space from China’s growing counter-
space capabilities, and any actions required to improve this
capability.
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e A plan to create a space commodities exchange to ensure the
United States drives the creation of international standards
for interoperable commercial space capabilities.

e A plan to streamline and strengthen U.S. cooperation with
allies and partners in space.

e An interagency strategy to defend U.S. supply chains and
manufacturing capacity critical to competitiveness in space.

Congress direct the U.S. Department of Justice to reestablish
a higher education advisory board under the Federal Bureau
of Investigation. In concert with the U.S. Department of Com-
merce’s Bureau of Industry and Security, U.S. Department of
Homeland Security, and U.S. Department of State, the higher
education advisory board would convene semiannual meetings
between university representatives and relevant federal agen-
cies to review the adequacy of protections for sensitive technol-
ogies and research, identify patterns and early warning signs in
academic espionage, assess training needs for university faculty
and staff to comply with export controls and prevent unautho-
rized transfer of information, and share other areas of concern
in protecting national security interests related to academic re-
search.

Congress direct the U.S. secretary of state to submit to Congress
a report on actions that have been and will be taken by the
United States to counter Beijing’s attempts to isolate Taiwan’s
democratically-elected leaders and to strengthen support for
Taiwan’s engagement with the international community, includ-
ing actions the Administration will take should Beijing increase
its coercion against Taiwan. The report should:

¢ List measures the U.S. government has taken and will take
to expand interactions between U.S. and Taiwan government
officials in accordance with the Taiwan Travel Act.

e Formulate a strategy to expand development aid and securi-
ty assistance to countries that maintain diplomatic ties with
Taiwan.

e Detail steps to expand multilateral collaboration involving
Taiwan and other democracies to address global challenges,
such as the Global Cooperation and Training Framework’s
workshops on epidemics, cybersecurity, and media literacy.

Congress direct the Office of the Director for National Intelli-
gence to prepare a National Intelligence Estimate of China’s
and Russia’s approaches to competition with the United States
and revision of the international order. The assessment would
consider the influence of both countries’ ideologies on their for-
eign policies, including areas both of overlap and of divergence;
potential “wedge issues” the United States might exploit; and
the implications for the North Atlantic Treaty Organization of
a two-front conflict involving both China and Russia.

Congress amend the U.S.-Hong Kong Policy Act of 1992 to di-

rect the U.S. Department of State to develop a series of specific
benchmarks for measuring Hong Kong’s maintenance of a “high
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degree of autonomy” from Beijing. Such benchmarks should em-
ploy both qualitative and quantitative measurements to eval-
uate the state of Hong Kong’s autonomy in the State Depart-
ment’s annual Hong Kong Policy Act Report.






INTRODUCTION

Three significant anniversaries occurred in 2019. Seventy years
ago, on October 1, 1949, Mao Zedong declared the founding of the
People’s Republic of China and, as Chairman of the Chinese Com-
munist Party (CCP), was anointed the country’s paramount leader.
Forty years ago, on January 1, 1979, the United States and the Peo-
ple’s Republic of China established diplomatic relations. And thir-
ty years ago, on June 4, 1989, the leadership of the CCP, having
declared martial law, sent troops to violently extinguish a peaceful
protest, resulting in the Tiananmen Square massacre.

The relationship between the United States and China has seen
its ups and downs over the years. This year, 2019, has been one
of the most tumultuous. Early in the year, many had hopes that
negotiators would successfully conclude a trade deal that would ad-
dress longstanding concerns about China’s unfair trade practices
and industrial policy, and set the trajectory of bilateral relations
for years to come. Instead, the year was dominated by a breakdown
in talks, followed by escalations and setbacks. The year looks set
to conclude with the clash over China’s trade-distorting practices
mostly unresolved and the broader political, technological, and se-
curity differences between the two sides solidifying into prolonged
strategic competition.

The U.S.-China trade tensions have come at a bad time for Bei-
jing. General Secretary of the CCP Xi Jinping and other senior
CCP leaders face multiple internal and external challenges. On the
economic front, Beijing is struggling to deliver economic growth—a
key pillar of its legitimacy. In 2019, China’s officially reported gross
domestic product growth fell to its lowest rate in nearly 30 years.
Although the government claims growth at over 6 percent, some
experts believe the real growth stood around 4.5 percent. Much of
this slowdown can be attributed to structural weaknesses in China’s
economy, including a growing debt burden, wasteful investment, de-
mographic changes, and the government-supported resurgence of in-
efficient state-owned enterprises. Any one of these challenges would
be sufficient to rattle an economy. Taken together, they could un-
dermine Beijing’s long-term economic, political, and military goals.
Chinese leaders’ attempts to tackle domestic economic problems do
not address the underlying structural problems of the centrally-con-
trolled, government-managed economy. Needed economic reform has
not happened.

China faces rising debt, which includes corporate debt (held both
by state-owned and small- and medium-sized enterprises), local gov-
ernment debt (much of which was accumulated off books and cannot
be accounted fully), and household debt. Concerned that debt was
reaching unstable levels, China’s government cut off companies’ ac-
cess to informal financing. This had the effect of starving small- and
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medium-sized enterprises of credit, compounding China’s growth
slowdown, and adding to rising unemployment. Meanwhile, state-
owned enterprises, protected and nurtured by the government, con-
tinue to receive unimpeded financing access. Once again, the state
is ascendant, while the private sector retreats.

Beijing’s concerns are not limited to the economic domain. In the
Commission’s first hearing for 2019, we looked specifically at “Bei-
jing’s Internal and External Challenges,” where expert witnesses at-
tested to the CCP’s growing unease over perceptions of its weaken-
ing political authority and legitimacy at home, China’s geopolitical
setbacks abroad, and military shortfalls.

The top priority of the CCP is ensuring its own survival. To do
so, it strives for total control over the economy and society. This
emphasis on CCP dominance comes at the expense of the welfare of
China’s citizens. The government has either blocked efforts to im-
prove safety standards and regulation or failed to fund and invest
in systems and procedures to protect the health and wellbeing of
its citizens. Last year, a Chinese-made blood pressure medication
was contaminated with a cancer-causing chemical, triggering recalls
in the United States and around the world. This year, amid the
ongoing African swine fever outbreak, nearly one-third of China’s
pig population had to be culled, leading average prices for pork—a
staple food—to jump nearly 50 percent. In both instances, the gov-
ernment ignored effective safety and surveillance practices, proce-
dures, and regulation. It is noteworthy that these nationwide risks
to the health and safety of Chinese citizens occur at the same time
the CCP is investing substantial resources to build a comprehensive
security surveillance state designed to silence any dissent. The CCP
has built prison camps to control Uyghur and other Muslim minori-
ties and rolled out a vast national surveillance system to track all
its citizens instead of addressing their urgent needs related to pov-
erty reduction, employment, and environmental safeguards.

The CCP’s approach to legitimate domestic concerns is matched
by its efforts to rally support for its position in trade negotiations.
This year, China’s government stepped up an ideological and nation-
alistic messaging campaign to unite the domestic population against
perceived opponents abroad. Beijing has adopted new measures to
increase its ideological influence over government bodies, media,
educational institutions, state-owned enterprises, and private busi-
nesses—both domestic and foreign. The CCP’s efforts to stamp out
opposition to its authority mask deep-seated fears over the appeal
of democratic values and a weakening of commitment to China’s
socialist system by Party cadres and the broader populace.

As it clamps down at home, the CCP has advanced a more aggres-
sive approach to its relationships abroad. Central to these efforts is
Beijing’s unambiguous declaration of its intent to revise and reorder
the international system in ways more befitting its interests and
repressive vision of governance. The CCP has taken new steps to
promote itself globally as a model worthy of emulation, attempting
to cast its political system and approach to economic development
as superior alternatives to that of the United States and other dem-
ocratic countries. As part of this approach, Beijing has increased
pressure on foreign countries, companies, and even individuals to
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conform to its worldview. Meanwhile, it has used state-directed in-
fluence organizations overseas, including Chinese student groups, as
tools to silence dissenting views.

This year, Beijing reiterated its call to build the People’s Libera-
tion Army (PLA) into a “world-class” military, issuing a new defense
white paper that clearly marked China’s intent to position the PLA
as a globally-oriented and activist military force. Chinese leaders
also reinforced a sense of urgency in the PLA’s preparations for a
potential military conflict, focusing the force on improving its com-
bat readiness and urging it not to fear “the powerful enemy adver-
sary’—referring to the United States. Meanwhile, China used the
PLA and paramilitary forces to coerce its neighbors in the Indo-Pa-
cific region while warning of its readiness to take military action to
defend its interests.

Despite their bold talk, CCP leaders admitted a number of serious
shortfalls in the PLA’s ability to accomplish its assigned missions.
This recognition reinforces Beijing’s concern that the PLA will still
require decades before it is a world-class peer of the United States.
As the PLA continues its modernization drive, countries across the
Indo-Pacific are also accelerating their own military improvements
and banding closer together to counter China’s assertive behavior.

The high degree of economic integration that has brought the
United States and China closer together since China’s World Trade
Organization accession in 2001 is showing signs of stress. U.S. com-
panies, increasingly concerned about the unfriendly business envi-
ronment and uncertain policy direction, are delaying new invest-
ment. Both U.S. exports to and imports from China are falling, and
some U.S. companies are reconsidering their supply chains. It is not
just restricted market access that drives companies’ worries—the
Chinese government’s pursuit of technological leadership at any cost
means foreign companies often fall victim to theft of intellectual
property or coercive technology transfer requirements to gain access
to the China market. The Chinese government is also using illicit
means such as cybertheft and industrial espionage to acquire U.S.
data, which are both commercially valuable and important to U.S.
national security.

Externally, China faced increasing resistance to its ambition to
shape the regional and global order. Some countries, both Belt and
Road Initiative (BRI) recipients and other donors alike, have ques-
tioned the structure of BRI projects, challenging the lack of trans-
parency, inconsistency with global standards of governance, risks of
unsustainable financial terms, and corrupt bidding and loan practic-
es. Even as China promised this year to reform its lending practices,
there is growing concern that BRI projects may undermine national
sovereignty of recipient countries.

There is also rising concern regarding the CCP’s increasingly bra-
zen attempts to influence and interfere with internal political pro-
cesses and social freedoms in other countries. Chinese diplomats in
countries including Australia, New Zealand, and Lithuania openly
praise and encourage Chinese students seeking to suppress pro-
Hong Kong peaceful protesters, no longer bothering to conceal their
involvement in this political interference. These actions are one out-
growth of the CCP’s increasing attempts to manipulate the overseas
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Chinese population into serving China’s national goals. Beijing is
also applying informal economic sanctions against countries that
make decisions contrary to its interests, while openly threatening
others considering doing so in the future.

In this year of internal and external challenges, millions of Hong
Kong residents took to the streets in unprecedented mass protests
against the CCP’s attack on Hong Kong’s autonomy. The protestors’
courageous fight to defend their values and freedoms has captured
the world’s attention for its commitment to peaceful resistance and
unwavering defense of basic human rights. The protest movement
also exposes Beijing’s flagrant violations of its promise, inked in an
international agreement, to ensure Hong Kong’s autonomy. Hong
Kong is powerful proof for Taiwan that Beijing’s “one country, two
systems” model of unification is an empty promise. The CCP’s de-
cision to deploy thousands of paramilitary troops near the Hong
Kong border in an implied threat reflects its fear that the calls for
democracy in Hong Kong pose a direct threat to its own survival.
Rather than displaying strength, in engaging in what it calls a “life
or death” struggle over Hong Kong, the CCP has instead betrayed
a profound weakness.

Amid these pressures, Xi Jinping is projecting an image of con-
fidence and control. As China celebrates the 70-year anniversary
of the founding of the People’s Republic, the CCP is reinforcing its
political and economic model at home while making its most forceful
case yet for the legitimacy of its leadership on the world stage. It is
also steeling itself to prevail in what it expects to be a protracted,
multidecade confrontation with Washington and its allies. China’s
leadership clearly harbors no illusion of calm waters ahead. Xi Jin-
ping himself declared in an internal speech to the Central Party
School in September 2019, “We [China] face increasingly complex
hazardous tests to the point of facing unimaginably stormy seas.”

If there were glimmers of political opening in China, they have
been firmly extinguished. It is for this reason that this year the
Commission made the decision to start referring to Xi Jinping us-
ing the title by which he derives his authority: General Secretary
of the Chinese Communist Party. China is not a democracy, and its
citizens have no right to vote, assemble, or speak freely. Giving Gen-
eral Secretary Xi the unearned title of “President” lends a veneer of
democratic legitimacy to the CCP and Xi’s authoritarian rule.

As Beijing promotes its “China dream,” which it promises to grow
into the “world’s dream,” Washington must plan for worst-case sce-
narios while trying to achieve the best ones. The courageous calls in
Hong Kong for an elected government accountable to the people, as
well as Taiwan’s upcoming presidential election, are clear reminders
of the compatibility of Chinese civilization with democratic values.
As we look ahead to the future of U.S.-China relations, Congress
should bear this promise in mind while not forgetting the people of
Xinjiang, Tibet, and elsewhere who are displaced, abused, harassed,
or threatened to make way for the CCP’s global ambitions.



CHAPTER 1

2019 IN REVIEW

SECTION 1: YEAR IN REVIEW:
ECONOMICS AND TRADE

Key Findings

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

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.

U.S. measures to address illegal activities by Chinese tech-
nology companies are leading China’s government to push
harder on technological self-reliance. The reinvigoration of
the state-driven 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.

China’s government continues to falsify official economic
statistics, 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.

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

(33)
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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.

Introduction

Historic patterns in the U.S.-China economic relationship are
being disrupted as bilateral trade frictions take deeper hold.
While the U.S. deficit in goods trade with China reached a re-
cord $419.5 billion in 2018, the trade imbalance narrowed in 2019
as bilateral tariff actions impacted imports and exports and re-
configured trading patterns and relationships. The Chinese gov-
ernment’s commitment to preserving its dominant role in deter-
mining economic outcomes has made reaching a comprehensive
agreement increasingly difficult.

Trade tensions exacerbated a slowdown in China’s economy in
2019, with gross domestic product (GDP) growth falling to near-
ly three-decade lows. The Chinese government deployed moderate
stimulus measures in response, approving $184.1 billion in new
infrastructure spending, rolling out tax cuts for businesses, and
encouraging banks to lend more to the private sector. While these
efforts contributed to a modest recovery in the first half of 2019,
they have not stopped China’s broader economic slowdown, and key
indicators point to continued challenges ahead.

This section examines key developments in U.S.-China bilater-
al trade and economic tensions, as well as China’s domestic and
external economic rebalancing. For analysis of China’s economic
vulnerabilities, see Chapter 2, “Beijing’s Internal and External
Challenges.” The activities of U.S. companies in China and Chi-
nese companies in the United States are discussed in Chapter
3, Section 1, “U.S.-China Commercial Relations.” For analysis of
U.S.-China competition in emerging technologies, see Chapter 3,
Section 2, “Emerging Technologies and Military-Civil Fusion: Ar-
tificial Intelligence, New Materials, and New Energy.” U.S.-China
links in health and medical products are discussed in Chapter 3,
Section 3, “Growing U.S. Reliance on China’s Biotech and Phar-
maceutical Products.”

U.S.-China Trade

The United States has pursued and supported China’s greater
economic opening since relations were normalized in 1979. However,
the Chinese government chose to retain or even strengthen many
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of the features of the command economy. U.S. efforts to address the
Chinese government’s market-distorting practices have intensified
since 2018, with the United States imposing 15-25 percent tariffs
covering $362 billion worth of imports from China, and China re-
sponding with 5-25 percent tariffs covering $139 billion worth of
U.S. exports as of October 2019.1 Reciprocal tariff actions narrowed
the U.S. goods trade deficit with China to $231.6 billion in the first
eight )nzlonths of 2019, an 11.4 percent decline year-on-year (see Fig-
ure 1).

Figure 1: U.S. Goods Trade Deficit with China, Quarterly, 2017-Q2 2019
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Source: U.S. Census Bureau, Trade in Goods with China.

The fall in the U.S.-China goods trade in 2019 reflects deeper
shifts in bilateral trading patterns as tariffs take hold. Both the
United States and China are stepping up engagement with other
trading partners and U.S. and Chinese firms are beginning to
recalibrate supply chains to circumvent reciprocal tariff actions,
albeit in limited ways.3 U.S. imports of Chinese computer and
electronic products, a top import category, fell 19.4 percent year-
on-year to $70.7 billion through the first six months of 2019 as a
result of U.S. tariff actions, with U.S. importers upping purchases
from Vietnam, South Korea and Taiwan.* Because foreign-invest-
ed enterprlses operating in ‘China produced 87 percent of China’s
exports of computer and electronic products in 2018, U.S. tariffs
are driving some of these enterprises to consider shifting produc-
tion away from China.?

Retaliatory Chinese tariffs have surgically targeted top U.S. ex-
ports to China, including transportation equipment and agricultural
products (see Table 1). U.S. exports of transportation equipment—
the top U.S. export to China in 2018—fell 22 percent year-on-year
in the first six months of 2019, and are expected to fall further.®
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U.S. exports of agricultural products * were also hard hit by Chinese
retaliatory tariffs, declining by 21 percent year-on-year in the first
six months of 2019 as China pushed to bolster domestic soybean
cultivation and increased imports of the good from South American
trading partners.?

Table 1: U.S. Trade with China, Top Five Exports and Imports,
January-June 2019

Top Five U.S. Exports to China Top Five U.S. Imports from China
Exports | Change Imports | Change
(US$ over H1 (US$ over H1
billions) 2018 billions) 2018
Transportation Computers and
Equipment 9.7 -22% Electronic Products 707 -19.4%
Computers and Electrical
Electronic Products 94 +10.3% Equipment 20.7 8.7%
. Misc. Manufactured
Chemicals 8 -2.9% Goods 17.6 -0.1%
Nonelectrical Nonelectrical
Machinery 53 -6.1% Machinery 16.9 -15.9%
Agricultural Apparel and
Products 3.9 -21% Accessories 12.4 -0.01%
Other 15.7 -24.5% | Other 80.7 -9.5%
Total 52 -18.9% Total 219 -12.3%

Source: U.S. Census Bureau, NAICS Database (Washington, DC: U.S. Department of Commerce,
Foreign Trade Division, October 2019).

Impact of the African Swine Fever Outbreak

In August 2018, hogs in China’s Liaoning Province tested posi-
tive for African swine fever. The disease is not harmful to humans
but is highly contagious and deadly to pigs. As of August 2019,
African swine fever has been identified in all of China’s provinces
and significantly reduced the country’s hog population by 38.7
percent.8 The shortage also increased the price of pork in China
almost 50 percent year-on-year in August.?

The epidemic is decreasing Chinese demand for animal feed
products such as soybeans and sorghum and increasing Chinese
demand for pork. U.S. exports of both product categories are sub-

*Punitive Chinese tariffs on U.S. agricultural exports exacerbate other unfair Chinese trade
practices, including the opaque application of tariff-rate quotas (TRQs). TRQs are tiered tariffs,
with a set volume of imports taxed at a lower level while subsequent imports are charged a high-
er rate. While China’s World Trade Organization commitments call for these quotas to serve as
a transparent way for foreign farmers to access China’s market, China’s uneven application and
underutilization of them restricts access for U.S. farmers, protects domestic farm interests, and
serves as a trade barrier. For more on U.S.-China agrlcultural trade, see U.S.-China Economic and
Security Review Commission, Chapter 1, Section 3, “China’s Ag‘rlcultural Policies: Trade, Invest-
ment, Safety, and Innovation,” in 2018 Annual Report to Congress, November 2018.
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Impact of the African Swine Fever Outbreak—Continued

ject to Chinese retaliatory tariffs. Since China primarily uses im-
ported soybeans as livestock feed, the demand for soybeans has
slumped due to the outbreak of African swine fever.1© The U.S.
Department of Agriculture notes that this reduced demand, to-
gether with Chinese tariffs on U.S. soybeans, may limit export
opportunities for U.S. soybean producers in the near term.!! In
contrast, U.S. pork producers stand to benefit from China’s hog
shortage, with U.S. pork exports to China growing 16 percent
year-on-year in the first six months of 2019 despite punitive Chi-
nese tariffs.12

China’s pork shortage is exerting pressure on the Chinese gov-
ernment, with Vice Premier Hu Chunhua declaring stabilization
of the country’s pork supply to be an “important political task.”13
A shortfall in pork supply risks fueling discontent among Chinese
citizens, for whom pork is a staple food and symbol of modern eco-
nomic wellbeing.14 The Chinese government has pursued a range
of measures in response, including distributing national strategic
pork reserves and providing subsidies to promote hog herd ex-
pansion.1® In September 2019, the Chinese government also ex-
empted some U.S. pork exports from tariffs to help alleviate the
country’s shortage.16

The United States continues to run a trade surplus with China in
services,* but the pace of growth in U.S. services exports is slowing.
In 2018, the United States posted a record $38.8 billion services
trade surplus with China, up less than 1 percent from $38.5 billion
in 2017 (see Figure 2).17 U.S. services exports to China grew to $57
billion and imports reached $18.3 billion, a modest 2 percent and
5.1 percent increase, respectively, relative to higher growth rates
seen in 2017.18

The deceleration in U.S. services exports growth to China is
caused by a fall in Chinese tourism to the United States, a top U.S.
services export.f In 2018, 2.9 million Chinese travelers visited the
United States, a 6 percent year-on-year decline that reversed a 24
percent average annual growth rate in tourism over the prior de-
cade.’® The Chinese government’s inflammatory rhetoric associat-
ed with the trade dispute, including travel advisories issued by the
Ministry of Culture and Tourism warning Chinese travelers of po-
tential harassment by U.S. authorities, as well as a slowing Chinese
economy, contributed to the decline.20

*Services trade includes tourism, financial services, insurance services, transportation, charges
for use of intellectual property, and telecommunications services. U.S. Department of Commerce,
Bureau of Economic Analysis, Changes to Trade in Services and Comprehensive Restructuring of
the International Economic Accounts. https://www.bea.gov/international/changes-trade-services-
and-comprehensive-restructuring-international-economic-accounts.

TUnder international and U.S. standards, tourism is broadly defined to include travel and
related expenses for business purposes and travel and expenses for personal purposes, such as
vacation, education, and medical services. International Monetary Fund, “Balance of Payments
and International Investment Position Manual,” 2009, 166; U.S. Department of Commerce, Bu-
reau of Economic Analysis, Changes to Trade in Services and Comprehensive Restructuring of
the International Economic Accounts. hitps://www.bea.gov/international/changes-trade-services-
and-comprehensive-restructuring-international-economic-accounts.
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Figure 2: U.S.-China Services Trade, 2008-2018
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Table 1.3 U.S. Interna-
tional Transactions, Expanded Detail by Area and Country, September 19, 2019.

The United States’ trade deficit in advanced technology prod-
ucts* with China narrowed by 26.6 percent year-on-year to 3€46.7
billion in the first six months of 2019.21 U.S. imports of Chinese
information and communication technology products—the largest
import product category for U.S.-China advanced technology prod-
ucts trade—fell 21.2 percent in the first six months of 2019 as U.S.
tariffs targeting Chinese information and communication technology
products took effect.22 A nearly 50 percent uptick in U.S. exports of
electronics to China in the first six months of 2019 further narrowed
the deficit in advanced technology products, as U.S. exporters rushed
to complete sales prior to tightened U.S. export controls on select
technology goods.23

Bilateral Economic Tensions

After the Office of the U.S. Trade Representative (USTR) pub-
lished in March 2018 its Section 301 report concerning China’s
unfair trade practices related to technology transfer, intellectual
property (IP), and innovation, it has pursued related tariff actions.
Since then, the United States and China have held 13 rounds of
high-level negotiations as of October 2019.2¢ However, a resolution
of U.S.-China trade tensions remains uncertain. The United States
wants China to correct a range of market-distorting policies,f and

*Advanced technology products (ATP) are a broad range of high-technology goods, including
advanced elements of the computer and electronic parts industry, biotechnology, aerospace, and
nuclear technology. U.S. Census Bureau, “Trade Definitions.” https://www.census.gov/foreign-
trade/reference/definitions/index.html.

TThe Chinese government deploys a range of market-distorting and anticompetitive trade prac-
tices that contravene the commitments it made when it acceded to the World Trade Organization.
These include subsidies, industrial espionage, tariffs and local content requirements, restrictions
on foreign ownership, forced technology transfers, technical standards that promote Chinese tech-
nology usage and licensing, and data transfer restrictions, among others. For further discussion of
Chinese trade distortions, see U.S.-China Economic and Security Review Commission, Chapter 1,
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has pushed Beijing to codify commitments to structural economic
reforms that strengthen IP protection, prohibit forced technology
transfer, and eliminate subsidies.25 Chinese negotiators demand that
any agreement eliminate tariffs imposed by the Trump Administration,
refrain from imposing future duties, ensure a deficit-reducing list of
Chinese purchases of U.S. goods is in line with real demand in the Chi-
nese economy, and, nebulously, respect China’s “[national] dignity.”26

In May 2019, U.S. negotiators accused China of reneging on com-
mitments made in a draft deal. The resulting impasse triggered a
range of policy actions, including: the United States increasing tar-
iffs covering $200 billion in U.S. imports from China from 10 per-
cent to 25 percent; President Donald Trump directing the USTR to
identify an additional $300 billion in U.S. imports from China to be
subject to 25 percent tariffs; and China raising tariff rates on $60
billion worth of Chinese imports from the United States to a maxi-
mum of 25 percent.2?

Tensions escalated further in August 2019 amid charges from
the Trump Administration that China failed to follow through on
promises to make large purchases of U.S. agricultural goods and
curb fentanyl flows to the United States.2®8 The United States sub-
sequently announced new 10 percent tariffs on an additional $272
billion worth of imports from China, with tariffs on a first list of
$112 billion worth of imports implemented in September 2019 and
tariffs on a second list covering $160 billion to be implemented in
December 2019.2° The Trump Administration increased these new
tariffs to 15 percent, and also threatened to hike current 25 percent
tariffs on $250 billion worth of imports from China to 30 percent on
October 1, 2019, following retaliatory tariff actions from the Chinese
government.39 This tariff hike was delayed after select tariff exemp-
tions by the Chinese government ahead of high-level trade talks to
be held in mid-October (see Figure 3).31

U.S. Companies Respond to Tariffs’ Supply Chain Impact

The trade dispute between the United States and China has
affected a wide range of multinational businesses with operations
in both countries. Though U.S. tariffs on Chinese imports have
endeavored to target products in sectors determined by the USTR
to unfairly benefit from Chinese industrial policies, they have also
disrupted the supply chains of U.S. firms that import intermediate
inputs from China.32 Amid uncertainty concerning the trajectory
of bilateral trade negotiations, a growing number of U.S. firms are
considering or implementing adjustments of their supply chains
to relocate production out of China to other emerging markets.33
This dynamic is especially true for U.S. technology firms, with Ap-
ple moving some of its production to India and Vietnam, and Dell
and Hewlett-Packard considering moving production to Taiwan,
Vietnam, or the Philippines.34 Other companies have also consid-
ered a “China plus one” strategy in which they relocate portions
of production to Southeast Asia while continuing to manufacture
in China for the Chinese and non-U.S. markets.35

Section 2, “Tools to Address U.S.-China Economic Challenges,” in 2018 Annual Report to Congress,
November 2018.
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U.S. Companies Respond to Tariffs’ Supply Chain Im-
pact—Continued

The disruptive effects of U.S. tariffs on imports from China are
underscored in a 2019 survey conducted by the American Cham-
ber of Commerce in Shanghai.* According to the survey, less than
half (47.1 percent) of U.S. companies expect to increase their in-
vestments in China—versus 61.6 percent in 2018—as a result of
trade frictions.36 Separately, 26.5 percent of U.S. firms have redi-
rected investments originally planned for China to other regions,
an increase of 6.9 percentage points from 2018, citing a need to
guard supply chains against further degradations in U.S.-China
trade relations and related tariffs.?7 (For further discussion of
U.S. companies’ operations in China, see Chapter 3, Section 1,
“U.S.-China Commercial Relations.”)

China’s Response to U.S. Trade Actions

Because China cannot match U.S. tariffs dollar for dollar, it has
also adopted informal measures to target the United States. Beijing
stepped up the intensity of its nationalist rhetoric and threats to-
ward the United States and deployed a range of informal barriers
to trade, some of which are highlighted below.

Amplification of Nationalist Rhetoric

Prior to the May 2019 collapse of trade talks, Chinese officials and
state-controlled media outlets avoided direct criticism of the United
States in pursuit of a negotiated agreement. Following U.S. accusa-
tions that Chinese negotiators reneged on promises recorded in a
draft agreement, the tone of Chinese reporting changed and hard-
ened. For example, a May 25 editorial in state-run news outlet Xin-
hua argued that U.S. demands for China to curb subsidies for state-
owned enterprises (SOEs) violated its economic sovereignty under
the 1974 UN Charter of Economic Rights and Duties of States{ by
forcing China to make injurious changes to its fundamental eco-
nomic system.3® General Secretary of the CCP Xi Jinping has fur-
ther framed the breakdown in negotiations as a national hardship,
invoking Mao-era imagery of a “new long march” and referring to
“unfavorable factors at home and abroad.”3? Minister of Commerce
Zhong Shan echoed General Secretary Xi in describing negotiations
as a “national struggle” against U.S. “unilateralism and protection-
ism.”40 Read together, these rhetorical shifts underscore a tougher
bottom line for Chinese officials in trade negotiations with the Unit-
ed States, and signal a willingness to prolong tensions until their
demands are met.41

*This survey of business membership was conducted from June 27 to July 25, 2019, and re-
ceived 333 responses. By sector, 52.3 percent of respondents worked in manufacturing, 30.6 per-
cent worked in services, and 17.1 percent worked in retail and distribution. American Chamber
of Commerce in Shanghal “2019 China Business Report September 11, 2019, 3.

FTThe charter does not codify, or even use the term, “economic soverelgnty It does indicate
states must ensure prices of goods traded 1nternat10nally are equitable, stable, and remunerative
(i.e., not subsidized to be sold below costs of production and dumped on world markets) UN Char-
ter of Economic Rights and Duties of States, General Assembly Resolution 3281 (XXIX), 1974.
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Reduction of Tariffs on Non-U.S. Goods

China has matched its increased tariffs on U.S. exports with re-
duced tariffs on imports from other countries, making U.S. products
comparatively more expensive and exacerbating preexisting market
access barriers. Analysis by the Peterson Institute for International
Economics shows the average Chinese tariff rate on U.S. products
has reached 21.8 percent as of September 2019 and will jump to
25.9 percent by year-end. In contrast, the Chinese government has
lowered tariff rates on competing products from other World Trade
Organization (WTO) member countries from 8 percent to 6.7 per-
cent in the same period (see Figure 4).42

Figure 4: China’s Average Tariff Rate on Imports from the United States
versus Other Countries, 2018-2019
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Source: Chad Bown, “U.S.-China Trade War: The Guns of August,” Peterson Institute for Inter-
national Economics, August 26, 2019.

Due to this strategic adjustment of duty rates, it is 12.7 percent
less expensive in China to buy something imported from Canada,
Japan, Brazil, or Europe than it is to buy something imported from
the United States.43 In some cases, tariffs on U.S. products alone
sufficed to redirect Chinese purchases, regardless of a reduction in
tariffs on imports from other countries. Chinese soybean imports
have shifted away from the United States toward Brazil and Ar-
gentina, for example, without any reduction of an existing 3 percent
tariff rate on soybeans from those countries.*4

Coercion against U.S. Companies

China often leverages its economic heft to apply coercive mea-
sures in moments of diplomatic stress, ranging from formal barriers
to trade such as tariffs and investment restrictions to more infor-
mal tactics such as popular boycotts and pressure on specific mul-
tinational companies.4> Harassment of U.S. companies can include
unwarranted tax investigations, slowed visa approval processes for
foreign nationals working for U.S. firms in China, unannounced site
inspections, uneven regulatory enforcement, and delayed customs
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inspection procedures for U.S. goods arriving in Chinese ports.46
While public data on such disruptions are sparse, a 2019 U.S.-Chi-
na Business Council survey found that 33 percent of U.S. business-
es have reported increased scrutiny from Chinese regulators as a
result of rising trade frictions, up from 28 percent in 2018.47 For
example, following the U.S. Department of Commerce’s addition of
Huawei to its Entity List, Chinese authorities opened an inquiry
into U.S. international courier FedEx for allegedly harming “the le-
gitimate rights and interests of customers” and violating “relevant
laws and regulations of China’s delivery industry.”* 48

Separately, officials from the National Development and Reform
Commission (NDRC, China’s economic planning agency), Ministry
of Commerce, and Ministry of Industry and Information Technology
summoned representatives from major U.S. technology companies,
including Microsoft and Dell, to warn they could face “dire conse-
quences” if they limited their sales to Chinese companies.*?

China Suspends WTO Case over Market Economy Status

In May 2019, China suspended a dispute it brought to the WTO
in 2016 against the EU over China’s status as a nonmarket econ-
omy.T5% China brought a nearly identical case against the Unit-
ed States, which remains open.5! In both cases, Beijing’s dispute
claimed that under the terms of its 2001 WTO accession, China
should have automatically qualified as a market economyi ef-
fective in 2016.52 With the dispute suspended, the EU and the
United States can continue to use proxy measures to calculate
duties on dumped Chinese exports. Under WTO rules, the case
may be taken up again anytime within the next 12 months, after
which time the WTO’s authority to review the case will lapse.?3

The Chinese government did not publicly explain why it decid-
ed to suspend the case. That China’s decision came after the WTO
reportedly ruled against it suggests it may have been driven by
a desire to limit public disclosure of the WTO’s findings that Eu-
rope can continue treating China as a nonmarket economy.5* Ac-
cording to one unnamed trade official close to the case, China
“lost so much that they didn’t even want the world to see the
panel’s reasoning.”%5 Public release of the WTO’s report would

* Authorities in Guangzhou later briefly detained a FedEx pilot for carrying nonmetallic air gun
pellets in checked luggage, alleging illegal transportation of ammunition and opening a criminal
investigation into the matter. John Lyons and Wenxin Fan, “China Detains Former U.S. Air Force
Pilot for Flying for FedEx,” Wall Street Journal, September 20, 2019.

FUnder U.S. antidumping law in the Tariff Act of 1930 (19 U.S.C. §1677 [18]), the U.S. Depart-
ment of Commerce determines whether a country is a nonmarket economy based on six criteria:
(1) the extent to which the currency of the foreign country is convertible into the currency of
other countries; (2) the extent to which wage rates in the foreign country are determined by free
bargaining between labor and management; (3) the extent to which joint ventures or other invest-
ments by firms of other foreign countries are permitted in the foreign country; (4) the extent of
government ownership or control of the means of production; (5) the extent of government control
over the allocation of resources and over the price and output decisions of enterprises; and (6)
such other factors the administering authority considers appropriate. Tariff Act of 1930, Pub. L.
No. 103-465, 1930, codified at 19 U.S.C. §1677 (18).

#Under China’s WTO protocol of accession, other countries can use values from a third country
in a similarly situated economic position—not Chinese prices or costs—for antidumping calcu-
lations, unless China could demonstrate market economy conditions prevailed. Granting China
market economy status would reduce the margins of U.S. dumping duties imposed on Chinese
exports. For more on China’s market economy status, see U.S.-China Economic and Security Re-
view Commission, “State-Owned Enterprises, Overcapacity, and China’s Market Economy Status,”
in 2016 Annual Report to Congress, November 2016, 114-119.
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China Suspends WTO Case over Market Economy Sta-
tus—Continued

have validated the arguments by the EU, the United States, and
other critics that China is a nonmarket economy at a moment
when Beijing is already fielding extensive international scrutiny
of its economic policies. Contrastingly, the associate dean of the
School of WTO Research and Education at the Shanghai Univer-
sity of International Business and Economics suggested the de-
cision served as a negotiation tactic in the ongoing trade dispute
with the United States.?¢ (Ongoing U.S.-China WTO litigation is
summarized in “Addendum I: WTO Cases.”)

Chinese Government Allows the Currency to Weaken against the Dol-
lar

U.S.-China trade tensions, along with slowing growth in the
Chinese economy and attendant monetary stimulus, have applied
downward pressure on the renminbi (RMB). As a result, the curren-
cy depreciated significantly between March 2018—when the USTR
published its Section 301 report—and August 2019 (see Figure 5).57

Figure 5: RMB to U.S. Dollar Exchange Rate, 2018-August 2019
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Source: People’s Bank of China via CEIC database.

In August 2019, the People’s Bank of China (PBOC) allowed the
RMB to weaken* past the psychologically important threshold of 7

*China maintains a “managed float” in which the government plays a fundamental role in
setting the exchange rate. Specifically, the PBOC establishes a daily trading midpoint, and per-
mits the RMB to fluctuate within a 2 percent intraday band from that point. The midpoint, or
central parity rate, is determined based on a combination of the previous day’s close value and
assessments of market fundamentals provided by major banks. The PBOC can also leverage its
$3 trillion in foreign exchange reserves to manage the RMB’s value by, for example, selling its
U.S. dollar holdings to prop up the value of the RMB. For a detailed discussion of how China’s
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RMB to the U.S. dollar for the first time since 2008.58 The August
depreciation of the RMB amplified U.S. concerns that the Chinese
government may be deliberately allowing its currency to slide to
make its exports more competitive and thereby offset the effects of
U.S. tariffs, leading the U.S. Department of the Treasury to label
China a currency manipulator* for the first time since 1994.59

In testimony before the Commission, expert on the Chinese econ-
omy Victor Shih observed that the PBOC “weaponized” the RMB in
response to trade frictions.60 Separately, senior China economist at
Capital Economics Julian Evans-Pritchard noted that the PBOC’s
decision to let the RMB weaken suggests the Chinese government
has abandoned hopes for a trade agreement with the United States.61

Existing U.S. laws governing designation of currency manipula-
tion offer inconsistent definitions of its practice and corresponding
solutions, including bilateral negotiations—a step the United States
has already taken in its ongoing trade dispute with China.62 In May
2019, the International Trade Administration of the Department of
Commerce issued a proposal for currency manipulation to be consid-
ered a countervailable subsidy if Treasury determined a country was
devaluing its currency.®3 Some analysts note, however, that difficul-
ties in measuring a currency’s deviation from its equilibrium value
would complicate the calculation of related countervailing duties.%4

While a weakened RMB can provide China relief from U.S. tariffs,
it also presents a range of possible negative consequences for Chi-
na’s economy, including:

e Potential for capital flight: As the RMB weakens, wealthier
households in China may be motivated to move their money out
of China to protect their wealth, accelerating capital outflows
and putting pressure on China’s foreign exchange reserves.7

e Depressed consumption: Imports from abroad, particularly com-
modities such as agricultural and energy goods—which are
mostly priced in U.S. dollars—become more expensive as the
RMB declines in value, placing downward pressure on consump-
tion activity.

e Difficulty paying foreign debt: A weaker RMB makes it more
difficult for Chinese companies that borrowed in dollars to re-
pay their debts. Though economists debate the magnitude of
China’s external debt, some estimate that Chinese firms and
financial institutions owe nearly $3 trillion in dollar-denominat-

exchange rate system operates, see Sonali Das, “China’s Evolving Exchange Rate Regime,” Inter-
national Monetary Fund, March 7, 2019, 9-15.

*Treasury has three criteria for determmmg whether a country is manipulating its currency:
(1) a bilateral goods trade surplus with the United States of at least $20 billion; (2) a current
account surplus equal to at least 2 percent of GDP; and (3) persistent, one-sided intervention in
currency markets, in excess of 2 percent of GDP over a 12-month period. A country has to meet
all three criteria to be designated a currency manipulator. In its last official report to Congress on
the foreign exchange policies of major trading partners in May 2019, Treasury determined China
only met the bilateral surplus criterion and placed China on its “monitoring list.” U.S. Depart-
ment of the Treasury, Macroeconomic and Foreign Exchange Policies of Major Trading Partners
of the United States, May 28, 2019, 4-5.

TChina’s financial authorities have implemented a range of policies to stem capital outflows in
recent years. One study by the Mercator Institute for China Studies found that regulators made
approximately 75 formal and informal capital control adjustments between June 2016 and Janu-
ary 2018, using measures such as restrictions on foreign currency transactions, requ1rements for
special licenses when conducting cross-border internet transactions, and rules preventing “irra-
tional” overseas investments. Max J. Zenglein and Maximilian Karnfelt “China’s Caution about
Loosening Cross-Border Capital Flows,” Mercator Institute for China Studies, June 19, 2019, 6.
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ed debt, approximately $215 billion of which will mature over
the next two years.65

Chinese policymakers understand the risks of an extensive de-
preciation, and are trying to mitigate them. In August, the PBOC
took steps to control RMB weakness by, for example, selling $4.2
billion worth of short-term RMB-denominated securities® in Hong
Kong and attempting to set a stronger daily trading midpoint for
the RMB in the days after it weakened past 7 RMB to the dollar.66
PBOC Vice Governor Pan Gongsheng issued signals to this effect in
an op-ed, writing that while he sees more currency weakness on the
horizon due to “external shocks such as trade friction,” the currency
will stabilize “after a short period of turbulence,” hinting at Chinese
preparedness for prolonged trade tensions and the potential for the
RMB to depreciate further to prop up exports.67

Technological Conflict and Competition

The Chinese government has a long-term strategy aimed at estab-
lishing China as a global leader in a range of next-generation tech-
nologies, using a state-directed approach that limits opportunities
for foreign firms in China and impacts U.S. technological leadership
and economic competitiveness.f Chinese government policies raise
a number of concerns among U.S. observers and policymakers, in-
cluding unfair industrial policies that promote and protect Chinese
“national champions” in key industries, the close relationships the
CCP maintains with Chinese companies, and Chinese legal require-
ments that organizations and businesses support, assist, and coop-
erate with intelligence work.68

U.S. Targets Illegal Activities by Chinese Technology Compa-
nies

In 2018-2019, the United States advanced a series of measures,
including criminal indictments and bans on exports of sensitive U.S.
technology, to address trade-distorting and illegal behavior by Chi-
nese technology companies (see Figure 6).

U.S. actions have focused on Chinese telecommunications firm
Huawei out of concern about the firm’s close links with the Chinese
government and evasion of Iran sanctions. In January 2019, the
U.S. Department of Justice indicted Huawei Chief Financial Officer
Meng Wanzhou for misleading banks into clearing business transac-
tions conducted by Skycom, an Iran-based subsidiary of Huawei, in
violation of U.S. sanctions.®9 The Department of Commerce’s Bureau
of Industry and Security (BIS) subsequently added Huawei and 114
international affiliates to the Entity List.:70

*Unless noted otherwise, this section uses the following exchange rate throughout: $1 = RMB
7.06.

FFor more on China’s development of 5G and the Internet of Things, see U.S.-China Economic
and Security Review Commission, Chapter 4, Section 1, “Next Generation Connectivity,” in 2018
Annual Report to Congress, November 2018, 441-468.

+The Entity List (Supplement No. 4 to part 744) identifies entities reasonably believed to be
involved, or pose a significant risk of being or becoming involved, in activities contrary to the
national security or foreign policy interests of the United States. Placement on the Entity List is
not limited to technology firms. Huawei was first placed on the Commerce Department’s Entity
List in May 2019 but shortly after was granted a 90-day grace period that allowed some U.S.
sales to Huawei to continue temporarily. This temporary reprieve was extended in August 2019
simultaneous to the addition of a further 46 Huawei subsidiaries and affiliates to the Entity List.
U.S. Department of Commerce, Department of Commerce Adds Dozens of New Huawei Affiliates
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Following a meeting with General Secretary Xi in June 2019 at
the G20 Summit, President Trump directed the Department of Com-
merce to allow licensed sales to Huawei that do not pose a threat to
U.S. national security.”! However, BIS’ separate addition of Chinese
supercomputer developers * to the Entity List underscores far-reach-
ing U.S. concerns regarding China’s state support for technological
development and the threat it poses to U.S. technological leadership
and national security.”2

Observers warn that export restrictions will only accelerate Chi-
na’s efforts to produce sophisticated chips domestically, although
some experts assess that China’s hurdles to developing comparable
technology are nearly insurmountable.” China’s semiconductor in-
dustry is still heavily reliant on foundational technology dominated
by U.S. firms at critical points in the supply chain, from the basic
architecture in chip design to advanced manufacturing equipment
used in semiconductor foundries.f 74

Chinese Responses to U.S. Technology Actions

U.S. measures to defend against adverse actions taken by Chi-
na’s technology companies have put Beijing on the defensive, with
General Secretary Xi calling for self-reliance in “core technologies”
and describing the economy’s limited innovation capabilities as its
“Achilles’ heel.”75> Chinese policymakers appear to be following his
directive, with China’s Ministry of Finance granting income tax re-
lief to Chinese chipmakers and software developers over a five-year
period following the addition of Huawei to the Entity List.Z7¢ China
is also taking steps to retaliate against the U.S. technology sector,
including:

e Establishing an “unreliable entities” list: China’s Ministry of
Commerce indicated it would soon publish an “unreliable enti-
ties” list, apparently modeled on the U.S. Entity List. The list
could include foreign companies, organizations, and individuals
who had “taken discriminatory measures on Chinese entities,
caused actual damage to Chinese firms and related industries,

to the Entity List and Maintains Narrow Exemptions through the Temporary General License,
August 19, 2019; U.S. Department of Commerce, Bureau of Industry and Security, “Addition of
Entities to the Entity List,” Federal Register 84:98 (May 21, 2019).

*Specific entities added included Sugon, the Wuxi Jiangnan Institute of Computing Technology,
Higon, Chengdu Haiguang Integrated Circuit, and Chengdu Haiguang Microelectronics Technolo-
gy. According to a notice published by the Bureau of Industry and Security at the Department of
Commerce, these five entities, and the numerous aliases they used, were added to the Entity List
due to growing concerns about the military applications of the supercomputers they are devel-
oping. For example, the Wuxi Jiangnan Institute of Computing Technology is affiliated with the
People’s Liberation Army (PLA). U.S. Department of Commerce, Bureau of Industry and Security,
“Addition of Entities to the Entity List and Revision of an Entry on the Entity List,” Federal
Register 84:121 (June 24, 2019).

TFor instance, although Huawei’s chip manufacturing arm HiSilicon is often cited as an ex-
ample of Chinese parity in chip design, the firm licenses its chips’ basic architecture, or the set
of instructions that determines how a processor handles comments, from British designer ARM.
Because ARM in turn uses technology of U.S. origin, it canceled ex1st1ng contracts with Huawei in
late May to comply with Huawei’s inclusion on the Entity List. Dave Lee, “Huawei: ARM Memo
Tells Staff to Stop Working with China’s Tech Giant,” BBC, May 22, 2019.

%In line with a State Council directive in early May 2019, the Ministry of Finance announced
that companies in integrated circuit design and software industries will receive eased income tax
rates over a five year period. Firms that became profitable before the end of 2018 will be exempt
from paying any income taxes for two years, and will have the existing 25 percent corporate
income tax rate cut in half to 12.5 percent for the subsequent three years. China’s Ministry of Fi-
nance, Announcement on Corporate Income Tax PochLfor Integrated Circuit Design and Software
Industries (3535 i i1 PFU?’#FEikJ’ElkF)?ﬁ%EEHﬁE 1), May 17, 2019. Translation. http://
szs.mof.gov.cn /zhengwuxmm/zhengcefabu/201905/t20190521_3261938.html.
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and posed actual or potential threats to China’s state securi-
ty.”77 The announcement of the list was followed by a white
paper that blamed Washington for the breakdown in trade ne-
gotiations.* 78

e Threatening to ban rare earths exports: On May 28, the NDRC
released a question-and-answer document suggesting China
could cut rare earths{ exports to the United States as a re-
taliatory measure.” The NDRC has continued to fuel specula-
tion that it could follow through with the threat, organizing an
industry symposium in June in which academics advised that
supervision of the industry should increase, which later led to
the announcement of a planned survey of China’s rare earths
supply.80 State-run rare earths industry associations have also
voiced broader support for “counter measures against U.S. im-
port tariffs on Chinese products.”81 Rare earths supplies are
critical to U.S. national security, with China accounting for 80
percent of the U.S. supply from 2004 to 2017.82

e Diversifying supply chains: As Andrew Polk, co-founder of mac-
roeconomic research and advisory firm Trivium China, noted in
testimony before the Commission that the Chinese government
aspires to technologically de-couple from the United States
amid concerns about overreliance on the United States for core
technologies.83 Trade frictions with the United States have ac-
celerated de-coupling efforts, leading China’s NDRC, Ministry
of Industry and Information Technology, and Ministry of Com-
merce to undertake an interagency study of Chinese technology
firms’ reliance on U.S. suppliers.84 Separately, Chinese technol-
ogy firms have taken steps to protect their supply chains from
U.S. sanctions in 2019, with Huawei increasing purchases of
integrated circuits from Japanese suppliers and other Chinese
firms looking for technology investment opportunities outside of
the United States.85

China’s Internal and External Economic Management

The rate of China’s economic growth has continued to slow over
the last year as Beijing’s deleveraging campaign limited invest-
ment and trade tensions with the United States hurt business op-
erations. In March 2019, Beijing lowered its annual GDP growth
target for 2019 to between 6 and 6.5 percent.8¢ This range is

*The Chinese government and government agencies frequently publish “white papers” as re-
sponses to international scrutiny. Recurrent topics include defending China’s human rights re-
cord, particularly in Tibet and Xinjiang, and China’s WTO record. China’s State Council Informa-
tion Ofﬁce, White Papers. http://english.scio.gov.cn/m/whitepapers/node_7247532.htm.

TRare earth elements are a collection of 17 elements that are critical to the development
of both high-technology consumer products, including smartphones and electric vehicle motors,
and military applications, including jet engines and satellites. China mined 70.6 percent of the
world’s supply in 2018, and holds 36.7 percent of global rare earths reserves, leading the U.S. De-
partment of Defense to highlight U.S. reliance on Chinese supplies of the resource as a national
security risk. While China may dominate global processing and production of rare earth elements,
the resource is otherwise relatively abundant around the world, and China’s dominance of the
industry is due, in part, to its willingness to accept high environmental and capital costs. U.S.
Department of Defense, Assessing and Strengthening the Manufacturing and Defense Industrial
Base and Supply Chain Restlzency of the United States, September 2018, 96; Lee Levkowitz and
Nathan Beauchamp-Mustafaga, “China’s Rare Earths Industry and Its Role in the International
Market,” U.S.-China Economic and Security Review Commission, November 3, 2010, 1-3; U.S.
Geologlcal Survey, Rare Earths Statistics and Information. https: 7 howw. usgs. gov/centers/nmzc/
rare-earths-statistics-and-information.
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lower than the previous year’s target of “about 6.5 percent,” and
reflects the government’s uncertainty about economic growth.87
The CCP treats national GDP figures as highly politically sen-
sitive and observers have increasingly questioned the veracity
of official statistics. Foreign economists have offered a range of
alternative estimates, some of which draw on data they believe
are harder for Beijing to manipulate, while others use less con-
ventional methods such as satellite imagery to assess industrial
activity. Some independent estimates show China’s actual GDP
growth rate could be 3 percentage points lower than the official
number, while others propose a half percentage point difference.
However, all of the credible alternative estimates show a similar
trend of decelerating growth.s8

In late 2018 and early 2019, the government deployed measures to
mitigate the slowdown, including $184.1 billion (RMB 1.3 trillion) in
new infrastructure spending, $283.3 billion (RMB 2 trillion) in cuts
to taxes and fees for businesses, and targeted monetary stimulus.*89
However, growth rates have continued to decline and the government
is now taking additional steps to stimulate the economy. (For an in-
depth assessment of China’s economic, political, and security challeng-
es, see Chapter 2, “Beijing’s Internal and External Challenges.”)

China’s policymakers also pursued incremental market opening
measures over the course of 2018 and 2019, including limited easing
of restrictions on foreign investment, financial opening, and expan-
sion of free-trade zones (FTZs). However, these narrow measures
are not market-driven, and instead reflect efforts by the Chinese
government to mitigate trade frictions with the United States and
attract foreign investment to strategic sectors, underscoring the
state’s dominant role in managing economic outcomes.

Growing Censorship of Economic News

The Chinese government has long censored media coverage of
issues deemed politically sensitive. Whereas government censors
traditionally targeted subjects like human rights abuses or social
unrest, slowing growth has seen their mandate extend to econom-
ic and business journalism. In the past year, Beijing has directed
media outlets to avoid stories on declining consumer confidence,
local government debt risks, and other unwelcome economic
news.?0 Internet regulators, meanwhile, have sought to acquire
government stakes in independent business media companies
like wallstreet.cn.?1

Heightened censorship of economic news casts further doubt on
the accuracy of official Chinese data, the reliability of which has
long been questionable. As economic growth slows and reporting
on the economy becomes increasingly politicized, officials may feel
more tempted to falsify official data releases. While this section
necessarily makes reference to official figures when discussing
China’s domestic economy, these numbers should be viewed criti-
cally, and, when possible, are supplemented with U.S. government
or independently collected statistics.

*Monetary stimulus refers to a variety of methods central banks use to increase the money
supply in the economy such as lowering interest rates or lowering banks’ reserve requirements.
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China’s Domestic Economic Slowdown

In the first half of 2019, China posted an official GDP growth
rate of 6.3 percent, marking the slowest growth recorded in nearly
30 years (see Figure 7).92 Although slower growth is typical as a
country transitions from an emerging to advanced economy, China’s
economy is now growing slower than it did in the first quarter of
2009 when its exports and imports collapsed amid the global finan-
cial crisis.?3 Moreover, China’s GDP per capita remains far behind
that of other advanced East Asian economies such as Japan, South
Korea, and Taiwan, when their respective periods of high-speed
growth ended.%4

China’s slowing growth rate is the result of both long-term
structural trends and recent policy decisions. The old engines
of China’s economy—such as state-led infrastructure invest-
ment and rapid urbanization—no longer deliver the same pace
of growth they did in the past. Demographic trends are no longer
favorable and returns on investments are diminishing.95 While
these factors represent longstanding threats to China’s growth
prospects, China’s immediate economic difficulties mainly stem
from Beijing’s decision in late 2016 to aggressively crack down
on the financial sector and risky lending.9¢ China’s corporations
and local governments are saddled with large amounts of debt,
but the government’s policy response has been uneven, largely fo-
cusing on curbing corporate debt buildup while encouraging local
governments to borrow more to prop up growth. Trade tensions
with the United States and slowing global demand are also com-
pounding the problem.°7

Figure 7: China’s Official GDP Growth, 2009-Q2 2019
(year-on-year)
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Source: China’s National Bureau of Statistics via CEIC database.
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China’s slowdown is also visible across several other major indi-
cators (see Figure 8):

e Fixed asset investment: A measure of investment in physical as-
sets such as buildings, machinery, and equipment, fixed asset
investment (FAI) has historically been a major driver of China’s
economic growth, but has slowed significantly in recent years as
the structure of China’s economy shifted and regulators tight-
ened control over lending. In the first eight months of 2019,
fixed asset investment growth fell to 5.5 percent year-on-year,
down from 5.9 percent growth in all of 2018.98

e Industrial production: The growth rate for industrial production
has fallen significantly since the fourth quarter of 2018, despite
the government’s efforts to stimulate production by ramping
up infrastructure spending. Weak internal demand and inten-
sifying trade tensions with the United States have contributed
to the slowdown.?9 In July and August 2019, industrial output
growth fell to consecutive 17-year lows of 4.8 and 4.4 percent,
respectively—down from 6 and 6.1 percent in growth during the
same months in 2018.100

® Retail sales: China’s economic slowdown has prompted consum-
ers to postpone or refrain from larger purchases such as auto-
mobiles and home appliances, cutting into retail sales. Monthly
retail sales growth reached a 16-year low of 7.2 percent in April
this year and continues to remain suppressed in comparison
with 2018 figures.101

Figure 8: China’s Key Economic Indicators, 2014-August 2019
(year-on-year)
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53

Unofficial estimates of China’s manufacturing and services pur-
chasing managers’ indexes (PMI) published by Chinese financial
media firm Caixin are also closely watched because they provide
an indication of the prevailing direction of economic trends.* The
Caixin Manufacturing PMI has remained weak throughout much
of 2019, hovering around a reading of 50, which indicates no
change, and slipping into contractionary territory several times
(see Figure 9).192 This reflects weak internal demand and stron-
ger trade headwinds and suggests a worrying outlook for the
manufacturing sector absent further stimulus.193 The services
sector—which accounts for more than half of China’s GDP—per-
formed better but still showed significant volatility over the last
year.104

Figure 9: Caixin Manufacturing and Services PMI, 2016-Q2 2019
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Source: Caixin and ITHS Markit, “China General Manufacturing PMI,” September 2, 2019; Caix-
in and IHS Markit, “Caixin China General Services PMI,” September 4, 2019.

Debt and Deleveraging

A major driver of China’s economic slowdown is General Secre-
tary Xi’s campaign over the past three years to curb debt growth
and reduce financial risks.195 This deleveraging campaign has
two main components: reducing the use of monetary stimulus and
curtailing shadow banking. Both of these components are aimed
at slowing growth of credit and cleaning up the financial system
rather than cutting the overall debt stock.106 The deleveraging
campaign has been fairly successful at controlling the rate of
debt growth, which has slowed considerably. However, the risks
it seeks to address are far from eliminated, and the campaign has
had unintended negative consequences for the overall economy.
According to the Bank for International Settlements, in the first

*Caixin’s PMI is a survey-based index that measures production level, new orders, inventories,
supplier deliveries, and employment level at both manufacturing and services firms to gauge eco-
nomic activity. A reading above 50 indicates expansion; a reading below 50 indicates contraction.
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quarter of 2019 (the latest data available) China’s total outstand-
ing debt accumulated by non-financial corporations, households,
and the government reached $35.4 trillion, or 259.4 percent of
GDP, up from 138 percent at the end of 2008 (see Figure 10).*
This is relatively high compared to emerging markets, and is
more comparable to debt levels observed in advanced economies
like the United States.107

Figure 10: China’s Debt-to-GDP Ratio, 2008-Q1 2019
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Source: Bank for International Settlements, “Credit to the Non-Financial Sector,” September 22,
2019.

Although China’s overall debt stock is high, it is the speed at
which it has grown that raises risks for the economy. Before the
deleveraging campaign, China’s debt was expanding faster than any
other country’s in modern times.198 The speed of the buildup means
that credit is created faster than it could be productively deployed,
greatly increasing the amount of waste in the financial system.109
This is visible in the exponential increase in the value of nonper-
forming loans over the last several years. Even when the deleverag-
ing campaign was in full swing, nonperforming loans continued to
climb, expanding 18.7 percent in 2018, up from 12.8 percent in 2017
(see Figure 11).110

*In comparison, in the first quarter of 2019 the United States’ total debt reached $51.8 trillion
(249.3 percent of GDP), Japan’s total debt reached $18.8 trillion (378.4 percent of GDP), and
India’s total debt reached $3.4 trillion (125 percent of GDP). Bank for International Settlements,
“Credit to the Non-Financial Sector,” September 22, 2019.
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Figure 11: China’s Nonperforming Commercial Bank Loans, 2010-Q1 2019
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Source: China Banking and Insurance Regulatory Commission via CEIC database.

Crackdown on Corporate Debt Hits the Private Sector, but SOEs are
Unscathed

Corporations hold the largest category of debt, comprising nearly
two-thirds of China’s debt.111 SOEs are responsible for the majority
of corporate debt.* Not only do they have easier access to credit,
but they also tend to be less efficient and profitable than private
companies. This has allowed many SOEs to survive on credit past
the point when they have much hope of repaying their loans—in-
creasing overall corporate debt levels in the process.112 To address
this problem, Beijing undertook a deleveraging campaign focused on
reducing excessive corporate borrowing. In 2016, the PBOC began
reducing the money supply, and in early 2017 regulators strength-
ened oversight of the financial sector, cracking down on risky, off-
balance-sheet lending.113 These measures succeeded in halting
corporate debt growth, but had the unintended consequence of de-
priving small, private sector companies of credit they badly needed.
This loss of access to credit by private companies is a key driver
of the ongoing slowdown.114 Meanwhile, officials have been slow to
address the problem of lossmaking SOEs, frequently intervening in
bankruptcy proceedings to help them restructure instead of allow-
{ng tl;tle;n to exit the market, thus perpetuating China’s debt prob-
ems.

*While the Chinese government does not publish an official breakdown, the International Mon-
etary Fund estimated that SOEs held 57 percent of China’s corporate debt in 2016. Raphael
Lam et al., “Resolving China’s Zombies: Tackling Debt and Raising Productivity,” International
Monetary Fund, November 2017.
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SOEs Strengthen, Private Enterprises Struggle

SOEs receive preferential treatment from the Chinese govern-
ment, including public subsidies, regulatory exemptions, and ac-
cess to loans. Even though SOEs are more heavily indebted than
private sector companies, they still enjoy preferential access to
credit because banks believe they are implicitly guaranteed by
the government.116 Efforts to deleverage the corporate sector and
crack down on risky lending have therefore disproportionately
hurt private companies (especially small and medium enterpris-
es), which are more reliant on shadow banking channels.117 Addi-
tionally, since 2016, “supply-side reform” policies have encouraged
consolidation of SOEs* and pushed private enterprises in indus-
tries with excess capacity to shut down, effectively hollowing out
private sector competition while strengthening SOEs without
addressing their overall inefficiency.11®8 These dynamics have en-
abled SOEs to weather China’s economic slowdown better than
small private companies.

As the shadow banking crackdown took hold in 2017 and 2018,
private listed companies began pledging their own shares as col-
lateral in order to access credit. By late 2018, more than $600 bil-
lion worth of shares trading on Chinese exchanges were pledged
as loan collateral.11® This practice developed into a crisis in Octo-
ber and November 2018 amid a major stock market downturn. In
2018, 136 listed firms changed ownership—compared to 85 own-
ership changes in 2017—with 41 changes occurring in October
and November alone.20 The government responded by organiz-
ing bailout funds through local State-Owned Assets Supervision
and Administration Commissions and encouraging state owned
insurers and securities companies to buy up stocks.121 According
to the China Securities Regulatory Commission, by March 2019
local governments and SOEs mobilized $99.2 billion (RMB 700
billion) to bailout private companies.!?2 While these measures
have succeeded in calming markets for now—the pace of owner-
ship turnover of China’s listed companies has slowed—structural
incentives that favor SOEs remain largely in place.123

External Debt Risks Loom

Estimates of China’s foreign debt vary widely. According to official
figures published by the State Administration of Foreign Exchange,
China’s external debt was equivalent to $1.97 trillion in March
2019, of which $726 billion is denominated in U.S. dollars.124 How-
ever, some analysts claim China’s foreign debt could be as much as
$3 trillion, roughly equal to its foreign exchange reserves.125 The
discrepancy is usually attributed to the fact that government data
omit debt accumulated by Chinese companies’ foreign subsidiaries
based in Hong Kong and other locations abroad.126 In August 2019,
Bloomberg estimated that Chinese companies have accumulated an-
other $650 billion in debt through their overseas subsidiaries.127

*For a discussion of central SOE mergers and their impact on state control of strategic sectors
in China’s economy, see Sean O’Connor, “SOE Megamergers Signal New Direction in China’s
Economic Policy,” U.S.-China Economic and Security Review Commission, May 24, 2018.
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If these higher estimates are correct, the recent devaluation of the
RMB would make repayment of external debt more expensive (as
foreign currencies rise in value relative to the RMB). In testimony
before the Commission, expert on the Chinese economy Victor Shih
argued that one reason Chinese companies borrow such large sums
through Hong Kong is because banks “lend to both their Hong Kong
based subsidiaries and to the headquarters in Beijing.”128 In other
words, Hong Kong’s treatment as a separate customs area enables
banks to “lend even more money than prudential, internal rules
would allow.” According to Dr. Shih, banks do this because “Chinese
companies will pay higher interest.”12? However, there are some fac-
tors that help mitigate China’s external debt risks. For example,
roughly 35 percent of China’s foreign debt is denominated in RMB
and Chinese banks hold significant foreign-currency-denominated
assets.130 (For further discussion of Hong Kong’s special status, see
Chapter 6, “Hong Kong.”)

Household Debt Is on the Rise

While China’s deleveraging campaign has focused on curbing cor-
porate debt buildup, household borrowing has been on the rise. Grow-
ing household debt could suppress consumption and lower long-term
growth. Recent scholarship on the relationship between household debt
and economic growth reveals that while a rapid increase in household
borrowing can boost consumption and growth in the short term, it usu-
ally leads to reduced GDP growth in the longer term as households
adjust their consumption to meet debt obligations.131

At 53.6 percent of GDP in March 2019, China’s household debt
remains below the international average of 60.3 percent,* and most
observers agree it is manageable at current levels. But household
debt has grown quickly since the 2008 financial crisis.132 Between
December 2008 and December 2018, China’s household debt accu-
mulated faster than any of the other 44 economies tracked by the
Bank for International Settlements.133 Moreover it grew roughly
twice as fast as urban disposable income over the last decade, an
indication that a growing number of Chinese families may need to
reduce their consumption to pay off debt.134

Continued buildup of China’s household debt could also pose
risks for financial stability.13> Because home mortgages account for
about two thirds of China’s household debt, there is some risk that
a financial shock that forces households to quickly deleverage could
cause a downturn in the property market, which analysts generally
regard as overheated. This would have wide-ranging consequenc-
es since the housing market is a key engine of China’s economic
growth and real estate is a form of collateral local governments and
corporations have used to secure bank loans.136

Stimulus Pushes Local Government Debt Higher

China’s local government debt has risen consistently since the
1990s but expanded especially rapidly after the global financial cri-
sis.137 The persistence of local government liabilities stems from a

*This figure is the average household debt to GDP ratio of 44 countries on which the Bank for
International Settlements publishes regular credit statistics. Bank for International Settlements,
“Credit to the Non-Financial Sector,” September 22, 2019.
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structural imbalance in the fiscal relationship between local gov-
ernments and Beijing. Local governments shoulder the majority of
expenditure obligations but receive less than half of all tax revenue.
Theoretically, this gap is later closed with fiscal transfers from the
central government, but in practice these transfers rarely cover local
government expenses, resulting in a de facto unfunded mandate.138

In 2014, the National People’s Congress adopted a revision to
China’s Budget Law, which permitted local governments to run a
deficit. Prior to this, local officials got around the deficit prohibition
by establishing shell companies called local government financing
vehicles (LGFVs) to borrow on their behalf, often using land as col-
lateral.13?2 While LGFVs continue to exist, local governments now
have other ways of raising money. The revision to the Budget Law
gave local governments permission to issue debt with the approval
of—and within limits set by—the State Council. Beijing also set up
a debt swap program for local governments to convert debt accumu-
lated through LGFVs to bonds.140 Official figures indicate that as
of July 2019, total outstanding local government bonds were equal
to $2.98 trillion, but the true scale of local government debt is un-
known as much of it is hidden through LGFVs and other shadow
banking activity.141

In December 2018, the State Council began approving local gov-
ernment bonds for 2019 three months earlier than usual* as a way
to encourage local officials to ramp up infrastructure spending and
stimulate the economy.142 Chinese Premier Li Keqiang subsequent-
ly announced a $113 billion increase to the annual local government
bond quota in March 2019.143 Combined with $283.3 billion in cuts
to business taxes and fees that were rolled out simultaneously, this
policy strategy has had a corrosive effect on local government bud-
gets in 2019. In the first half of the year, every province except
Shanghai expanded its budget deficit compared to the same period
in 2018, and many experienced severe revenue contractions or de-
celerations.’#* But in September 2019, as local government bond
issuance approached annual quotas for the year, the State Council
;{))nce(zjl again signaled its intention to begin early approvals for 2020

onds.145

Trading Fiscal for Monetary Stimulus: Still Risky

Historically, Beijing has used monetary policy as one of its main
tools for stimulating growth. In the aftermath of the global financial
crisis, and to a lesser extent in 2015 during a major stock mar-
ket crash in China, the PBOC pumped vast sums of money into
the economy.146 However, excessive monetary stimulus is one of the
reasons for China’s corporate credit buildup over the last decade.
Therefore, as the current economic slowdown has unfolded, policy-
makers have consciously sought to refrain from returning to heavy
monetary stimulus. Instead, they have emphasized fiscal stimulus
and measures to improve the business environment. At the annual
session of China’s legislature in March 2019, for example, Premier

*Annual bond quotas for local governments are typically set during the dual meeting of the
National People’s Congress and the People’s Political Consultative Conference in March each year.

fFiscal stimulus refers to government spending designed to prevent or alleviate an economic
recession. This is distinct from monetary stimulus, which refers to measures taken by the central
bank to increase the money supply.
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Li promised that the government would refrain from unleashing “a
deluge of stimulus” to prop up economic growth and would keep the
growth of money supply in line with GDP.147 Policymakers have so
far maintained this commitment, instead resorting to fiscal stimulus
to shore up growth. However, ramped up fiscal spending swaps in-
creased corporate leverage for higher public debt and thus amounts
to a qualitative decision about what kind of debt is preferable. It
does not prevent overall debt levels from continuing to rise.

Current Account Surplus Narrows

China has long maintained a current account* surplus and con-
tinued to do so in 2018 and the first half of 2019. However, the cur-
rent account surplus has trended downward over the past decade,
and in the first quarter of 2018 China registered its first quarterly
current account deficit in nearly 17 years (see Figure 12).148

Figure 12: China’s Current Account, Quarterly, 2008-Q2 2019
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Source: China State Administration of Foreign Exchange via CEIC database.

While the overall downward trend has led some observers to pre-
dict that China’s current account will turn negative sometime in
the near future, debate about the extent, causes, and implications of
the decline in China’s current account remains ongoing. In the first
half of 2019, analysis in the Economist argued that higher outbound
tourism and a declining savings rate will soon lead China to run a
current account deficit, increasing pressure on its foreign exchange
reserves and forcing Beijing to liberalize its foreign investment re-
gime.149 This is in line with an assessment published by the Inter-
national Monetary Fund (IMF) in August 2019 asserting that the
changing current account represents a “normalization” of China’s

*The current account balance refers to the balance of trade plus net (investment) income from
abroad and net transfer payments. The current account is one half of the balance of payments;
the other half is the capital account. Economists often refer to the current account as the differ-
ence between savings and investment because this is arithmetically equivalent.
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domestic savings rate as the country’s population ages and people
naturally save less in their retirement years.150

Other observers contend that the extent of the decline in China’s
current account is overstated and is partly the result of government
policy rather than structural factors. Brad Setser and Barry Eichen-
green, economists at the Council on Foreign Relations and Univer-
sity of California, Berkeley, respectively, have recently claimed that
China’s savings Tate remains very high and its current account
surplus will only disappear if China maintains its current levels of
investment, which are a largely the result of policy-driven stimu-
lus.151 The impact of a sustained current account deficit on China’s
economy remains unclear as it is unprecedented in the country’s
recent history. However, one likely outcome would be an increase in
exchange-rate volatility as downward pressure on the RMB could
prompt heavy-handed government intervention in currency mar-
kets. It is also possible the declining current account surplus could
put pressure on Beijing to further liberalize the financial sector in
order to attract foreign capital to finance continued growth.152

The Baoshang Bank Takeover

On May 24, 2019, Inner Mongolia commercial lender Baoshang
Bank (“Baoshang”) was taken over by the China Banking and In-
surance Regulatory Commission (CBIRC), China’s primary bank-
ing and insurance sector regulator.153 While the PBOC fully guar-
anteed deposits and interbank liabilities up to $7.1 million (RMB
50 million), it forced Baoshang’s larger creditors to accept losses
of up to 30 percent.154 This protected the bank’s retail customers
but passed on some of the cost of its failure to large commercial
lenders.

Baoshang is a medium-size regional lender classified by the
CBIRC as a city commercial bank. There are 134 city commercial
banks in China that, together with 1,427 smaller rural commer-
cial banks, are often collectively referred to as “regional banks.” 155
Although a handful of national state-owned banks dominate Chi-
na’s commercial banking sector, these regional banks play an im-
portant role as intermediary lenders, borrowing funds from larger
banks and making loans to local governments, property devel-
opers, and other nonbank financial actors.156 Additionally, since
regional banks are not permitted to operate outside of their local
area, they rely on local enterprises for business and consequently
tend to engage in riskier lending behavior than their national
counterparts.157

The Baoshang takeover was highly unusual: the Chinese gov-
ernment has not seized a private bank in 20 years.1'58 Instead,
in 2015 and 2016, China’s financial regulators dealt with weak
financial institutions by recapitalizing lenders and writing off or
transferring troubled assets.159 Because of this, and because ana-
lysts have identified several other regional banks as having simi-
lar risk profiles, Baoshang is more than just locally significant for
China’s financial system.169 The takeover caused large national
bank lenders to reassess their customers’ credit risk, pushing up
the costs of short-term borrowing and reducing regional banks’
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The Baoshang Bank Takeover—Continued

access to interbank financing.161 In the immediate aftermath of
the takeover, the PBOC pumped $63.7 billion (RMB 450 billion)
into the bankmg system and regulators pressured lenders to sup-
port smaller banks in order to ease the credit shortfall.162

In shoring up Baoshang, the PBOC had two contradictory tar-
gets: reducing the problem of financial actors taking too much
risk, and sustaining growth by keeping interbank credit chan-
nels open to minimize the likelihood of a financial shock. The
risk aversion affecting interbank markets and decreasing credit
to small and regional banks could lead to slower credit expan-
sion—a problem because policymakers need to maintain economic
growth. Since small and regional banks and nonbank financial in-
stitutions are risk-takers in the Chinese economy, reducing their
access to financing could threaten China’s economic recovery.¢3

It remains unclear exactly why the PBOC decided to seize
Baoshang rather than recapitalize or restructure its loans. To ex-
plain the abrupt takeover, the PBOC stated that Baoshang had
“serious credit risk,” and that by assuming its banking operations
for a year, the government would “protect the lawful interest of
depositors and other clients.” 164 The PBOC also emphasized that
the Baoshang seizure was connected to embezzlement by its for-
mer controlling shareholder, the financial conglomerate Tomorrow
Group formerly managed by detained tycoon Xiao Jianhua.* 165

While the PBOC characterized Baoshang’s takeover as a one-
off, problems have subsequently emerged at two other regional
banks. On July 29, 2019, three state-owned asset managers, oper-
ating under PBOC guidance, made strategic investments to shore
up the struggling Bank of Jinzhou.166 Unlike with Baoshang,
however, creditors and corporate depositors reportedly suffered
no losses in this process.167 On August 9, 2019, a unit of China’s
sovereign wealth fund acquired a stake in Hengfeng Bank after
the CBIRC had earlier tried to calm markets by saying the bank’s
liquidity risks were manageable.168

Observers believe the different approach to resolving the Bank
of Jinzhou crisis demonstrates regulators’ concern about the mar-
ket reaction to Baoshang investors’ losses. Michael Pettis, senior
associate at the Carnegie Endowment for International Peace,
stated the interbank reaction demonstrated Chinese investors
found the takeover “very significant,” given the “surge in inter-
bank interest rates” and quick measures by the PBOC to shore up
the interbank market and continue the flow of credit.169

*Xiao Jianhua was abducted from a luxury Hong Kong hotel in January 2017 amid China’s
crackdown on risky financial behavior that also ensnared chairman of Anbang Insurance Wu
Xiaohui and CEFC China Energy chairman Ye Jianming. But analysts have speculated that
Xiao may also have been targeted for political reasons. Xiao previously helped General Secretary
Xi’s family members divest assets during the early stages of the Xi’s anticorruption campaign,
and in 2014 he divulged details of the family’s wealth to the New York Times. Xiao is current-
ly still detained in China, where he is reportedly cooperating with the government to unwind
Tomorrow Group’s assets. Don Weinland and Lucy Hornby, “T'ycoon Abducted by China Works
with Authorities to Sell Assets,” Financial Times, June 10, 2018; Michael Forsythe, “Billionaire
Is Reported Seized from Hong Kong Hotel and Taken into China,” New York Times, January 31,
2017; Michael Forsythe, “As China’s Leader Fights Graft, His Relatives Shed Assets,” New York
Times, June 17, 2014.
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China’s External Economic Opening

Trade frictions with the United States and a slowing domestic
economy have pushed the Chinese government to implement lim-
ited market opening measures over the course of 2019, including
the liberalization of foreign investment, financial opening, and the
establishment of new FTZs. While these measures narrowly open
the Chinese economy on the margins, they also demonstrate that
the Chinese government continues to coordinate economic activity
in a manner favorable to the state.

New Foreign Investment Law Rehashes Old Promises

China’s National People’s Congress passed a new Foreign Invest-
ment Law in March 2019, combining three separate laws governing
joint ventures established by contract, joint ventures established
with equity investment, and wholly foreign-owned enterprises.17°
The passage of the law aims to address U.S. and international con-
cerns about China’s treatment of IP and comes as China seeks to at-
tract more foreign capital to bolster its domestic economy.17! While
the law consolidates previously disparate foreign investment regu-
lations and effectively simplifies China’s foreign investment regime,
its purported protections for foreign-invested firms may prove unen-
forceable or be selectively enforced absent more substantive changes
that promote genuine rule of law in China’s legal system.172

Chinese officials have indicated that swift passage of the law—
the first draft was only introduced in late December 2018 *—was
intended to facilitate ongoing U.S.-China trade negotiations.173 The
law includes articles that appear to respond directly to a number
of complaints raised in the USTR’s Section 301 report concerning
China’s unfair trade practices related to technology transfer, IP, and
innovation.174 Some of these provisions include penalizing govern-
ment officials for sharing foreign firms’ trade secrets with their do-
mestic competitors, forbidding use of administrative means to force
technology transfers, treating foreign investors the same as domes-
tic investors, and creating a complaint mechanism and channel for
foreign firms to sue government agencies.17>

Both Chinese and international legal experts have noted that the
Foreign Investment Law is vaguely worded and the most substantial
provisions are not new.17¢ For instance, technology transfers are al-
ready expressly banned under China’s WTO accession protocol, yet
numerous testimonies before the USTR detail a pattern of market
access being preconditioned on the transfer of technology.l7? Foreign
firms’ trade secrets are also protected under China’s Administrative
Law, but the Section 301 report documents instances of Chinese reg-
ulators requiring excessive disclosure of trade secrets as a precondi-
tion to obtain licenses, and then providing this information to domestic
competitors.178 Since Chinese officials deny that Chinese companies or
government agencies have violated these laws in the first place, addi-
tional legal mechanisms may be useless in addressing a violation if
the government is unwilling to acknowledge the violation occurred.1??

*On average, new legislation between 1993 and 2017 took 4.7 years to pass, and amended
legislation took 2.9 years to pass, with 73 percent of introduced (both new and amended) leglsla
tion passing. Yang Mingyu, “Does China Have a Legislative Backlog?” (1[EBf “ rikiggE”
CNPolitics.org, August 1, 2018. Translation.
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Negative List Revised in Line with National Development Ambitions

Since 2016, China has managed foreign direct investment through
the use of a so-called “negative list,” which classifies investment into
certain sectors as prohibited, restricted, and encouraged. Sectors
not specified are presumed to be open to foreign investment but
are sometimes subject to separate regulations.80 In June 2019, the
NDRC and Ministry of Commerce published a revised version of
the national negative list, reducing the number of prohibited and
restricted sectors from 48 to 40.181 The changes from the previous
year’s list are:182

e Removal of prohibitions on foreign investment in molybdenum,
tin, antimony, and fluorite mining; calligraphy paper and brush
production; and development of wildlife and plant products pro-
tected by the investor’s origin country;

¢ Removal of the requirement for majority Chinese ownership of
shipping agencies, performance companies, movie theaters, and
the construction of gas and steam pipelines in cities with a pop-
ulation over 500,000;

e Removal of joint venture requirements and foreign equity caps
for oil and gas exploration and value-added telecommunications
services.

While some of these adjustments to the list—such as the removal
of equity caps on multiparty telecommunications, e-storage, forward-
ing, and call centers—are likely welcome news to foreign companies,
the changes do not amount to a significant liberalization of Chi-
na’s foreign investment regime. Restrictions that affect major U.S.
corporate interests, such as the 50 percent foreign equity cap on
automobile production, remained in place—albeit with promises for
eventual removal.183

The NDRC and Ministry of Commerce simultaneously published
an expanded list of encouraged investment areas. Unsurprisingly,
most of the new additions—including semiconductors, information
and communication technology, new energy vehicles, and new mate-
rials—are in high-technology areas that align with Beijing’s indus-
trial policy goals.184 (China’s efforts to develop emerging technolo-
gies are analyzed in Chapter 3, Section 2, “Emerging Technologies
and Military-Civil Fusion: Artificial Intelligence, New Materials,
and New Energy.”)

Financial Opening: Too Little, Too Late

Though the Chinese government has limited foreign companies’
access to its financial markets for many years, Beijing accelerated
financial opening in 2018 and 2019 (see Figure 13). At the April
2018 Boao Forum for Asia, General Secretary Xi and PBOC Gov-
ernor Yi Gang announced the Chinese government would deliver
on longstanding pledges to open up China’s financial sector to for-
eign competition.185 Since then, Beijing has taken several steps to
(1) increase market access in the banking, securities, and insurance
industries; (2) grant foreign institutions equal treatment in credit
and payment sectors; and (3) open up the domestic bond market to
foreign investors.186
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The most significant opening came in June 2018, when regula-
tors raised foreign equity caps on banking, securities, and insurance
joint ventures to 51 percent, and promised to remove them entire-
ly by 2021, a timeline that was later shortened to 2020.187 These
changes have enabled several major foreign companies to estab-
lish new businesses in China or take controlling stakes in existing
joint ventures, and reflect a “pragmatic market opening streak” as
the Chinese government endeavors to internationalize its financial
markets and push domestic financial services firms to become more
competitive.* 188

While Beijing has touted these measures, there remains skepti-
cism that foreign companies’ market access in China will signifi-
cantly improve.189 For example, though American Express received
approval to clear RMB payments, other foreign card service pro-
viders’ applications remain in limbo. Executives of Mastercard and
Visa, which applied at the same time as American Express, say Chi-
nese regulators have informally pressured them to form joint ven-
tures to gain regulatory approval. Although Chinese law requires
regulators to respond within 90 days of an application submission,
the PBOC has stalled their applications for nearly three years.190

In June 2019, China also launched the long-awaited Shang-
hai-London Stock Connect, which, like the Shanghai-Hong Kong
Stock Connect, allows Chinese companies to raise capital abroad
without needing to list on foreign stock exchanges. The connect also
gives foreign investors—typically not permitted to purchase shares
of Chinese companies—access to China’s onshore equities market.
Separately, the State Administration of Foreign Exchange (SAFE)
scrapped the qualified foreign institutional investor (QFII)T scheme
(which had a ceiling of $300 billion on total asset purchases) in Sep-
tember 2019, allowing qualified foreign institutional investors unre-
stricted access to China’s stock and bond markets.191 (For further
discussion of the Hong Kong stock and bond connects, see Chapter
6, “Hong Kong.”)

The steady opening of China’s stock and bond markets in 2019
provides the Chinese government with additional conduits for draw-
ing foreign capital and channels for bolstering its balance of pay-
ments in the face of a slowing economy and trade headwinds. How-
ever, the impact of the measures may be small. In the case of the
stock connect, a number of unresolved compatibility issues, such as
mismatched daily trading volume limits between the two exchanges,

*A range of US. and multinational banking, securities, and insurance firms have taken ad-
vantage of increased liberalization of China’s financial sector. American Express won approval to
clear payments in RMB through a joint venture operation in November 2018, and Standard and
Poor’s became the first foreign company to operate a credit rating agency in China’s domestic
bond markets in July 2019. However, though China committed to a five-year phase-in for banking
services by foreign firms as part of its accession to the WTO, the Chinese government has instead
protected the financial services industry from foreign competition, resulting in a market dominat-
ed by unfairly state-supported Chinese firms. For more on U.S. access to the Chinese market, see
Chapter 3, Section 1, “U.S.-China Commercial Relations.” Doug Palmer and Frank Tang, “China
Slow-Walks Opening Country to U.S. Credit Card Companies,” Politico, April 2, 2019; U.S. Trade
Representative, 2018 Report to Congress on China’s WI'O Compliance, February 2019, 147.

FLaunched in 2002, the QFII program grants foreign investors with relevant qualifications ac-
cess to Chinese stock and bond markets. An RMB-denominated cap applied to a parallel “RQFII”
program was initiated in 2011. The SAFE announcement scraps quotas on both foreign invest-
ment schemes, which have become increasingly overshadowed by the Stock Connect and Bond
Connect schemes. Reuters, “China to Scrap Quotas on QFII, RQFII Foreign Investment Schemes,”
September 10, 2019.
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will make it illiquid in the beginning.* Furthermore, listings are
subject to minimum market capitalization requirements, limiting
the number of potential participants.192 The removal of investment
quotas is also mostly symbolic; despite a doubling of the QFII quota
to $300 billion in January 2019, only $111.4 billion of the limit had
been used by foreign investors by the end of August.193

Internal and External Pressures Prompt FTZ Expansion and Reform

The Chinese government took steps to expand its FTZ program to
underdeveloped provinces in 2019, as well as marginally ease busi-
ness registration and licensing procedures in China’s pilot FTZs.7
In establishing new FTZs, Beijing seeks to deepen trade ties with
neighboring countries and bolster economic development in China’s
poorer inland regions. The cutting of red tape in already established
FTZs aims to counteract downward economic pressure by improving
the business environment.

Against the backdrop of trade frictions with the United States,
the expansion of pilot FTZs into border regions and underdevel-
oped provinces underscores efforts by the Chinese government
to strengthen trade ties with other countries and boost economic
growth.194 Newly established FTZs in the relatively underdeveloped
Yunnan and Guangxi provinces, for example, aim to promote greater
economic integration between China and Southeast Asia as well as
draw foreign investment.195 In a press conference announcing the
establishment of the new FTZs, Vice Minister of Commerce Wang
Shouwen noted that the Guangxi FTZ will also “form an important
gateway” to the Association of Southeast Asian Nations in advanc-
ing the Belt and Road Initiative.196

Separately, in August 2019, Premier Li announced steps to simpli-
fy business registration and permit requirements for foreign compa-
nies in China’s FTZs.197 Foreign companies in China require a range
of permits—in addition to a business license—to operate, effective-
ly heightening market entry thresholds.198 Beginning in December
2019, permit requirements for 81 items will be abolished, simplified,
or replaced by precommitments of compliance.199 While the move is
intended to make it easier for foreign companies to start operations
as quickly as possible, it only applies to China’s FTZs and does not
address broader market access issues in the Chinese economy. Addi-
tionally, permit requirements for 442 other items remain in force.200

*The Shanghai Stock Exchange enforces a 10 percent daily trading limit, while the London
Stock Exchange has no such restriction, in theory making Chinese securities purchased through
the connect less liquid than other securities traded on the London stock market. Tom Hancock
et al., “London-Shanghai Stock Link Hailed as Groundbreaking,” Financial Times, June 16, 2019.

TAn FTZ is a type of special economic zone. It is a designated geographic area where economic
transactions are conducted under terms and regulations different from the general conditions ad-
ministered outside the FTZ. China’s government has used FTZs to test economic reform measures
promoting financial liberalization, simplifying the foreign investment management system, and
easing international trade. Customs clearances procedures are relatively streamlined in China’s
FTZs (e.g., goods imported into them can be stored, handled, and re-exported to other overseas
destinations or routed into the Chinese market at reduced duty rates). The Chinese government
established China’s first FTZ in Shanghai in 2013, and has since expanded the FTZ program to
a total of 18 zones as of September 2019, with more zones increasingly being located in China’s
underdeveloped interior. Shen Fan and Han Wei, “China Expands FTZ Pilot Program to Promote
Trade and Reforms,” Caixin, August 27, 2019.
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SECTION 2: YEAR IN REVIEW: SECURITY,
POLITICS, AND FOREIGN AFFAIRS

Key Findings

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
Chinese Communist Party (CCP) viewed its “historic mission”
as being not only to govern China, but also to profoundly in-
fluence global governance. The CCP took new steps to promote
itself abroad as a model worthy of emulation, casting its polit-
ical 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 People’s
Liberation Army’s (PLA) preparations for a potential military
conflict while indicating Beijing’s intent to position the PLA as
a globally-oriented military force. General Secretary of the CCP
Xi Jinping urged the PLA to make preparations for a possi-
ble conflict with the “powerful enemy adversary”—a phrase the
CCP uses to refer to the United States—central to its modern-
ization and training efforts.

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.

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.

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
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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.

Introduction

In 2019, Beijing took new steps to advance the aggressive approach
to foreign and security policy it has taken in recent years in the In-
do-Pacific region and around the globe. Over the past year, the CCP
promoted itself abroad as a model worthy of emulation, casting its po-
litical system and approach to economic development as superior alter-
natives to that of the United States and other democratic countries.!
Meanwhile, Beijing used its growing economic and political clout in a
campaign that increasingly extended beyond the Indo-Pacific region to
silence criticism of the CCP and coerce other countries into conforming
to Beijing’s wishes.

Against the backdrop of deepening tensions over trade and tech-
nology with the United States and other countries, China made ef-
forts to assuage foreign concerns over its diplomatic, economic, and
military ambitions, although it gave little indication it was willing
to alter the essential features of its policy. In the Indo-Pacific re-
gion, Beijing used displays of military force to intimidate its neigh-
bors while continuing its military build-up and issuing new calls to
improve military readiness, including for a possible conflict involv-
ing the United States.2 In response to new challenges in China’s
political and security environment, the CCP reinforced ideological
and nationalistic messaging as it prepared the population for a pro-
tracted, multidecade confrontation with Washington and its allies
over divergent views of security issues and political and economic
systems.

This section begins by examining Beijing’s actions in 2019 to pro-
mote itself as a global political and economic leader, improve its
military readiness, and coerce or interfere in the domestic affairs
of countries acting in ways contrary to its interests. It then assess-
es China’s attempts to strengthen its foreign relations around the
globe and advance its sovereignty claims in the East China Sea,
South China Sea, and along the Indian border. The section concludes
with an examination of new areas of competition and attempts at
cooperation in the U.S.-China relationship. This section is based on
Commission hearings and briefings, the Commission’s May 2019
fact-finding trip to the Indo-Pacific, discussions with outside experts,
and open source research and analysis.

A Year of Both Success and Setback

In 2019, Beijing declared in unambiguous terms its intent to re-
vise and reorder the international system in ways it believes are
more befitting its national interests. Repeating language introduced
at the CCP’s 19th National Congress in 2017, General Secretary
Xi and other top Chinese leaders reaffirmed China’s view of itself
as “moving closer to the world’s center stage” and offering a new
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“Chinese plan” to solve global challenges.3 At the National People’s
Congress held in March 2019, Chinese Premier Li Keqgiang spoke in
stronger language than he had previously at the annual assembly,
declaring China would “actively participate in the reform and im-
provement of the global governance system ... and push forward the
building of a ‘community of common human destiny’”—the latter a
formulation the CCP has used with increasing frequency to refer to
what appears to be its vision for a global order revised to Beijing’s
advantage.*4 Premier Li used more passive language in his address
to the assembly in March 2018, for instance, stating only that China
had “called for ... and stands ready to work with other countries to
build a community of common human destiny.”>

Other Chinese leaders used even clearer terms to describe China’s
aspirations to play a global leadership role. In an article published
in the influential Party journal Qiushi (Seeking Truth) in September
2019, Chinese Politburo member and top diplomat Yang Jiechi de-
scribed a central aim of China’s foreign policy since 2012 as having
been to “lead and shape” changes to the global governance system.®
This language matched General Secretary Xi’s claim in 2018 that
China would “lead” changes to global governance rather than merely
participate in these changes.” Over the past year, China applied its
formulation for a revised international order to its relations with
regions around the world, calling for the construction of “communi-
ties of common destiny” encompassing Asia,® Latin America and the
Caribbean,® Africa,l? space,!! and cyberspace.l2 Central to Beijing’s
ambition is the CCP’s view that the world is currently undergoing
epochal changes “not seen in a century,” driven in large part by Chi-
na’s own actions, which require Chinese leaders to play an active
role in leading and shaping these changes.13

As part of its vision for a revised world order, Beijing reaffirmed
its desire to gain wider international acceptance of China’s author-
itarian political system and development model, especially as em-
bodied in its BRI. Beijing has identified BRI as its model for the
construction of a new international order, with General Secretary
Xi describing it as both a platform for economic cooperation and an
“avenue ... for perfecting the global development model and global
governance.”14 In April 2019, China held its second international fo-
rum on BRI, where General Secretary Xi repeated these themes and
noted China had added 50 BRI signatories—including Italy, which
in March became the first G7 country to sign onto the project—since
holding its first BRI forum in 2017.15

But the CCP gave signs its ambition to reshape the internation-
al order transcended the expanded scope of BRI to include gaining
acceptance of—and even promoting abroad—its repressive vision of
governance. In a December 2018 speech commemorating 40 years

*The phrase “community of common human destiny”—alternately translated “community with
a shared future for mankind”—was first used by former CCP general secretary Hu Jintao, but
has been invoked with much greater frequency by current general secretary Xi Jinping. A recent
state-backed study of CCP strategy published by Fudan University describes the phrase as “the
contemporary Chinese Marxist cultural form of China moving toward and leading the world”
and as China’s post-19th National Party Congress “global cultural strategy.” See Chen Mingming
and Xiao Cunliang, eds., The Frontiers of United Front Theory and Practice (i3 55C
AT, Fudan University Press, December 2018, 268. Translation; Liza Tobin, “Xi’s Vision for
Transforming Global Governance: A Strategic Challenge for Washington and Its Allies,” Texas
National Security Review 2:1 (November 2018): 155.
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of China’s reform and opening era, General Secretary Xi suggest-
ed the CCP still views its “historic mission” as being not only to
govern China, but also to profoundly influence global governance.*
Reserving some of his highest praise for Karl Marx and Mao Ze-
dong, General Secretary Xi invoked Mao’s characterization of the
revolutionary nature of the CCP’s victory in the Chinese Civil War,
repeating the judgment of the People’s Republic’s first supreme lead-
er that the CCP had proven it was “good not only at destroying an
old world, but now must become good at creating a new one.”16 In
his September 2019 Qiushi article, State Councilor Yang argued the
CCP had provided the international community with a “profound”
and uniquely Chinese vision for how to create and shape the world’s
future development.1” He concluded that China’s vision would “rad-
ically reform” existing global concepts and come to “occupy the com-
manding heights of international morality and justice.”18

Building a Combat-Ready and Increasingly Global Military

In 2019, Chinese civilian and military leaders took a more stri-
dent tone in their discussion of military affairs, reinforcing a sense
of urgency in the PLA’s preparations for a potential military conflict.
On January 4, General Secretary Xi issued an order of instructions
to the PLA for the second straight year, using more openly confron-
tational language than he did the year before.l® In his order, he
instructed the PLA to prepare for a host of “risks and challenges”
in the year ahead and to make improving combat readiness the pri-
mary focus of its efforts. In a notable addition, General Secretary
Xi urged the force not to fear “the powerful enemy adversary’—a
phrase used by the CCP to refer to the United States he had not
used in his 2018 public instruction.20 In a fiery speech at the Sin-
gapore-hosted Shangri-La Dialogue in June 2019, Chinese Defense
Minister Wei Fenghe sounded similar warnings over China’s readi-
ness to go to war to defend its interests. Vowing the PLA would not
“yield a single inch of [China’s] sacred land,” Defense Minister Wei
decried the U.S. relationship with Taiwan and presence in the South
China Sea, while quoting China’s national anthem as evidence of
China’s resolve to “defeat all enemies”: “Arise, all those who do not
want to be enslaved. Let’s build the new Great Wall with our flesh
and blood.”21

Meanwhile, Chinese leaders reiterated their call to build the PLA
into a “world-class” military positioned to conduct combat operations
both within and beyond the Indo-Pacific region. In July 2019, Bei-
jing released a new defense white paper—the first it had issued
since 2015—that included language unmistakably denoting China’s
intent to position the PLA as a globally-oriented military force.22
Although previous white papers had also tasked the PLA with re-
quirements to undertake missions overseas, the new document was
much more explicit in its call for the PLA to increase its overseas

*For more information on Chinese leaders’ connection of the CCP’s mission with global gov-
ernance and development, see Wang Yi, “Take Xi Jinping Thought on Socialism with Chinese
Characteristics for a New Era’ to Lead the Opening of New Frontiers for Chinese Diplomacy
(LA 2T~ AR rp [ e ik 25 32 SCRAR 5] 451rh [ A A2 FFREHT B2 9Y),” People’s Daily, December 19,
2017. Translation; Xinhua, “Xi Jinping: Promote the Successful Implementation of One Belt,
One Road to Benefit the People (2]ii-f-: st “—ai— %" EHOELEE A R),” August 27,
2018. Translation.
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military presence and shoulder global security responsibilities.*
Drawing justification from its claim that China’s overseas interests
were endangered by a number of threats, the paper stated Beijing’s
intent to expand its overseas military presence and actively work
to revise norms for global security governance.23 Noting the “global
significance” of China’s new defense policy, the document further
argued that in the face of increasing global security challenges from
cybersecurity to Iran and Syria, “no country can stand aloof.”24 Later
that month, prior to the PLA’s anniversary celebration on August 1,
General Secretary Xi admonished a gathering of senior civilian and
military leaders to “resolutely eliminate all outdated ideological and
behavioral obstacles” that could hamper the force’s ability to build
a world-class military and enhance its combat preparedness.2®> (For
more information on China’s military modernization and strategy
for employing the PLA abroad, see Chapter 4, Section 1, “Beijing’s
‘World-Class’ Military Goal.”)

Concerns over Mounting External Challenges

Despite signs of outward confidence, the CCP also revealed a
growing unease over the mounting external resistance to its am-
bitions, which it viewed as threatening its objectives abroad and
even its stability at home. As trade tensions between China and the
United States deepened, General Secretary Xi warned in his speech
commemorating China’s reform and opening era that the country
could soon face “unimaginably stormy seas” as it made efforts to
overcome a host of significant internal and external challenges.26
In his address to the National People’s Congress in March 2019,
Premier Li described China as facing a “profound change” in its
external environment that had contributed to “complex and severe
situations ... rarely seen for many years.”27

In May, following a breakdown in trade negotiations with the
United States and the addition of Chinese telecommunications com-
pany Huawei to the U.S. Entity List, General Secretary Xi made
a highly-publicized inspection tour of central China. In a pair of
symbolic gestures, he visited one of China’s major mining and pro-
cessing facilities for rare earths and a monument marking the be-
ginning of the CCP’s Long March to escape encirclement by Chinese
Nationalist forces during the Chinese Civil War.} 28 During the visit,
he declared that the CCP was now engaged in a “New Long March”
amid intensifying, long-term challenges coming both from within

*For instance, China’s 2015 defense white paper had included for the first time a mission for
the PLA to protect China’s “overseas interests.” As early as 2006, China’s defense white paper
noted the PLA’s responsibility to “maintain world peace,” reflecting the increasingly global role
then-CCP General Secretary Hu Jintao envisioned for the PLA in the “new historic missions” he
assigned to the force. Still, Chinese officials regularly denied any intention to permanently station
troops abroad, stating as recently as late 2012 that China had never and would not establish
an overseas military base. See Hindu, “China Has No Plan for Indian Ocean Military Bases,”
September 4, 2012; China’s State Council Information Office, “China’s Military Strategy,” May
27, 2015; China’s State Council Information Office, “China’s National Defense in 2006,” December
29, 2006.

TDurmg the Long March, the CCP’s Red Army—the predecessor of today’s PLA—undertook a
series of military retreats from 1934 to 1935 to evade the Chinese Nationalist Army. The best
known of these retreats began in Jiangxi Province in central China and involved a punishing
journey over mountainous and remote terrain to Yan’an, a small town in northern China that
became the CCP’s wartime stronghold. It is estimated that only one tenth of the force that left
Jiangxi arrived alive in Yan’an. The Long March, which also began the ascent of Mao Zedong to
the CCP’s top leadership position, remains an important CCP symbol of revolutionary determi-
nation in the face of hardship.
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China and abroad. To prevail in this new struggle, he exhorted cad-
res to match the earlier generation’s “revolutionary determination”
and belief in the CCP’s socialist system.2? When Commissioners
visited Beijing in May 2019, large electronic propaganda billboards
were brightly lit around the city telling citizens to prepare for this
“New Long March.” Some billboards depicted PLA soldiers ready to
fight, while others depicted scenes from the 1934-1935 Long March.

Beijing’s perception of its security environment appeared to grow
increasingly pessimistic as 2019 progressed. In June, as protests es-
calated over a proposed extradition bill in Hong Kong, China’s vice
minister of public security issued a notice to security bureaus across
the country, warning ““U.S. suppression’ had become the greatest
external factor affecting China’s ‘political security.’”3° In September,
General Secretary Xi delivered an address at the CCP’s Central Par-
ty School, where he noted China’s challenges were likely to become
even more frequent and severe.3! Repeating the word “struggle” a
total of 58 times, he used martial language normally reserved for
his instructions to the PLA, calling on cadres to become “soldiers”
able to “come at the first call, ready to fight and win.”32 He further
warned that the country must prepare for a wide-ranging struggle
spanning the economic, political, cultural, foreign policy, and mili-
tary domains which would last until at least the middle of the 21st
century.33 (For more information on China’s concerns over its in-
ternal and external security environment, see Chapter 2, “China’s
Internal and External Challenges.”)

Continued “Party-ification” and an Increasingly Rigid Ideology

To support its ambitions abroad while consolidating its rule at
home, the CCP stepped up an ideological and nationalistic messag-
ing campaign to unite its domestic population in support of CCP
policy and against its perceived opponents abroad. In March 2019,
following a common practice used by CCP leadership to emphasize
key areas of national policy, Qiushi reprinted a 2013 speech by Gen-
eral Secretary Xi recalling the history behind the CCP’s path to
power and establishing ideological principles for its future endeav-
ors.34 In the speech, General Secretary Xi warned of the dangers of
Westernization and argued it was “history’s verdict ... [that] only
socialism can save China.”35 Citing China’s rapid economic growth,
he continued that a “new type of Marxism” was now challenging the
assumptions of the democratic model as the “superiority of China’s
socialist system inevitably becomes more apparent ... and the glob-
al influence of China’s development model inevitably increases.”36
He concluded by declaring the fall of capitalism and triumph of so-
cialism to be an “irreversible trend of history,” while urging cadres
to maintain their strategic resolve in realizing the ultimate goal
of Communism.37 In his May 2019 speech on China’s New Long
March, General Secretary Xi reiterated the importance of China
maintaining confidence in its socialist system, declaring the CCP’s
“ideological conviction” and “revolutionary determination” would be
crucial for overcoming China’s internal and external challenges.38

In reestablishing the primacy of ideological discipline, political
rectitude, and social control, the CCP continued to deepen the “Par-
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ty-ification” of the Chinese government and Chinese society.*39 In
practical terms, this effort included new steps to increase the CCP’s
ideological influence over government bodies, media, educational
institutions, private businesses, and state-owned enterprises.4® In
September 2019, the CCP Central Committee announced that dis-
cipline inspections would be carried out in 37 Party and state in-
stitutions, including the Ministry of Foreign Affairs and the CCP’s
International Liaison Department and Central Party School.41 Con-
sidering that many of the targeted government bodies play a role in
foreign affairs work and national policy formulation, the move likely
aimed less to address traditional corruption issues than to ensure
the compliance of key institutions with CCP leadership guidelines.42

The inspections also included Chinese national academies, Par-
ty schools, and media associations, constituting the latest move by
the CCP to reinforce ideological discipline in key organizations im-
pacting education and public opinion.43 Also in September, the CCP
Propaganda Department gave notice that approximately 10,000 re-
porters and editors from 14 state-run online media outlets in Bei-
jing would be required to pass a political loyalty exam in order to
receive updated press cards required to work in the industry.44 At
a March 2019 seminar in Beijing attended by teachers from across
China, General Secretary Xi called on educational institutions from
primary schools to universities to curb discussion of Western ideas
in their classrooms and ensure that teachers spread CCP-approved
content to “nurture support” for CCP rule.45

The CCP’s moves to enhance its influence over media and public
opinion included expanding its censorship of the content of films
and television. In June 2019, a much-anticipated historical drama
film was canceled just before its release, allegedly due to its favor-
able depiction of the CCP’s historical rival, the Chinese Nationalist
Party, during China’s war against Japan in the 1930s.46 Following
the incident, the film company, Huayi Brothers, publicly pledged to
deepen its ties to the CCP and “integrate party-building work into
every aspect ... of film and TV content creation.”47 By mid-July 2019,
a total of three major Chinese films had been abruptly canceled or
suspended for unclear reasons, which some observers took to be a
result of heightened caution over unfavorable portrayals of the CCP
in the leadup to the People’s Republic of China’s (PRC) 70th an-
niversary celebrations in October.4® State censors also delayed or
canceled several popular television series, which experts cited by
state tabloid Global Times believed might be driven by the CCP’s
desire to promote a “correct historic view” among potential view-
ers.4® These actions followed the CCP Propaganda Department’s
assumption of direct oversight of film production in 2018, a signif-
icant step in strengthening adherence to ideological and political
guidelines in Chinese media. The resulting increase in censorship
was reportedly a leading factor in China’s first year-on-year decline
in film revenues in a decade.?°

CCP efforts to control discourse within China’s borders also result-
ed in its deployment of increasingly advanced social management

*For more information on Party-ification, see U.S.-China Economic and Security Review Com-
mission, Chapter 2, Section 1, “Year in Review: Security and Foreign Affairs,” in 2018 Annual
Report to Congress, November 2018, 159-161.



87

technology.*51 In 2019, the CCP introduced a mobile application
called “Study Xi, Strong Country” through which Party members
and state employees are required to engage in daily study of Gener-
al Secretary Xi’s speeches and other CCP ideological content.52 Some
observers have nicknamed the application the “Little Red Phone” in
reference to the Cultural Revolution-era “Little Red Book” contain-
ing quotations from Mao Zedong.?3 Users earn “Xi Study Points”
by scoring well on quizzes and using other features of the applica-
tion. The application also enables digital surveillance because it is
linked to users’ personal information, and metrics regarding users’
performance can be accessed by government offices, schools, and pri-
vate companies to sanction employees and students who earn too
few points.5¢ The program builds on the CCP’s increased efforts to
ensure citizens’ compliance with its social and political directives,
such as through the “social credit system,” which leverages China’s
vast data collection capabilities to incentivize government-approved
thought and behavior.55

Suppressing Resistance through United Front Work

CCP leaders have also pushed to ensure all relevant parts of the
state contribute to the goal of “United Front” work, a strategy to se-
cure the political support of or otherwise co-opt non-Party elements
both in China and in foreign countries.?® The United Front Work
Department (UFWD), the CCP Central Committee body responsible
for coordinating this mission, underwent an extensive reorganiza-
tion in 2018 intended to increase the CCP’s ability to “directly influ-
ence religious groups and overseas Chinese.”{57 The reorganization
has resulted in the UFWD “effectively [subordinating] the Ministry
of Foreign Affairs” in all matters related to influencing the behavior

*Social management, a product of the CCP’s core need to shape and control society to ensure
its own survival, involves guiding and responding to both Party and non-Party actors as a pre-
emptive form of state security to incentivize people into managing their own activities for the
CCP’s benefit. A 1984 People’s Daily report contended effective social management would only
become possible by fully grasping “information, data, systems analysis, and decision modeling,”
something the influence of a “new technological revolution” on management work could make
possible. Increasingly innovative social management is part of a blueprint for the CCP’s continu-
ing ability to maintain power, according to political scientist Samantha Hoffman. The earliest
forms of this social management in China were “grid management” schemes in which communi-
ties policed themselves. House Permanent Select Committee on Intelligence, Hearing on “China’s
Digital Authoritarianism: Surveillance, Influence, and Political Control,” written testimony of Sa-
mantha Hoffman, May 16, 2019, 3. https://docs.house.gov/meetings/IG/IG00/20190516/109462/
HHRG-116-1G00-Wstate-HoffmanS-20190516.pdf, Samantha Hoffman, “Programming China:
The Communist Party’s Autonomic Approach to Managing State Securlty University of Nottmg
ham, 2017, iii, 12, 55-56; Xinhua, “Outline of the 12th Five-Year Plan (Full Text)” (- F.” k124
(X)), 2011 7.8. Translatlon hitp:/ lwww.lse.ac.uk/GranthamlInstitute/wp- content/upluads/
laws/1314 pdf; Song Jian, “Reform of Systems Engineering and Management Systems” (R4t 1.2

5% FL A ) Peoples Daily, September 13, 1984. Translation.

TThe UFWD promotes broader Chinese foreign policy goals by directing activities to recruit
members of the Chinese diaspora as well as by affiliated organizations targeting foreign states
and actors. In tandem with other Chinese government agencies, the UFWD works to induce
foreign governments to adopt policy positions favorable to Beijing, often through covert, coercive
or corrupt means. It restructured its existing bureaus and created four new ones—reaching a
total of six new bureaus created since 2017, including new bureaus focusing on Xinjiang and
China’s middle class—to more clearly delineate responsibility for influence operations target-
ing overseas Chinese and religious communities within China. Previously, a single bureau was
responsible for activities targeting both ethnic minorities and religious communities, which has
now been reorganized so that ethnic work is the responsibility of a stand-alone bureau while two
new bureaus carry out different aspects of religious work. For an overview of the CCP’s United
Front organization, strategy and activities, see Alexander Bowe, “China’s Overseas United Front
Work: Background and Implications for the United States,” U.S.-China Economic and Security
Review Commission, August 24, 2018. See also Alex Joske, “Reorganizing the United Front Work
1B{epar’cment: New Structures for a New Era of Diaspora and Religious Affairs Work,” China Brief,

ay 9, 2019.


https://docs.house.gov/meetings/IG/IG00/20190516/109462/HHRG-116-IG00-Wstate-HoffmanS-20190516.pdf
https://docs.house.gov/meetings/IG/IG00/20190516/109462/HHRG-116-IG00-Wstate-HoffmanS-20190516.pdf
http://www.lse.ac.uk/GranthamInstitute/wp-content/uploads/laws/1314.pdf
http://www.lse.ac.uk/GranthamInstitute/wp-content/uploads/laws/1314.pdf
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and views of ethnic Chinese individuals and communities living out-
side of China.58 This change is noteworthy because such outreach
beyond a country’s national borders is generally associated with a
government’s formal diplomatic arm.

The UFWD’s consolidation of control over religious groups—what
CCP officials have called the “sinicization of religion”—is an attempt
to “radically transform religion into the [CCP’s] servant,” according
to Representative Chris Smith (R-NJ), then co-chair of the Congres-
sional-Executive Commission on China.*5°9 These efforts have in-
volved the mass concentrations of Muslim Uyghurs in prison camps
in China’s western Xinjiang Uyghur Autonomous Region,f as well
as the repression of Tibetan Buddhists, Christians, Chinese Hui
Muslims, and other religious minorities.6® Reports emerged in 2019
that Christian Uyghurs and members of China’s majority Han eth-
nic group who sought to petition the state for official redress or were
considered by the CCP to be politically unreliable have also been
interned in Xinjiang’s prison camps.61

These developments suggest the state-sanctioned campaign of indoc-
trination and religious repression has broadened its reach. Moreover,
the CCP has expanded its suppression of the Muslim faith to the eth-
nic Chinese Hui Muslim population in the Ningxia Hui Autonomous
Region. The campaign in Ningxia has accelerated since the UFWD as-
sumed responsibility for religious affairs in 2018. The CCP has shut
down mosques and Hui-run nursery schools, child care centers, and
religious schools; demolished mosque domes and minarets; and impris-
oned community leaders, including in Xinjiang’s prison camps.62 In
2019, local authorities across China also reportedly replaced the Ten
Commandments in Christian churches with quotations from General
Secretary Xi and portraits of Xi and Mao Zedong.63

Another major consequence of China’s campaign has been its suc-
cess in persuading other countries to at minimum not oppose—and
in many cases, openly support—its policy toward its ethnic Muslim
population. In July 2019, responding to a letter from 21 Western
countries and Japan criticizing the CCP’s treatment of Muslims,} 37
African, Eurasian, Middle Eastern, and other countries—including a
large number of Muslim-majority countries—sent a letter to the UN

*The CCP itself is officially atheist and claims Party membership and religious beliefs are
incompatible. It prohibits its members from holding religious beliefs and has demanded the ex-
pulsion of members who belong to religious organizations. Eleanor Alberts, “Religion in China,”
Council on Foreign Relations, October 11, 8.

TSince 2017, the CCP has detained between one million and three million ethnic Uyghurs, Ka-
zakhs, and other Muslims—some of whom are residents or citizens of the United States and other
countries—in facilities Beijing claims are for “transformation through education” or vocational
training. In fact, detainees are kept in extraordinarily cramped conditions, forced to denounce
their religious beliefs, family, and culture, and subjected to brainwashing, torture, and forced
labor, in some cases leading detainees to commit suicide. In May 2019, in the strongest condem-
nation to date from an Administration official, Assistant Secretary of Defense for East Asia and
the Pacific Randall Schriver contended the facilities merit the description “concentration camp”
due to the sheer number of Muslims detained in the camps, the inhumane treatment to which
they are subjected, and the CCP’s goals in subjecting detainees to this treatment. Phil Stewart,
“China Putting Minority Muslims in ‘Concentration Camps, U.S. Says,” Reuters, May 3, 2019;
China Digital Times, “Foreign Citizens, Residents Caught in Xinjiang Camps,” April 2, 2019;
Tara Francis Chan, “U.S. Resident May Be One of a Million People Imprisoned in China’s Secre-
tive Detention Camps,” Newsweek, March 29, 2019; U.S.-China Economic and Security Review
Commission, 2018 Annual Report to Congress, November 2018, 271-272; Nick Cumming-Bruce,
“U.N. Panel Confronts China over Reports That It Holds a Million Uighurs in Camps,” New York
Times, August 10, 2018.

#Signatories of this letter included Australia, Austria, Belgium, Canada, Denmark, Estonia,
Finland, France, Germany, Iceland, Ireland, Japan, Latvia, Lithuania, Luxembourg, the Nether-
lands, New Zealand, Norway, Spain, Sweden, Switzerland, and the United Kingdom.
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parroting Beijing’s justification of its policies.* 64 Nearly every sig-
natory of the second letter participates in BRI, vividly demonstrat-
ing China’s ability to leverage economic ties to achieve its preferred
geopolitical outcomes.65

Chinese Diplomacy: Toward a China-Led World Order

In 2019, China’s top leaders continued to implement the more
assertive vision for China’s foreign relations called for by General
Secretary Xi in 2018.7 Chinese leaders often framed their foreign
policy in civilizational terms—despite publicly rebuking the United
States for purportedly adopting a “clash of civilizations” mindset—
while attempting to rebrand Beijing’s approach to global order as
superior and in opposition to that of the United States and other
democratic countries.6¢ In an official compilation on BRI published
in December 2018, General Secretary Xi was quoted as describing
BRI as offering the world a new development model “brimming with
Eastern wisdom.”67

Building on this theme, in May 2019 China convened a “Confer-
ence on Dialogue of Asian Civilizations,” inviting attendees from
47 countries both in and outside of Asia, including leaders from
countries often viewed as geographically outside of Asia, such as
Armenia and Greece.?8 In his keynote address General Secretary
Xi criticized the legitimacy of universal values, implying they did
not apply to Asian countries—ignoring the longstanding embrace of
these values by many Asian nations.6? Instead, he called on attend-
ees to strengthen their “civilizational self-confidence” and pursue
what he described as a common dream to build an “Asian communi-
ty of common destiny.”70

Also in May, a delegation of U.S. scholars returning from Beijing
reported that an unnamed member of the CCP’s Politburo had used
“extreme” language to lecture the group at length on civilizational
differences between the United States and China, asserting the two
countries were in fact engaged in a clash of civilizations.”! During
the exchange, the Politburo member accused the United States of
being a Mediterranean culture based on “belligerence and inter-
nal division,” which explained its “oppressive” foreign policy.”2 In
a similar reflection of the sense of civilizational and racial differ-
ence informing the CCP’s worldview, China’s ambassador to Canada
criticized Ottawa’s calls to release a Canadian citizen detained by
Beijing as being an assertion of “Western egotism and white su-
premacy.” 73

Against this backdrop, Chinese officials grew more strident in their
approach to diplomacy with the United States and countries both with-
in and outside the Indo-Pacific region. In June 2019, Beijing released a
white paper placing the blame for trade tensions on the United States,
while a vice foreign minister accused the United States of targeting

*Signatories of the letter defending Beijing’s policies included Algeria, Angola, Bahrain, Be-
larus, Bolivia, Burkina Faso, Burundi, Cambodia, Cameroon, Comoros, Congo, Cuba, Democratic
Republic of the Congo, Egypt, Eritrea, Gabon, Kuwait, Laos, Myanmar, Nigeria, North Korea,
Oman, Pakistan, Philippines, Qatar, Russia, Saudi Arabia, Somalia, South Sudan, Sudan, Syria,
Tajikistan, Togo, Turkmenistan, United Arab Emirates, Venezuela, and Zimbabwe.

T For more information on the new foreign policy guidelines introduced in 2018—known as “Xi
Jinping Thought on Diplomacy of Socialism with Chinese Characteristics for a New Era”—see
Chapter 2, Section 1, of the U.S.-China Economic and Security Review Commission, 2018 Annual
Report to Congress, November 2018, 161-162.
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China with a campaign of “naked economic terrorism [and] economic
homicide.”7* As tensions increased over mass protests in Hong Kong
pushing back against a new extradition bill backed by Beijing, a senior
Chinese diplomat lashed out over social media at European critics, cas-
tigating the British as “descendants of war criminals” unfit to “[give]
lessons to China on freedom.”7> Earlier, in December 2018, Beijing re-
leased a policy paper on its relations with the EU in which it adopted a
much harsher—and even didactic—tone than in its previous EU policy
papers.’® In the paper, Beijing issued instructions to EU member coun-
tries on how to approach issues such as their relations with Taiwan,
Hong Kong, and the Dalai Lama; the timing for lifting the EU arms
embargo on China; and cooperation with China on advanced technolo-
gy and other trade issues.””

In the Indo-Pacific region, Beijing displayed an even more uncom-
promising diplomatic approach. At an Asia-Pacific Economic Coop-
eration summit in November 2018, due to China’s objections over
the inclusion of a phrase agreeing to fight “unfair trade practices,”
the assembly failed to produce a joint statement for the first time
in its 20-year history.”® In what one U.S. official involved in the
negotiations termed “tantrum diplomacy,” Chinese officials decried
other countries’ “scheming” against China during official negotia-
tion sessions, while several forced their way uninvited into the of-
fice of the hosting Papua New Guinea foreign minister to demand
a meeting.”? Security was ultimately called to remove the Chinese
diplomats from the room. In his speech at Singapore’s Shangri-La
Dialogue in June 2019, Chinese Defense Minister Wei staunchly de-
fended China’s island-building campaign and policies in the South
China Sea while warning, “Should anyone cross [China’s] bottom
line, the PLA will resolutely take action and defeat all enemies.”8°
(For more information on pressure China has applied to countries
in the Indo-Pacific, see Chapter 4, Section 4, “Changing Regional
Dynamics: Oceania and Singapore.”)

The Myth of Chinese “Noninterference”

Despite its professed adherence to the principle of noninterfer-
ence in other countries’ internal affairs, China continued its efforts
in 2019 to influence other countries’ political processes as well as
global perceptions of its rise. These efforts took the form of United
Front work, influence activities targeting foreign universities and
media, arbitrary detentions of foreign citizens, and China’s export
of censorship and surveillance technologies.

United Front Work Remains a Prominent Feature of Chinese Foreign
Policy

Over the past year, China continued its efforts to carry out Unit-
ed Front work to advance its interests while co-opting or subvert-
ing sources of potential opposition to the CCP at home and abroad.
In December 2018, Fudan University published a state-supported
study of the CCP’s United Front work, noting these efforts had un-
dergone an epochal transformation. According to the study, where-
as United Front work in China’s earlier reform era sought only to
make the country “rich,” it now aimed to make China “powerful.”81
In May 2019, General Secretary Xi met with overseas Chinese rep-
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resentatives from over 90 countries involved in two “friendship”
societies sponsored by entities subordinate to the UFWD.82 While
meeting with one of the groups, UFWD head You Quan urged partic-
ipants to subordinate themselves to General Secretary Xi’s ideolog-
ical guidance, praised their accomplishments, and emphasized the
importance of their roles in working to bring Taiwan under Beijing’s
control and realizing China’s rejuvenation.®3 In a July 2019 speech,
senior CCP official Pan Yue said General Secretary Xi had ordered
the UFWD to step up its efforts in the face of “increasingly severe
challenges by the West to contain China” and the urgent need to
“win the ideological war.”84 Outside of Beijing, UFWD-subordinate
organizations like the Council for the Promotion of the Peaceful
Reunification of China mobilized international chapters to praise
General Secretary Xi’s January 2019 speech urging unification with
Taiwan.*

China’s 2019 United Front activities in the United States high-
lighted the system’s reach and ambition. In May 2019, Li “Cindy”
Yang, who previously served as vice president of the Florida chapter
of the Council for the Promotion of the Peaceful Reunification of
China, came under scrutiny after it emerged that she had peddled
access to top U.S. government officials and potentially funneled for-
eign campaign contributions to the upcoming 2020 presidential elec-
tion campaign.85 According to the Miami Herald, in 2017 and 2018,
Ms. Yang brought the president of the organization to U.S. political
fundraising events.86

Evidence also emerged of United Front activity targeting influen-
tial U.S. political figures at the subnational level. For example, in
May 2019 a “U.S.-China Governors Collaboration Summit” brought
together U.S. and Chinese business representatives with officials
from U.S. states and Chinese municipal- and provincial-level gov-
ernments to discuss trade opportunities, especially in the areas of
manufacturing, infrastructure, and innovation.8?” On the Chinese
side, the event was organized by entities linked to the United Front
organization, and China’s Ministry of Foreign Affairs later praised
the summit for its efforts to “promote the sound and steady devel-
opment of China-U.S. relations through subnational exchange and
cooperation.”88

Influencing Foreign Media and Universities

In 2019, China’s media practices abroad continued to promote
positive narratives and neutralize criticism of the CCP, in some cas-
es constituting a direct assault on press freedoms and democrat-
ic values. China sought to generate favorable foreign coverage by
acquiring stakes in local media, placing positive advertisements in
newspapers, and offering all-expenses-paid “training” trips to Chi-
na for foreign journalists, sometimes explicitly incorporating such
strategies into BRI.8° The inaugural meeting of the Belt and Road

*The China Council for the Promotion of Peaceful Reunification (CPPRC) is a prominent or-
ganization promoting China’s unification with Taiwan. The CPPRC is directly subordinate to the
UFWD and has at least 200 chapters in 90 countries, including 36 chapters in the United States.
For an overview of the CPPRC, see John Dotson, “The United Front Work Department Goes
Global: The Worldwide Expansmn of the Council for the Promotion of the Peaceful Reunification
of China,” Jamestown Foundation, May 9, 2019 and Alexander Bowe, “China’s Overseas United
Front Work: Background and Imphcatmns for the United States,” U. S.-China Economic and Se-
curity Review Comission, August 24, 2018, 8.
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News Network, an association consisting of 182 media outlets from
86 countries, was held in Beijing in April 2019 with the aim of pro-
moting positive coverage of the project in BRI countries.?© A March
2019 report by Reporters Without Borders concluded that China
aims to build a “new world media order” in which “journalists are
nothing more than state propaganda auxiliaries.”®! China’s govern-
ment has reportedly invested approximately $1.4 billion (10 billion
renminbi) annually over the last decade to improve its international
media presence, according to Reporters Without Borders.*

Chinese officials also proved willing to resort to intimidation when
incentives did not suffice. In some cases, this included state-sanc-
tioned bullying of foreign media in their own countries, exhibiting
a blatant disregard for local laws protecting freedom of expression.
For example, the Chinese Embassy in Sweden castigated a major
Swedish news outlet in March 2019 for allowing Taiwan’s govern-
ment representative to publish an article calling on Sweden to sup-
port Taiwan’s democracy in the face of Chinese pressure.92 “The
article amounts to serious political provocation and fraud,” the em-
bassy said, accusing the outlet of providing a “platform for ‘Taiwan
independence’ separatist activities.”’93 In May 2019, the Chinese
Embassy condemned a Swedish newspaper for publishing an arti-
cle advocating Taiwan’s attendance at the World Health Assembly,
charging it with a “serious violation of the basic principles of Swed-
ish diplomacy” and demanding the newspaper “immediately correct
the mistake.”94

Universities in countries around the world also faced challeng-
es to their institutional autonomy and academic freedom stemming
from China’s influence activities.f In February 2019, pro-Tibetan
independence Tibetan Canadian student Chemi Lhamo received
thousands of insults and death threats from Chinese students after
being elected student union president at the University of Toron-
t0.95 According to Charles Burton, a consultant with the Canadian
Security and Intelligence Service and former Canadian diplomat,
Lhamo’s harassment was consistent with the Chinese government’s
strategy to undermine dissidents and was likely coordinated by the
UFWD’s Canada desk.?6 That same month, a group of Chinese stu-

*The Chinese state-owned broadcaster China Global Television Network, for example, now has
five 24-hour TV news channels (in English, Chinese, Russian, Arabic and French) as well as an
English-language documentary channel. With TV programs in 140 countries, China Global Tele-
vision Network maintains 70 bureaus and employs 10,000 people around the world. China Radio
International broadcasts in 65 languages from its own stations and is the largest shareholder in
at least 33 other radio stations in 14 countries, including the United States, a November 2015
Reuters investigation found. For more information, see Koh Gui Qing and John Shiffman, “Ex-
posed—Beijing’s Covert Global Radio Network,” Reuters, November 2, 2015; Reporters Without
Borders, “China’s Pursuit of a New World Media Order,” March 22, 2019, 30.

TThe Chinese government employs a host of tools to influence academic discourse, including
the Confucius Institutes, Chinese Students and Scholars Associations, joint research initiatives
between Chinese companies and U.S. universities, funding of professorships and research insti-
tutes, and the intimidation of faculty and staff. For an overview of China’s influence activities in
education, see Bethany Allen-Ebrahimian, “China’s Long Arm Reaches into American Campuses,”
Foreign Policy, March 7, 2018; Bethany Allen-Ebrahimian, “This Beijing-Linked Billionaire Is
Funding Policy Research at Washington’s Most Influential Institutions,” Foreign Policy, November
28, 2017; Larry Diamond and Orville Schell, “Chinese Influence & American Interests: Promoting
Constructive Vigilance,” Hoover Institution, November 2018; Sheena Chestnut Greitens and Rory
Truex, “Repressive Experiences among China Scholars: New Evidence from Survey Data,” Au-
gust 1, 2018; Anastasya Lloyd-Damnjanovic, “A Preliminary Study of PRC Political Influence and
Interference Activities in American Higher Education,” Woodrow Wilson International Center for
Scholars, September 2018; Yojana Sharma, “Huawei Research Ties with World’s Top Universities
at Risk from U.S. Advice,” University World News, January 25, 2019.
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dents at McMaster University in Ontario heckled Uyghur activist
Rukiye Turdush during a lecture on campus about China’s mass
internment of Muslims in Xinjiang, contacting the Chinese Embassy
about the event and submitting photos of the event to embassy offi-
cials afterward.®” In June 2019, New Zealand’s Auckland University
of Technology allegedly canceled an event commemorating the 30th
anniversary of the Tiananmen Square massacre in response to pres-
sure from China’s vice consul-general in the country.98 A July 2019
report in The Atlantic also found that Chinese student organiza-
tions based at German universities had distributed materials with
pro-Beijing and CCP political messages, likely with state backing.9?

Over the past year, revelations of China’s political influence in
U.S. higher education prompted U.S. nonprofits, universities, and
lawmakers to act. For example, Human Rights Watch, the Associ-
ation of American Universities, and the Association of Public and
Land-Grant Universities all released “best practices” for U.S. uni-
versities to curb undue foreign influence and interference activities
on campus.199 In May 2019, the University of Maryland publicly ac-
knowledged the need “to prevent foreign infringement on values of
free speech and scientific integrity” and formed a campus committee
to explore responses to these problems.101

Following congressional outreach and the passage of the 2019 Na-
tional Defense Authorization Act, which prohibited the use of appro-
priated funds for Chinese language programs at colleges or univer-
sities hosting a Confucius Institute, 22 U.S. universities closed their
Confucius Institutes.* 102 Ag of October 2019, a total of 26 Confucius
Institutes have been shuttered by their host institutions since their
establishment in the 2000s, while 86 remained operational at uni-
versities throughout the United States.193 The U.S. Department of
Justice’s (DOJ) China Initiative also worked throughout 2019 to “ed-
ucate colleges and universities about potential threats to academic
freedom and open discourse from influence efforts on campus” and
crack down on unregistered foreign agents seeking to advance Chi-
na’s political agenda.j 104

Arbitrary Detentions and Harassment of Foreign Citizens

China showed increased willingness to arbitrarily detain and
levy severe punishment against foreign citizens in 2019, under-

*The 22 U.S. universities that made or announced their decision to close their Confucius Insti-
tutes since 2018 were: the University of Illinois-Urbana Champaign, the University of West Flor-
ida, Texas A&M University, Prairie View A&M University, the University of Iowa, the University
of North Florida, North Carolina State University, the University of Michigan, the University
of South Florida, the University of Rhode Island, the University of Massachusetts Boston, the
University of Tennessee Knoxville, the University of Minnesota, the University of Montana, In-
diana University-Purdue University Indianapolis, Western Kentucky University, the University
of Oregon, Northern State University, San Francisco State University, the University of Hawaii
Manoa, Arizona State University, and San Diego State University. See Kyra Hass, “ASU Closes
China-Funded Institute after Defense Department Gives Ultimatum,” AZ Central, August 24,
2019; Rachelle Peterson, “Confucius Institutes in the U.S. That Are Closing,” National Association
of Scholars, June 2019; San Diego State University News Center, “New Chinese, Global Education
Center Launched at SDSU,” August 7, 2019.

TThe DOJ China Initiative was established in November 2018 to counter threats to U.S. na-
tional security stemming from China and is led by Assistant Attorney General John Demers.
The China Initiative’s goals include identifying and prosecuting those engaged in trade secret
theft, hacking, and economic espionage; protecting U.S. critical infrastructure against external
threats including foreign direct investment and supply chain threats; and prosecuting foreign
agents seeking to influence the U.S. public and policymakers without proper registration. See U.S.
Department of Justice, Attorney General Jeff Session’s China Initiative Fact Sheet, November 1,
2018. https://www.justice.gov/opa/speech/ﬁle/1107256/download.
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scoring the country’s disregard for the rule of law and willingness
to use foreign nationals as bargaining chips in inter-state political
disputes. The most high-profile development of the year involved
Chinese authorities’ decision to charge Canadian businessman Mi-
chael Spavor and former Canadian diplomat Michael Kovrig with
espionage in May 2019.105 Messrs. Spavor and Kovrig, who were
held under harsh conditions without access to legal representation
or their families, were detained in December 2018 in apparent retal-
iation for Canada’s arrest earlier that month of Huawei’s Chief Fi-
nancial Officer Meng Wanzhou in connection with Huawei’s alleged
violation of U.S. sanctions on Iran.196 Ms. Meng is also the daugh-
ter of Huawei founder and CEO Ren Zhengfei. In an example of
what Donald Clarke, expert on Chinese law at George Washington
University, called “death-threat diplomacy,” the Chinese government
also sentenced Canadian citizen Robert Lloyd Schellenberg to death
on drug charges shortly after the detention of Ms. Meng, which
could indicate a linkage between the cases.1°7 Notably, Beijing took
the highly unusual step of ordering a retrial to secure the much
harsher sentence for Mr. Schellenberg only weeks after Canadian
authorities detained Ms. Meng, further suggesting political motiva-
tions behind the decision.198 Mr. Schellenberg is in the process of
appealing the sentence.109

Several cases over the last two years demonstrated Beijing’s will-
ingness to apply “exit bans” to U.S. citizens, particularly those of
Chinese heritage, to prevent them from leaving China. These bans
may violate customary international law regarding an individual’s
right to leave any country such as that contained in the Universal
Declaration of Human Rights and the International Covenant on
Civil and Political Rights.110 Moreover, China’s frequent targeting of
foreign citizens of Chinese descent suggests a racial motivation and
Beijing’s apparent belief in its right to apply elements of Chinese
law and sovereignty over these individuals.

In June 2019, a Chinese American executive at Koch Industries vis-
iting southern China for business was told he would not be able to
leave the country and was interrogated for several days about U.S.-Chi-
na trade tensions before intervention by the U.S. Department of State
led to his release.l1l U.S. citizen Wan “Fiona” Huang, who is related
by marriage to jailed former Chinese security chief Zhou Yongkang,
said in a series of posts on Twitter in July 2019 that Chinese author-
ities would not let her or her 11-year old daughter, who is also a U.S.
citizen, leave the country.112 Victor and Cynthia Liu, two U.S. citizens
who entered China in June 2018 to visit family, remain barred from
leaving the country despite local authorities’ insistence they are not
being investigated or charged with a crime relating to their father Liu
Changming, a Chinese citizen who is wanted for fraud.113 “Our lives
have been interrupted and we feel trapped,” Cynthia Liu said in a vid-
eo obtained by CNN in May 2019.114 “We live with the grave fear that
even as Americans our safety is not guaranteed, our voices cannot be
properly heard and that our destiny is not in our control.” As many as
two dozen U.S. citizens have been prevented from leaving China over
the past two years.*115 The State Department’s January 2019 travel

*The U.S. government has publicly criticized China’s coercive use of exit bans. U.S. Secretary
of State Mike Pompeo has reportedly raised concerns about the use of exit bans in meetings
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advisory warned that Chinese authorities may arbitrarily enforce local
laws and noted “U.S. citizens under exit bans have been harassed and
threatened.”116

There were also several reports in 2019 of cases in which U.S. citi-
zens were harassed by Chinese authorities during visits to the coun-
try. For example, a former U.S. diplomat was confronted at his hotel
by several plainclothes officers while in Beijing for an artificial in-
telligence forum in June 2019.117 The officers pressured the former
U.S. diplomat to accompany them off the premises for questioning
and only dispersed after several U.S. Embassy officials arrived.118
Due to such cases, some U.S. companies are drawing up contingency
plans should their executives face harassment during their travel
to China.11® Chinese authorities warned major foreign technology
companies in June 2019 that they would suffer dire consequences
if they cooperated with the Trump Administration’s ban on sales of
key U.S. technology to Chinese companies, only reinforcing concerns
that trade war tensions could turn businesspeople into targets.120

Beyond the business community, arrests and deportations of for-
eign teachers in China increased significantly in 2019 amid the
CCP’s crackdown on foreign influences in China’s education system.
According to an August 2019 Reuters report, requests from foreign
teachers for legal representation to contest enhanced—and often ar-
bitrary—enforcement of Chinese laws had surged by between four
and tenfold since February 2019.121

Exporting Censorship and Surveillance Technologies

In 2019, China continued to export methods, technologies, and
principles of internet governance that improve foreign governments’
ability to censor and surveil their own populations. In contrast to
the open and free conception of internet governance championed by
the United States, China promotes so-called “internet sovereignty,”
or the idea that governments should be able to control their coun-
tries’ internets to prevent instability from public access to sensitive
information from foreign or domestic sources.*122 The primary ve-
hicle through which China advocates for internet sovereignty is its
annual World Internet Conference, though it also coordinates with
like-minded states to propagate this norm.123 At the most recent
iteration of the conference in November 2018, which discussed arti-

with Chinese interlocutors. U.S. lawmakers also identified China’s exit bans as a key problem in
a November 2018 letter to Secretary Pompeo. For an overview of U.S. government responses to
China’s use of exit bans, see U.S. Senate, “Senate Letter to Secretary Pompeo Re: Chinese Exit
Bans,” November 29, 2018; Edward Wong and Michael Forsythe, “China’s Tactic to Catch a Fugi-
tive Official: Hold His Two American Children,” New York Times, November 25, 2018.

*According to New America Foundation analysts Robert Morgus and Justin Sherman, the gov-
ernments of the United States and other democratic societies have championed a global internet
that has five characteristics: it is (1) free (“any user can access and exchange information on
and through the internet without unreasonable restriction”); (2) open (“systems and infrastruc-
ture are merely conduits for data transmission; they are net neutral and oblivious to what goes
through them”); (3) interoperable (“parts of the global system [network] work with other parts
of the global system [network]; ‘A’ can easily move or convert to ‘B™); (4) secure (“the system
upholds the confidentiality, integrity, and availability of its users, its data, and itself”); and (5)
resilient (“no single points of failure exist in the network; systems do their intended job despite
impediments”). U.S. government policy documents have invoked these principles as far back as
the early 2000s. In contrast, countries like China, Russia, and Iran have promoted regulatory and
legislative structures that legitimate state control over the flow of information on the internet.
These countries wish “to leverage the internet’s potential to grow wealth, while also managing
its capacity to sow instability and create new harms at home and abroad.” See Robert Morgus
and Justin Sherman, “The Idealized Internet vs. Internet Realities (Version 1.0),” New America
Foundation, July 2018, 7, 10.
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ficial intelligence and 5G, among other issues, General Secretary Xi
sent a congratulatory letter calling on attendees to improve global
internet governance and create a “community of common destiny in
cyberspace.”12¢ In advocating for internet sovereignty, China pro-
vides a political blueprint for other authoritarian countries seeking
to manage the information space.

China also sold other countries technologies over the past year
that make censorship, surveillance, and political repression possi-
ble.* An August 2019 Wall Street Journal investigation, for exam-
ple, found that Huawei employees had assisted at least two African
governments in spying on their political opponents, including inter-
cepting their encrypted communications and tracking them through
their cell data.12> Experts offer varying assessments of the extent
to which China has spread its surveillance technology and methods
around the globe. Boise State University professor Steven Feldstein
wrote in an April 2019 Newsweek article that Chinese companies
have exported surveillance technology to at least 54 countries, often
through deals associated with BRI.126 Chinese companies Hikvi-
sion, Yitu, and SenseTime have supplied facial recognition camer-
as for use in countries like Singapore, Mr. Feldstein notes, while
Huawei and ZTE are using built-in surveillance technology in their
construction of “smart cities” in Pakistan, the Philippines, and Ken-
ya.127 The independent watchdog Freedom House offered a more
conservative estimate in its October 2018 report, finding that 18
countries have to date used Chinese-made monitoring systems and
36 have received training from China in censorship-related topics
like “public opinion guidance.”128

An Expanding Network of Global Partnerships

In 2019, Beijing extended the reach of its assertive diplomacy as
it sought to shore up ties with partners and promote itself as a
leader in key regions around the world. China’s relations with North
Korea and Iran were particularly consequential, while its growing
influence in the Western Hemisphere, Africa, and the Middle East
also had direct implications for U.S. interests. (For more information
on China’s ties with Russia, see Chapter 4, Section 2, “An Uneasy
Entente: China-Russia Relations in a New Era of Strategic Compe-
tition with the United States.”)

Improving Relations with North Korea

In June 2019, General Secretary Xi met with North Korean leader
Kim Jong Un in Pyongyang in a bid to improve bilateral ties and re-
establish China’s influence as a power broker between North Korea
and the United States. During the two-day summit—the first time
the CCP’s top leader had visited North Korea since 2005—General
Secretary Xi pledged to achieve a political resolution to North Ko-
rea’s nuclear issue and cooperate with North Korea in return for
concessions by Pyongyang in its negotiations with the United States

*Chinese firms have developed information filtration software, facial recognition sensors, ma-
chine learning algorithms, and surveillance cameras for use by law enforcement both at home and
abroad. For an overview of Chinese sales of censorship and surveillance technologies, see Daniel
Beniam and Hollie Russon Gilman, “China’s Aggressive Surveillance Technology Will Spread be-

yond Its Borders,” Slate, August 9, 2018 Paul Mozur, Jonah M. Kessel, and Melissa Chan, “Made
in China, Exported to the World: The Surveillance State, New York szes, April 24, 2019.
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over the dismantling of its nuclear weapons program.129 Analysts
asserted that by making the rare visit, Beijing sought to bolster its
position in its relationship with the United States while also expos-
ing fears that Pyongyang might strengthen relations with Wash-
ington at the expense of Beijing.130 The meeting was timed to oc-
cur ahead of General Secretary Xi’s meeting with President Donald
Trump on the sidelines of the June 28-29 G20 Summit in Osaka,
Japan, and President Trump’s subsequent meeting with Chairman
Kim on June 30.131 Beijing’s attempts to portray itself as a middle
man in resolving the North Korean nuclear issue could also have
been a response to previous indications from the United States that
China’s cooperation on North Korea could result in better terms in
Beijing’s trade talks with Washington.132

Undermining Sanctions against Iran

As tensions mounted in 2019 between the United States and Iran
over the 2015 Joint Comprehensive Plan of Action, Beijing lent rhe-
torical support to Tehran while undermining U.S. sanctions on Iran
by clandestinely purchasing Iranian energy exports. In May 2019,
Chinese Foreign Minister Wang Yi voiced China’s opposition to ad-
ditional U.S. sanctions placed on Iran for its violations of the nucle-
ar agreement and vowed to support Iran’s efforts to safeguard its
national interests.133 Geng Shuang, spokesman for China’s Foreign
Ministry, held the United States responsible for Iran’s violations of
the Joint Comprehensive Plan of Action, stating in July 2019, “The
maximum pressure exerted by the United States on Iran is the root
cause of the Iranian nuclear crisis.” 134

Following the expiration on May 2 of sanctions waivers grant-
ed by the United States to China allowing for the temporary con-
tinued import of Iranian oil and gas, China continued importing
Iranian energy in violation of U.S. sanctions, although at reduced
levels compared to its previous import volume.*135 Paris-based
data intelligence firm Kpler SAS estimated that five supertankers
shipped roughly $100 million worth of Iranian liquefied petroleum
gas, used for products like cooking fuel and plastic, to China in May
and June 2019.136 China acted to camouflage its import of Irani-
an liquefied petroleum gas, using techniques such as switching off
the transponders of ships and intentionally reporting false import
destinations.137 China continued its purchase of Iranian energy in
July, importing between 4.4 million and 11 million barrels of crude
oil that month.138

In addition, China and Iran have voiced their opposition to U.S.
offensive cyber operations after the United States reportedly carried
out cyberattacks on Iran in June.139 Iran’s Minister of Information
and Communications Technology Mohammad Javad Azari Jahromi
stated, “The Islamic Republic of Iran and China are standing in a
united front ... to confront U.S. unilateralism and hegemony in the
field of IT [information technology].” 140

*A July 2019 report by the Congressional Research Service found that China and Turkey were
the only states to continue importing Iranian oil after the expiration of the sanctions waivers,
estimating that in June 2019 China imported 133,000 barrels of Iranian oil per day, while Turkey
imported 67,000 barrels per day. Kenneth Katzman, “Iran Sanctions,” Congressional Research
Service, July 12, 2019, 24.
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A Growing Presence in Latin America and the Caribbean

China’s growing influence in Latin America and the Caribbean (LAC)
threatens U.S. interests in the region while eroding democratic norms
and enabling LAC states to pursue irresponsible economic policies and
governance practices.!4! Admiral Craig S. Faller, Commander of U.S.
Southern Command, testified to the Senate Armed Services Committee
in July 2019 that China has reached “unprecedented levels of influence
and leverage” in LAC and seeks to “displace the United States as the
partner of choice and weaken the commitment of our partners to the
rule of law and democracy.”142 In 2019, China continued to pursue for-
eign policy objectives that run counter to democratic norms as well as
other U.S. interests.143 In Venezuela, Beijing’s economic and diplomatic
support for authoritarian leader Nicolas Maduro has enabled the re-
gime to maintain power despite significant domestic and international
pressure for Maduro to step down amid an ongoing humanitarian cri-
sis. U.S. Secretary of State Mike Pompeo remarked in April, “China’s
bankrolling of the Maduro regime helped precipitate and prolong the
crisis.” 144

China continued to export surveillance technologies to LAC coun-
tries that could weaken or undermine the development of demo-
cratic societies. In February 2019, Uruguay began the installation
of 2,100 surveillance cameras donated by the Chinese government,
while Argentina planned to begin installing a $24 million Chinese
surveillance system in October 2019.145 Argentina and Uruguay join
Ecuador, Mexico, and Bolivia as regional operators of Chinese sur-
veillance technology.146 “These technologies can certainly be used to
limit basic freedoms and suppress political opposition in countries,
such as Venezuela, with authoritarian tendencies,” Margaret Mey-
ers, director of the Inter-American Dialogue’s Asia and Latin Amer-
ican Program, told the South China Morning Post.'47 “The result is
a further weakening of democratic governance.”

China also expanded its promotion of BRI among LAC countries,
including referring for the first time to a military cooperation com-
ponent of the development initiative. Peru joined BRI in April 2019,
bringing the total number of LAC states participating in the ini-
tiative to 17.148 In July, Defense Minister Wei told a gathering of
Caribbean military chiefs at a summit in Beijing that China sought
to “deepen military exchanges and cooperation with the Caribbe-
an countries ... under the framework of the BRI.”149 At least some
participants were reported to have responded favorably to Beijing’s
offer, with Chinese state media quoting the chief of staff of Guyana’s
military as claiming that Guyana wished to work with the Chinese
military to “jointly safeguard regional and world peace and stabil-
ity.” 150

Providing Political Training, Infrastructure, and Arms to Africa and
the Middle East

China steadily increased its influence in Africa and the Middle
East over the past year, including by promoting itself as a political
and economic model for countries in these regions. China attempted
to highlight its status as an international leader at the September
2018 summit of the Forum on China-Africa Cooperation held in Bei-
jing. At the summit, China espoused its vision for a “China-Africa
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community of common destiny,” pledging to increase China-Africa
cooperation in industry, infrastructure connectivity, people-to-people
exchanges, and security.151 Beijing sought to dispel accusations that
it engages in “debt trap diplomacy” and “neocolonialism” in Africa,
pledging $60 billion in new Chinese financing for African countries
and promising a larger amount of grants, interest-free loans, and
concessional loans than offered in its previous financial pledges to
the continent.152 Still, the majority of financing remained non-con-
cessional, state-directed loans, and Beijing did not specify a timeline
for disbursing the funding.153

Beijing used party-to-party training for African leaders as anoth-
er tool to increase its influence on the continent and promote its
one-party governance system as an alternative development model
for African countries. As part of these efforts, since 2014 Beijing
has hosted annual summits of leaders from the developing world,
including those of African political parties from both democratic
and authoritarian countries, to explain what it calls its “new type of
political party system”—referring to the CCP’s political model that
promotes economic growth with authoritarianism.54 The Central
Party School’s major training partners include Angola, Ethiopia,
Mozambique, Namibia, South Africa, Sudan, South Sudan, Ugan-
da, and Zimbabwe.155 China has also dispatched political advisors
to provide training to African political party officials in their home
countries. These trainings have grown both in frequency and pro-
file over the past decade.'>® By mid-2018, China had helped fund
or establish political training schools for African governing parties
in South Africa, Ethiopia, Namibia, and Angola.*157 Forum on Chi-
na-Africa Cooperation participants underscored this longstanding
practice in the forum’s 2019-2021 action plan, calling for continued
exchanges between Chinese and African legislatures, consultative
bodies, political parties, and local governments.158

Moreover, China expanded its cooperation with African states on
security issues in 2019 by sending PLA instructors to train Rwan-
dan troops and convening the first China-Africa Peace and Security
Forum in July 2019.159 At the forum, which was hosted by China’s
Ministry of National Defense in Beijing and attended by nearly 100
representatives from 50 African countries and the African Union,
attendees discussed cooperation on regional maritime security and
improving the “global security governance system.”160

The growing presence of Chinese telecommunications providers
across Africa and the Middle East was another significant compo-
nent of Beijing’s increasing influence in both regions. Multiple U.S.
partners in the Middle East and Africa voiced their willingness to
conduct business with Huawei despite pressure from the United
States to ban the telecommunications company from building 5G
networks in allied and partner nations. In February 2019, the Unit-
ed Arab Emirates (UAE) announced that it would roll out a Hua-
wei-developed 5G network later in the year.161 The same month,
Huawei Vice President for Public Affairs Mark Xue (Xue Man) told

*South Africa, Ethiopia, Namibia, and Angola are all participants in BRI. Angola is the top
recipient of Chinese loans, with $42.8 billion disbursed between 2000 and 2017. Over the same

eriod, Ethiopia received $13.7 billion, South Africa received $3.7 billion, and Namibia received
5729 million. See Johns Hopkins SAIS China-Africa Research Initiative (SAIS-CARI), “Chinese
Loans to Africa.” hittp://www.sais-cari.org/s/Upload_LoanData_v11_October2018.xlsx.
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attendees at the China-Saudi Investment Cooperation Forum that
Saudi Arabia would also deploy Huawei’s 5G technology over the
next year.162 Vodafone Qatar and Huawei signed an agreement in
April 2019 to expand Vodafone Qatar’s wireless network infrastruc-
ture, in part through a large-scale 5G technology rollout.163 In May
2019, the South African government stated it will not discriminate
against Huawei, which has already partnered with major South Af-
rican network operators to build the country’s 5G network.164 To
date, Huawei has reportedly constructed approximately 70 percent
of Africa’s 4G networks, with construction often accompanied by
loans from Chinese state banks.165 It is expected that Huawei will
be extensively involved in the rollout of the African continent’s 5G
networks.166

In recent years, China has expanded its exports of armed un-
manned aerial vehicles (UAVs) to countries in the Middle East and
Africa, including key U.S. partners Jordan, Iraq, Saudi Arabia, and
the UAE.167 Across both regions, expanding sales of Chinese UAVs
have increased the risk of human rights abuses by lowering the
threshold for leaders of Middle Eastern and African countries to
use military force.l68 In May 2019, UN experts found that Chi-
nese-made missiles and UAVs were used to conduct airstrikes in
the ongoing conflict in Libya and suggested that the UAE—which
is prohibited by law from purchasing U.S. armed drones—was like-
ly behind the attacks.*169 Timothy Heath, senior researcher at the
RAND Corporation, argued it is likely that Chinese UAVs will “ap-
pear in more and more political conflicts and civil wars around the
world,” warning, “If the weapons continue to proliferate, there is a
risk that the world could see an increase in violence associated with
such technologies.”170

Pressure on the Regional Balance

A Tenuous Sino-Japanese Reset

Over the past year, China and Japan conducted a series of diplo-
matic exchanges in an attempt to reset their fraught bilateral re-
lationship. These exchanges included a meeting between Japanese
Prime Minister Shinzo Abe and General Secretary Xi in Beijing in
October 2018—the first offical visit to China by a Japanese leader
since 2011.171 As part of this effort, the two countries agreed to co-
operate in a number of areas, such as private sector-led infrastruc-
ture development in third countries.172 Still, Prime Minister Abe
urged China to curb the assertive activities of its coast guard near
the Senkaku Islands, raised concerns over China’s militarization of
the South China Sea, and called for greater protection for intellectu-
al property and the end of forced technology transfers.173 According
to a Japanese government spokesman, a message underlying Prime
Minister Abe’s visit was, “Without stability in the East China Sea,
there can be no true improvement in the relationship.”174

*Chinese UAVs provide a cheaper alternative to U.S. UAVs for states in the Middle East and
Africa, many of whom are prohibited from purchasing U.S. UAVs under the 1987 Missile Technol-
ogy Control Regime. China is not a signatory to the Missile Technology Control Regime. Arthur
Herman, “The Treaty behind China’s Drone Edge,” Wall Street Journal, July 8, 2019; Liu Zhen,
“China Fills Gap Left by U.S. in Middle East Military Drone Market, British Think Tank Says,”
South China Morning Post, December 18, 2018.
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Prior to the 2018 Beijing summit, Tokyo ended its Official De-
velopment Assistance program to China, stating the program had
helped China develop into the world’s second-biggest economy and
therefore completed its “historic mission.”175 The program, which
started in 1979, provided China with $32.4 billion in assistance over
its lifetime for the purpose of improving Chinese infrastructure.176
In its place, Japan and China plan to promote bilateral innovation
projects and cooperate on a “development cooperation dialogue” fo-
cused on assisting developing countries.1?” The Japanese govern-
ment, however, has taken a cautious view of BRI, refusing to sign
on to the initiative while signaling its willingness to cooperate on
BRI projects that are open, transparent, efficient, and economically
sound.178

Despite the attempt to improve relations, challenges endured over
sovereignty disputes in the East China Sea and both countries’ mili-
tary modernization efforts. China continued to carry out coast guard
and maritime militia operations challenging Japan’s administrative
control of the Senkaku Islands.* According to Tokyo, an average of
12 Chinese government ships, most if not all operated by the China
Coast Guard, entered the territorial sea around the Senkakus each
month during the first half of 2019—nearly double the seven ships
per month reported during the same period in 2018.179 Further-
more, in the lead-up to the Japan-hosted G20 summit, the China
Coast Guard conducted its longest patrol through the contiguous
zone T around the Senkakus to date, sailing for 62 days of continu-
ous operations.180 Beijing also continued to conduct military train-
ing and intelligence collection flights near Japan, with the number
of Japanese scrambles to PLA aircraft between April and June in-
creasing compared to the same timeframe in 2018.181 For its part,
China responded negatively to Japan’s plans to retrofit its largest
ships to be capable of carrying F-35B fighters, claiming such moves
could lead to Japan repeating its “militaristic history” and threaten
the thaw in bilateral ties.182

Increasing Coercion in the South China Sea

In 2019, China undertook a number of aggressive actions in the
South China Sea, reflecting its increased assertiveness in the region.
In April, the Philippines and the United States undertook a major
amphibious assault drill after a fleet of approximately 275 boats
thought to belong to China’s maritime militia blocked the Philip-
pines’ access to Thitu Island for months, apparently in an attempt

*The Obama and Trump administrations have publicly stated that the Senkaku Islands are
administered by Japan and thus covered by Article 5 of the U.S.-Japan Treaty of Mutual Cooper-
ation and Security, which requires the parties to “act to meet the common danger” of an “armed
attack against either Party in the territories under the administration of Japan.” See Lindsay
Maizland and Beina Xu, “The U.S.-Japan Security Alliance,” Council on Foreign Relations, August
22, 2019; Ankit Panda, “Mattis: Senkakus Covered under US-Japan Security Treaty,” Diplomat,
February 6, 2017.

fTThe contiguous zone is a 12-nautical mile area adjacent to the territorial sea, which is a
12-nautical mile area extending out from a country’s coastline, islands, or rocks. In its territorial
sea, a state has full sovereignty, subject to the right of innocent passage. In its contiguous zone,
a state can enforce customs-related laws. Under the UN Convention on the Law of the Sea, for-
eign civilian and military ships may transit through a country’s territorial sea according to the
principle of innocent passage, which prohibits activities that are “prejudicial to the peace, good
order or security of the coastal State,” such as military exercises or intelligence gathering. “UN
Convention on the Law of the Sea Part 2: Territorial Sea and Contiguous Zone.” http://www.
un.org/depts/los/convention_agreements/texts/unclos/part2.htm.
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to prevent Manila from constructing military facilities on its own
territory.* 183 In June, a Chinese fishing vessel rammed and sank a
Philippine fishing boat operating near Reed Bank—a disputed area
only 85 nautical miles from the Philippines’ coast, well within its ex-
clusive economic zone—and abandoned the boat’s crew, who nearly
drowned.18¢ A spokesman for Philippine President Rodrigo Duterte
called the Chinese vessel’s desertion of the fishermen “as inhumane
as it is barbaric.”185

In July, China and Vietnam became embroiled in a standoff near
an offshore oil block in Vietnam’s exclusive economic zone after Chi-
na deployed a survey ship, heavily-armed coast guard vessels, and
paramilitary fishing boats to the area.18¢ That same month, Chinese
forces launched six antiship ballistic missiles into the South China
Sea—the first known time China had tested this type of missile at
sea.187 Two months earlier, Chinese fishing vessels likely operat-
ed by China’s maritime militia targeted Australian Navy helicopter
pilots flying over the South China Sea with lasers, forcing them to
conduct an emergency landing.188

Southeast Asian countries continued to try to balance protecting
their interests with placating Beijing, although some responded more
assertively to Chinese pressure. According to a January 2019 survey
of government, business, media, and academic elites in Southeast
Asian countries organized by a Singaporean government-affiliated
think tank, nearly half of respondents believed Beijing intended to
“turn Southeast Asia into its sphere of influence.” 70 percent said
Southeast Asian countries should be cautious to avoid being trapped
in unsustainable BRI debt, and fewer than one in ten saw China’s
influence in the region as benign. Still, nearly three quarters of re-
spondents thought China’s influence over the region was greater
than that of the United States.18°

Over the past year, President Duterte sought to balance relations
between the United States and China. In late November 2018, he
and General Secretary Xi signed a joint gas and oil exploration deal,
prompting protests in the Philippines over his failure to protect the
country’s rights under international law.190 In the summer of 2019
the Philippines began installing Huawei 5G equipment into a new
telecommunication network largely designed by China and that will
be overseen by Chinese engineers for at least three years following
its installation.191 Still, President Duterte invoked the 2016 Perma-
nent Court of Arbitration ruling that found China’s South China
Sea claims had no basis in international law during a visit to Chi-
na in August—a subject he had largely avoided in favor of seeking
closer ties with Beijing.192 In April, he also threatened China with a
“suicide mission” if Beijing took action to seize Thitu Island.1®3 Prior
to President Duterte’s more assertive statements, Secretary Pompeo

*In addition to its navy and coast guard, China also employs its maritime militia to pro-
mote its sovereignty claims in the South China Sea. The maritime militia is a paramilitary force
composed of civilian vessels—including but not limited to fishing boats—that engages in what
researcher Gregory Poling characterizes as “patrol, surveillance, resupply, and other missions to
bolster China’s presence in contested waters in the South and East China seas.” The PLA trains,
directs, and equips the maritime militia. For more, see Gregory B. Poling, “Illuminating the South
China Sea’s Dark Fishing Fleets,” Center for Strategtc and International Studies, January 9, 2019;
U.S.-China Economic and Securlty Review Commission, Chapter 2, Section 2, “China’s Mlhtary
Reorganization and Modernization: Implications for the United States in 2018 Annual Report to
Congress, November 2018, 224.
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said while visiting Manila in February that U.S. obligations under
the U.S.-Philippines mutual defense treaty would be triggered by
“any armed attack on Philippine forces, aircraft, or public vessels in
the South China Sea.”194

In 2019, the U.S. Navy formally addressed the role of China’s mili-
tia fleets in supporting Beijing’s military ambitions, recognizing the
need for new tactics to address China’s destabilizing gray zone ac-
tivities. In April, the United States revealed it had informed China
that the U.S. Navy would in the future treat provocative actions by
the China Coast Guard and Chinese maritime militia the same way
it reacts to provocations by the PLA Navy.195 The U.S. Department
of Defense (DOD) assessed in May 2019 that China’s paramilitary
and military forces had demonstrated increasing interoperability
between the PLA Navy, China Coast Guard, and maritime militia,
improving the latter’s ability in particular to support PLA opera-
tions.196

China’s Challenges to Indian Security

Indian Prime Minister Narendra Modi’s landslide reelection in
May 2019 returned him to office facing significant policy challeng-
es posed by New Delhi’s uneasy relations with Beijing.197 In 2019,
while India engaged China during the G20 and Shanghai Cooper-
ation Organization summits, significant tensions remained over In-
dia’s 5G buildout, New Delhi’s concerns over Beijing’s increasing in-
fluence in South Asia, and China’s military modernization and arms
sales to Pakistan.198

Although India invited Huawei to participate in field trials to de-
velop India’s 5G infrastructure in late 2018, leaders of a high-lev-
el government committee on 5G raised national security concerns
about the threat Huawei’s equipment could pose to the country’s
telecommunications network.19° By July 2019, reports emerged that
the committee was considering banning Chinese companies from
participating in India’s 5G network rollout.290 In response, China
warned it could impose “reverse sanctions” on Indian firms engaged
in business in China if New Delhi decided to block Huawei from
India’s 5G network.201

China’s pursuit of closer ties with several other South Asian
countries also fueled Indian concerns over Chinese encirclement. In
2019, Beijing continued efforts to exploit diplomatic and economic
rifts between India and Bhutan, promoting bilateral trade and tour-
ism in Bhutan at a time of ongoing concerns within the Bhutanese
government over its economic dependency on India.292 China also
saw investment in Bangladesh as an opportunity to extend its in-
fluence in the region.293 Bangladesh and China have signed deals
worth $21.5 billion for power and infrastructure projects, with the
most recent agreement signed in June 2019 providing Bangladesh’s
power sector with loans worth $1.7 billion.204

India has taken steps to improve its military capabilities, driv-
en in large part by China’s military modernization efforts and
arms sales to Pakistan, India’s historical rival. Nevertheless, its
2019 defense budget lags far behind China’s and its own modern-
ization requirements.295 India’s level of declared defense spend-
ing in 2019—$61.96 billion compared with China’s official figure
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of $177.61 billion—was deemed by some expert observers, such
as retired Indian Vice Chief of Army Staff Lieutenant General
Sarath Chand, as insufficient to conduct a two-front war should
India have to fight both Pakistan and China.2%6 Indian unpre-
paredness is exacerbated by China’s continued arms sales to Pa-
kistan, the most recent of which include the construction of four
frigates to be delivered to the Pakistan Navy by 2021 and an
avionics upgrade to a jointly-produced China-Pakistan fighter to
enhance the aircraft’s lethality.207

Tensions in U.S.-China Ties

Over the past year, the U.S.-China relationship grew markedly
more confrontational as tensions increased over political, economic,
and security issues. In October 2018, U.S. Vice President Mike Pence
delivered a notable address on the Trump Administration’s China
policy, advocating for improved ties but denouncing China’s unfair
economic policies, military buildup, malign interference activities,
and human rights abuses.208 In November 2018, DOD issued the
United States’ first public call for China to remove the missile sys-
tems it had deployed to the artificial islands it had constructed in
the South China Sea.2%9 In testimony to Congress in February 2019,
U.S. Indo-Pacific Command head Admiral Phillip S. Davidson de-
scribed Beijing as the “greatest long-term strategic threat ... to the
United States,” with Washington facing in Beijing a “fundamental
divergence in values that leads to two incompatible visions of the
future.”210 Admiral Davidson’s sharp language on ideological differ-
ence between the two sides, which had not been used previously
by U.S. military officials, appeared to reflect a growing view within
DOD that China’s challenge to U.S. interests was not confined solely
to the military domain.

U.S. officials also cited China’s massive arsenal of precision-strike
missiles as an important reason for the U.S. suspension of compli-
ance with the Intermediate-Range Nuclear Forces Treaty in Febru-
ary 2019.211 Following the formal U.S. withdrawal from the treaty in
August, the U.S. military conducted its first flight test of a conven-
tional ground-launched cruise missile that would have been banned
by the treaty’s provisions.212 That same month, U.S. Secretary of De-
fense Mark Esper pledged to quickly deploy ground-based interme-
diate-range missiles to the Indo-Pacific region.213 Reflecting DOD’s
increased focus on Beijing’s military build-up, Secretary Esper em-
phasized in his first public interview as head of the department that
China is the Pentagon’s “number one priority.”214

The hardening U.S. attitude toward China was not limited to
Washington, as the U.S. public’s favorability toward China dropped
markedly. In a national survey released in June 2019, the Chicago
Council on Global Affairs found that after more than a decade during
which on average approximately 50 percent of U.S. citizens viewed
China as a “rival,” that number jumped to 63 percent in February
2019, beginning its rise after the Trump Administration levied steel
and aluminum tariffs on China in March 2018.* According to a Gal-

*In February 2019, 65 percent of Republicans, 64 percent of Democrats, and 61 percent of In-
dependents viewed China as a rival. In March 2018, those numbers were 50 percent, 51 percent,
and 49 percent respectively. See Craig Kafura, “Public and Opinion Leaders’ Views on U.S.-China
Trade War,” Chicago Council on Global AffaLrs, June 27, 2019.
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lup poll conducted in February 2019, only 41 percent of U.S. citizens
held a favorable view of China, down 12 percentage points from the
year before.215 Beijing’s human rights abuses in Xinjiang also likely
played a role in the drop in public opinion toward China.216 In a
statement in March 2019, the State Department sharply criticized
Beijing for these actions, with Secretary Pompeo saying China was
in a “league of its own” as a human rights violator.217 The head of
the department’s human rights bureau described Beijing’s arbitrary
detention and confinement of its minority ethnic Muslim population
in even more forceful terms, saying it was unlike anything seen in
the world “since the 1930s,” a reference many observers took to be
a comparison to the creation of concentration camps by Nazi Ger-
many.218

Meanwhile, Beijing’s views of the United States hardened as Chi-
nese leaders showed few signs of willingness to compromise on is-
sues raised by Washington. Amid growing trade tensions in May
2019, anti-U.S. propaganda intensified in Chinese state media, while
China’s main state television broadcaster interrupted normal pro-
gramming to air a series of movies depicting Chinese battles with
U.S. forces during the Korean War.21° In response to U.S. criticism
at the annual U.S.-China Diplomatic and Security Dialogue of Chi-
na’s missile deployments to the South China Sea, State Councilor
Yang responded it was Washington who was at fault for “militariza-
tion” of the South China Sea.22° Luo Yuan, a retired major general
affiliated with the PLA’s Academy of Military Science, declared in
December 2018 that sinking two U.S. aircraft carriers would Kkill
the 10,000 sailors aboard and thus deter further U.S. “provocation”
of China.221 “What the United States fears the most is taking ca-
sualties,” Luo said. “We’ll see how frightened America is.” Beijing
adopted a similarly confrontational tone in response to U.S. criticism
of China’s detention of Uyghurs and other ethnic Muslims in prison
camps, claiming the camps were more similar to “boarding schools”
and labeling U.S. statements as “completely fabricated lies.”222

Crackdown on Academic and Espionage Cases

The U.S. government intensified its efforts in 2019 to curb Chi-
na’s extensive influence and espionage activities in academic and
commercial settings. These efforts took the form of visa restrictions
for Chinese nationals, greater scrutiny of federal funding awarded
to universities, legal action against those suspected of theft or espi-
onage, and new legislation.

Increased visa restrictions for PRC students and researchers
arguably offered the most conspicuous sign of the intensified U.S.
government response. In June 2018, the State Department began
to implement a new policy imposing a one-year limitation on PRC
graduate students studying in technical fields identified as priorities
in China’s “Made in China 2025” manufacturing plan.223 Hundreds
of PRC students in science, technology, engineering, and math fields
have since faced delays in renewing their visas due to additional
screening required by the policy.22¢ Some PRC researchers and ex-
perts in the social sciences also had their visas canceled or reviewed
due to espionage and counterintelligence concerns in the last year,
though estimates of the numbers affected range from 30 to 280.225
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One of the most prominent cases involved Zhu Feng, a professor
at Nanjing University known for his frequent exchanges with the
CCP, China’s Foreign Ministry, and the Chinese military and intel-
ligence services.226 Mr. Zhu said he was questioned by two agents
from the U.S. Federal Bureau of Investigation (FBI) about his links
to Chinese intelligence while in transit at a Los Angeles airport in
January 2018 and alleged that his ten-year U.S. visa was canceled
because he refused to cooperate with the agents.227

Federal agencies also took steps in 2019 to increase U.S. research
institutions’ compliance with extant rules and security procedures
to mitigate foreign influence on federally-funded scientific research.
According to a December 2018 report by a panel of experts com-
missioned by the National Institutes of Health (NIH) to study this
problem, “Small numbers of scientists have committed serious vio-
lations of NIH’s policies and systems by not disclosing foreign sup-
port (i.e., grants), laboratories, or funded faculty positions in other
countries.”228 As of May 2019, the NIH had contacted more than 55
awardee institutions regarding violations of NIH policies relating
to foreign ties, prompting some institutions to take actions such as
terminations or suspensions of scientists who egregiously violated
NIH policies, relinquishment of NIH funds, termination of active
NIH grants, and outreach to the FBI for assistance.*229 For exam-
ple, both Emory University and the MD Anderson Cancer Center
at the University of Texas terminated scientists in 2019 after the
NIH raised concerns regarding China-related conflicts of interest or
unreported foreign income.230

Under the auspices of DOJ’s China Initiative, the FBI also con-
tinued its work to develop an enforcement strategy targeting non-
traditional intelligence collectors and to educate U.S. colleges and
universities about the threats foreign influence poses to academic
freedom.231 The U.S. Department of Education also sent letters to
Georgetown and Texas A&M universities in June 2019 stating its
concern that they did not fully report funds received from foreign
sources, including China.232 The same month, the U.S. Department
of Energy issued an order prohibiting its employees and contractors
from participating in foreign governments’ talent recruitment pro-
grams.233

The U.S. government paired official warnings about the scope of
China’s efforts to influence and steal scientific research with en-
forcement of existing laws.f According to DOJ, between 2011 and

*Prior to the release of the NIH study in December 2018, NIH Director Francis Collins sent a
letter in August to approximately 10,000 institutions that receive or are applying for NIH funding
warning of foreign threats to the integrity of U.S. biomedical research and that some researchers
working at institutions had failed to disclose “substantial resources from other organizations,
including foreign governments.” Collins wrote at the time, “In the weeks and months ahead you
may be hearing from [NIH] regarding ... requests about specific ... personnel from your institu-
tion.” See Francis C. Collins, “NIH Foreign Influence Letter to Grantees,” National Institutes of
Health, August 20, 2018.

TThe DOJ’s July 2019 China Initiative fact sheet suggests that law enforcement has invoked
legal tools like the International Emergency Economic Powers Act, Espionage Act and 18 U.S.
Code § 1831 provisions related to economic espionage in its China-related criminal cases this
year. In addition, the newly-proposed Securing American Science and Technology Act of 2019
would direct the Office of Science and Technology Policy to establish an interagency working
group to coordinate protection of federally-funded research as well as an information exchange
mechanism between academia and federal security and science agencies. Numerous universities
and professional organizations have already expressed their support for the bill, which has been
incorporated into the House version of the National Defense Authorization Act for Fiscal Year
2020. For more information, see: Association of American Universities, “AAU, Associations, and
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2018 more than 90 percent of its state-backed economic espionage
cases and two-thirds of its theft of trade secrets cases involved Chi-
na.234 “China has pioneered a societal approach to stealing innova-
tion in any way it can from a wide array of businesses, universities,
and organizations,” FBI Director Christopher Wray told the Council
on Foreign Relations in April 2019.235 “They’re doing it through Chi-
nese intelligence services, through state-owned enterprises, through
ostensibly private companies, through graduate students and re-
searchers, through a variety of actors all working on behalf of Chi-
na,” he said.

In September 2019, a stark illustration of such state-sponsored
efforts to illegally obtain U.S. technology emerged when the FBI
charged Chinese government official Liu Zhongsan with conspiracy
to fraudulently procure U.S. research scholar visas for Chinese of-
ficials whose actual purpose was to recruit U.S. scientists for high
technology development programs within China.23¢ A few months
earlier, University of California, Los Angeles professor and electrical
engineer Yi-Chi Shih was convicted of conspiring to illegally export
semiconductor chips with missile guidance applications to China.237
In April 2019, former General Electric engineer Zheng Xiaoqing and
Chinese businessman Zhang Zhaoxi were charged with economic es-
pionage and conspiring to steal General Electric’s trade secrets sur-
rounding turbine technologies.238

The year 2019 also saw the conclusion of several traditional espi-
onage cases, some of which involved former U.S. intelligence officers.
In the spring of 2019, Jerry Lee and Kevin Mallory, both former
Central Intelligence Agency officers, and Ron Hansen, a former of-
ficer at the Defense Intelligence Agency, were convicted in separate
cases of conspiring to communicate, deliver, and transmit nation-
al defense information to China.232 On the occasion of Mr. Mallo-
ry’s sentencing, Assistant Attorney General for National Security
John C. Demers, the official leading DOJ’s China Initiative, cited
the case as “one in an alarming trend of former U.S. intelligence
officers being targeted by China and betraying their country and
colleagues.”240 He concluded that former U.S. intelligence officers
“have no business partnering with [China] or any other adversarial
foreign intelligence service.” In addition, DOJ charged naturalized
U.S. citizen Peng Xuehua with acting as an illegal foreign agent to
deliver classified U.S. national security information to China’s Min-
istry of State Security in September 2019.241

While U.S. government officials defended the necessity of these
policies, the Chinese government condemned the new visa restric-
tions on its students and researchers, framing the policy response as
motivated by racism. “There are some reports saying that some Chi-
nese-American scientists in the U.S., just because they are Chinese
scientists, they have been treated unfairly,” Chinese Vice Foreign
Minister Le Yucheng told the Tsinghua University-hosted World
Peace Forum in July 2019. He warned that such moves demonstrat-
ed the United States views China as an “enemy” and could lead to
“disastrous consequences.”242

Universities Support the Securing American Science and Technology Act,” May 30, 2019; National
Defense Authorization Act for Fiscal Year 2020, H.R. 2500, introduced May 2, 2019. https://www.
congress.gov/bill/116th-congress/house-bill/2500.
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CHAPTER 2

BEIJING’S INTERNAL AND EXTERNAL
CHALLENGES

Key Findings

¢ The Chinese Communist Party (CCP) is facing internal and
external challenges as it attempts 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 Jin-
ping has attempted to restore the CCP’s belief in its founding
values to further consolidate control over nearly all of China’s
government, 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
anticorruption campaign has contributed to bureaucratic confu-
sion and paralysis while failing to resolve the endemic corrup-
tion 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.

¢ 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.

e China’s senior leaders are concerned over perceived shortfalls
in the People’s Liberation Army’s (PLA) warfighting experience
and capabilities and its failure to produce an officer corps that
can plan and lead. These concerns undermine Chinese leaders’
confidence in the PLA’s ability to prevail against a highly-capa-
ble adversary. The CCP has also long harbored concerns over
the loyalty and responsiveness of the PLA and internal security
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forces to Beijing and the potential for provincial officials to co-
opt these forces to promote their own political ambitions.

e China’s Belt and Road Initiative (BRI) faces growing skepticism
due to concerns regarding corruption, opaque lending practices,
and security threats. However, this criticism has not been fol-
lowed by an outright rejection of BRI because significant infra-
structure gaps persist globally and China has few competitors
in infrastructure financing.

¢ 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.

Recommendations
The Commission recommends:

e Congress provide resources for programs that support indepen-
dent media and the free flow of information to prioritize In-
do-Pacific countries in their efforts to counter China’s influence
and propaganda efforts.

e Congress require the relevant departments and agencies of ju-
risdiction—including the U.S. Department of the Treasury, the
U.S. Department of Commerce, and the U.S. Securities and Ex-
change Commission—to prepare a report to Congress on the
holdings of U.S. investors in Chinese bonds and other debt in-
struments. Such a report shall include information on the direct,
indirect, and derivative ownership of any of these instruments.

e Congress require the U.S. Department of the Treasury to pre-
pare a report to Congress on the operation of China’s Cross-Bor-
der International Payment System. As part of such a report, the
department shall include information on the extent to which
the Cross-Border International Payment System could be used
to bypass international sanctions regimes.

Introduction

In his address to the 19th National Congress of the CCP in Octo-
ber 2017, General Secretary Xi announced that China was approach-
ing the “world’s center stage” and was closer than at any point in its
modern history to realizing the “great rejuvenation of the Chinese
nation.”! He declared China would no longer tolerate opposition to
its rise, warning that “no one should have the fantasy of forcing
China to swallow the bitter fruit of damaging its own interests.”2
General Secretary Xi also pointed to China’s uncertain domestic and
international situation, noting that China is in the midst of “pro-
found and complex changes [and] an important period of strategic
opportunity for development” in which “the prospects are bright,
but the challenges are severe.”3 He went on to describe a litany of
challenges affecting nearly every aspect of Chinese governance and
society, from cadre corruption to slowing economic growth, weak in-
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novative capacity, environmental degradation, ethnic tensions, and
insufficient military capability and preparedness.*

As tensions have risen in the U.S.-China relationship and between
China and countries from the Indo-Pacific to Europe, the challenges
facing Beijing have become only more acute and the pressure on the
CCP to resolve them even greater. Increasingly negative perceptions
of Beijing in Taiwan and Hong Kong have lent these challenges an
even greater sense of urgency. (For more on Taiwan and Hong Kong
developments, see Chapter 5, “Taiwan” and Chapter 6, “Hong Kong.”)

This chapter examines the many challenges facing the CCP in its
efforts to maintain its hold on power, develop China’s economy, and
promote its influence in the region and in global affairs. It also notes
the determined efforts and some of the notable progress the CCP has
made in addressing these challenges. The chapter begins by assessing
the CCP’s internal challenges that have driven General Secretary Xi
to consolidate his power over the Party and the CCP’s control over the
Chinese state. It then reviews the economic, technological, and innova-
tion challenges that continue to plague China. Finally, the chapter sur-
veys the limitations Beijing faces in extending its political, economic,
and military influence abroad, and concludes with a discussion of the
implications of these vulnerabilities for the United States. This chapter
is based on the Commission’s February 2019 hearing on the topic, the
Commission’s May trip to the Indo-Pacific, and open source research
and analysis.

Internal Challenges to CCP Rule

In the years leading up to General Secretary Xi’s elevation to
power in 2012, CCP leadership had grown increasingly concerned
over mounting internal dilemmas directly threatening one-party
rule, including ideological decay, weakened control and cohesion,
widespread corruption, and flagging economic growth.> General Sec-
retary Xi came to power with a mandate to address these concerns
and proceeded to consolidate his power over the CCP, extend further
CCP control over nearly every aspect of the Chinese state and so-
ciety, and launch a campaign to address corruption and revive the
ideological nature of CCP leadership.6 Despite nearly seven years
of efforts, however, significant challenges remain. In some cases, the
CCP’s efforts to address its shortcomings have created new vulner-
abilities. The CCP continues to focus on what it views as issues of
ideology and legitimacy, political cohesion and leadership decision
making, and control over the PLA and internal security forces.

Ideological Decay and the Crisis of CCP Legitimacy

The CCP perceives Western values and democracy as weakening
the commitment of Party cadres and the broader populace to Chi-
na’s socialist governing system and as a fundamental threat to its
rule.” General Secretary Xi, whose outlook is profoundly shaped by
the fall of the Soviet Union, has made restoring the CCP’s belief in
its founding values a focus of his leadership.® He has repeatedly
stated the CCP faces a legitimacy crisis from a loosening of ideolog-
ical control that has allowed “subversive Western values” to pene-
trate Chinese politics and society.? According to General Secretary
Xi, reviving ideological fervor in the CCP and in Chinese society
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has become a defining challenge concerning “the life and death of
the party, the long-term stability of the country, and the cohesion of
the nation.”10

Central to this concern is a potential crisis of confidence in Chi-
nese socialism, Marxism, and the CCP’s leadership over China’s
political system. General Secretary Xi has argued this crisis was
in part brought about by Deng Xiaoping’s move toward market-ori-
ented economic reform.!! The CCP issued its “Document 9” in April
2013, which ordered officials to guard against seven “false ideologi-
cal trends, positions, and activities”: Western constitutional democ-
racy; “universal values” of Western freedom, democracy, and human
rights; Western-inspired notions of media independence and civil so-
ciety; pro-market neoliberalism; “nihilistic” views of the CCP’s his-
tory; and the “questioning [of] reform and opening and the socialist
nature of socialism with Chinese characteristics.”12

In its campaign to combat Western influence and restore belief in
Chinese socialism, the CCP has increasingly combined nationalism
with its socialist message to rally the population around its polit-
ical leadership. In testimony before the Commission, Jude Blanch-
ette, then a senior advisor to the Crumpton Group, noted that the
CCP’s compact with the Chinese population could be described as a
“legitimacy meter” with different dials, including economic growth,
nationalism, international prestige, and management of U.S.-China
relations, which the Party adjusts according to the circumstances.13
Mr. Blanchette cited the response to the 1989 Tiananmen Square
massacre to illustrate the CCP’s use of its legitimacy meter. He said
Beijing “dialed up” the message of nationalism under the Patriotic
Education Campaign, which stressed the CCP’s role in the struggle
for independence from Western influence to redirect the attention of
the Chinese population.14

Struggles with Intractable Corruption

An active anticorruption campaign has become a hallmark of
General Secretary Xi’s administration and is a key component of
the CCP’s effort to restore faith in its legitimacy and preserve its
one-party rule. General Secretary Xi has also used the campaign
to remove potential rivals and silence dissent over his increasing-
ly repressive policies.1> Few checks on CCP power, combined with
wealth-creating opportunities in an increasingly capitalist econo-
my, led to widespread corruption and the weakening of the CCP’s
governing legitimacy throughout China’s reform and opening era.l6
Although the CCP has long acknowledged endemic corruption as a
central challenge to its legitimacy and periodically launched anticor-
ruption campaigns, the campaign carried out since 2012 has been
the most far-reaching.1?

Despite top leaders’ recent claims that the anticorruption cam-
paign had “built into a crushing tide,” indicators suggest the cam-
paign has failed to overcome the endemic nature of CCP corruption,
and may have even worsened the functioning of China’s already
cumbersome bureaucracy.'® The anticorruption campaign has tar-
geted both powerful officials at the top levels of government and
lower-level cadres, with the number of targeted officials continuing
to climb. From 2013 to 2018, over 2.3 million officials were subjected
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to disciplinary action, ranging from dismissals to prosecution and
imprisonment.1? In 2018, 621,000 officials were subjected to disci-
plinary action, up from 182,000 officials in 2013.2° Out of those pun-
ished in 2018, 51 were “tigers”—officials at or above the provincial
or ministerial level.*21

Nevertheless, according to Transparency International’s Corrup-
tion Perceptions Index, China ranked as corrupt in 2018 as it did
in 2012.7 In a speech before the 13th National People’s Congress in
March 2018, Premier Li Keqiang praised the anticorruption efforts,
but also lamented the corruption and formalistic bureaucracy that
continued to plague CCP governance. In language suggesting some
of these problems had actually worsened in recent years, Premier
Li criticized cadres who were “neglectful of their duties,” decried
burdensome inspections where “formalities were prioritized over
practical results,” and implored the CCP to promote a government
that “dares not, cannot, and does not want to be corrupt.”22 In a
July 2019 speech, General Secretary Xi warned that officials should
not use the anticorruption campaign as “an excuse for shirking re-
sponsibilities or refusing to perform duties.”23 According to Andrew
Wedeman, professor of political science at Georgia State University,
the campaign has “also reportedly led to a degree of bureaucratic
paralysis because officials fear being accused of corruption,” with
ordinary citizens viewing Chinese “officialdom as inherently corrupt
and [believing] those who get caught and punished [are] ... the poor
saps who lacked the friends in high places who could have protected
them.”24

Statements from China’s top leadership criticizing officials for in-
action, coupled with media reports of delayed projects and officials
avoiding meetings with companies, suggest the anticorruption cam-
paign has led to bureaucratic inertia.25 According to Yuen Yuen Ang,
professor of political science at the University of Michigan, govern-
ment officials “would rather do nothing and avoid blame than to
sign off on initiatives.”26 For example, in 2015 China’s top auditor
found that local officials dragged their feet on implementing $45
billion worth of investment projects, about one-sixth of the total val-
ue approved by the National Development and Reform Commission
that year.27

Beyond targeting corruption, General Secretary Xi has also used
the anticorruption campaign to consolidate his power within the
CCP by removing potential political threats and controlling dissent.
According to Kerry Brown of King’s College London, the campaign
has “probably been very useful as a means of clearing away poten-
tial, or real, opponents to Xi’s mission,” such as Ling Jihua—the

*The CCP’s Central Committee, which is typically composed of Party members of provincial or
ministerial rank and above, has 205 full members and 171 alternate members. The 51 “tigers”
caught in the anticorruption dragnet represent close to one in seven officials at this level. Yu Jie,
“The Chinese Communist Party Congress: An Essential Guide,” October 2017, 4.

fTTransparency International ranks 180 countries and territories by their perceived levels of
public sector corruption according to experts and businesspeople from a scale of 0 to 100, where
0 is highly corrupt and 100 is very clean. China’s 2018 score of 39 placed it 87th out of 180
countries, down from a score of 41 in 2017, when it was ranked 77th out of 180 countries. China
received a score of 39 in 2012, placing it 80th out of 174 countries. For comparison, in 2018 the
United States received a score of 71, placing it 22nd out of 180 countries. Transparency Interna-
tional, “Corruptions Perception Index 2018,” January 2019; Transparency International, “Corrup-
tion Perceptions Index 2017,” February 2018; Transparency International, Corruption Perceptions
Index 2012,” 2013.
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protégé of former CCP leader Hu Jintao—and Bo Xilai, the charis-
matic and ambitious former Politburo member and CCP chief of the
western municipality of Chongqing.28 A recent working paper by
scholars from the University of San Francisco and National Univer-
sity of Singapore concludes that although the campaign’s primary
target appears to have been “individuals, networks and geographic
regions that departed sharply from meritocratic governance prac-
tices,” individuals with personal ties to General Secretary Xi “ap-
pear to be exempt from investigation, while individuals with ties to
the other six members of the Politburo Standing Committee had no
special protection.”*29 These findings suggest the campaign “served
both its stated goal of strengthening the party and the unstated
goal of consolidating [General Secretary] Xi’s power.”30

Centralization of Control and a Weakening of Collective
Leadership

General Secretary Xi’s efforts to root out opposition to his lead-
ership are reflective of the CCP’s broader concern over the deteri-
oration of elite cohesion and its control over the state apparatus.
Both the Tiananmen Square massacre and the collapse of the Soviet
Union caused the CCP to explore the potential causes of regime
collapse and determine that an “ossified party-state with a dogmat-
ic ideology, entrenched elites, dormant party organizations, and a
stagnant economy would lead to failure.”3! More recent events, such
as the “color revolutions” in Eastern Europe and the Caucasus in
the early 2000s, the Arab Spring (2010-2011), Hong Kong’s 2014
“Umbrella Movement,” and Hong Kong’s 2019 anti-extradition bill
protests have reinforced these fears.32

According to Mr. Blanchette, despite determined efforts to fend off
these threats to its own rule, the CCP perceived in recent years that
the economic development and collective leadership model it had
adopted during the reform and opening era had resulted in rampant
corruption, flagging internal discipline, and a breakdown of elite-lev-
el cohesion in a Party “replete with competing factions and differ-
ing centers of authority.”33 In particular, the events leading to the
rise and eventual purge of Bo Xilaii represented “one of the most
significant political schisms in the post-Mao period” and a powerful
reminder of the potential for a return to that era’s instability or
even for a breakdown in CCP rule.34

*However, individuals with personal ties to General Secretary Xi are not exempt from investi-
gations by Western governments. In July 2019, the Wall Street Journal reported Australian law
enforcement and intelligence agencies are investigating the activities of Ming Chai—an Austra-
lian citizen and cousin of General Secretary Xi—in connection to broader probes of money laun-
dering and organized crime. Philip Wen and Chun Han Wong, “Chinese President Xi Jinping’s
Cousin Draws Scrutiny of Australian Authorities,” Wall Street Journal, July 30, 2019.

TThe 2007 Party Congress Communique defines collective leadership as “a system with a di-
vision of responsibilities among the individual leaders in an effort to prevent arbitrary decision-
making by a single top leader.” Cheng Li, Chinese Politics in the Xi Jinping Era: Reassessing
Collective Leadership, Brookings Institution Press, 2016, 13.

#Bo Xilai served as a member of the Politburo and as party secretary of Chongqing Municipal-
ity from 2007 to 2012. A rising political star known for initiating a high-profile campaign against
organized crime and reviving Maoist ideals and rhetoric, Mr. Bo was removed from his party
positions in April 2012 and found guilty of corruption, bribery, and abuse of power and sentenced
to life in prison in September 2013. China’s top leadership was alarmed by Mr. Bo’s political ma-
neuvering and efforts to grow a power base in Chongqing to support his national ambitions. BBC,
“Bo Xilai Scandal: Timeline,” November 11, 2013; Andreas Fulda, “Bo Xilai’s Trial Is a Smoke
Screen for the Benefit of China’s President,” Guardian, August 27, 2013; Jeremy Page, “China’s
Xi Urges ‘Purity’ at the Top in Scandal’s Wake,” Wall Street Journal, March 16, 2012.
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The CCP also judged itself to have ceded too much authority to
the State Council in the post-Mao era, hurting its ability to lead
domestically and navigate rapidly unfolding changes in the inter-
national environment.35> To address this perceived challenge, the
CCP has launched a sweeping effort to achieve the “Party-ification”
of Chinese society and the Chinese state to—in the words of Vice
President Wang Qishan—“fundamentally [change] the situation of a
weakened Party leadership.”*36 While attempting to combat what it
viewed as powerful and unresponsive interests in China’s bureau-
cracy, the CCP’s efforts have effectively sidelined the State Council
and weakened China’s government institutions, centralizing vast
new bureaucratic powers in the hands of General Secretary Xi and
the CCP.37

A key component of the CCP’s centralization of power has been
the expansion of the role of “leading small groups”—coordinating
bodies covering important policy areas—and the elevation of some
of these bodies into central commissions.38 General Secretary Xi
chairs many of these groups, which have assumed more of the gov-
ernment bureaucracy’s traditional policymaking role.39 State Coun-
cil ministries are increasingly relegated to implementing leading
small group-decided policies.#® For example, two CCP commissions
(upgraded from leading small groups in 2018)—the Central Com-
mission for Comprehensively Deepening Reforms and the Central
Commission for Financial and Economic Affairs—have taken over
top-level economic policy design and decision making from the State
Council.#! Additionally, General Secretary Xi has weakened the role
of Premier Li, who occupies what has long been China’s top eco-
nomic policymaking position, and entrusted economic management
to close allies.42

The CCP’s concentration of power is creating new governance
challenges as decision making becomes dependent on the personal
direction of General Secretary Xi and the demands of CCP ideolo-
gy. In a 1980 speech on reforming China’s leadership system, then
Chinese top leader Deng Xiaoping warned that “overconcentration
of power is liable to give rise to arbitrary rule by individuals at the
expense of collective leadership.”43 Deng—who had emerged as Chi-
na’s paramount leader following the death of Mao Zedong—viewed
the collective leadership system as key to preventing the return of
Mao-style despotic rule.44

In contrast, General Secretary Xi’s termination of presidential
term limits suggests an intent to remain in power for life. Mr.
Blanchette testified to the Commission that as General Secre-
tary Xi prolongs his term in office, “China’s political system is
becoming increasingly rigid, restrictive, and thus brittle,” further
noting that “institutions governing China will atrophy as they
grow increasingly dependent on the will of the top leader.”45 He
concluded that, with these changes, China was “moving ... toward
a garbage in, garbage out model of governance” while increased
CCP control over government administration would result “in
more ideological policy.” 46

*For more information on China’s efforts to promote “Party-ification,” see U.S.-China Economic
and Security Review Commission, Chapter 2, Section 1, “Year in Review: Security and Foreign
Affairs,” in 2018 Annual Report to Congress, November 2018.
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Xi Jinping’s Trusted Personnel

General Secretary Xi has surrounded himself with a group of
loyalists who ensure his guidance is faithfully implemented and
help guard against factional challenges. Although China’s lead-
ership structure is often opaque, it appears General Secretary
Xi has improved his ability to control the country’s top decision
making bodies by stacking them with allies he has gathered
throughout his career.4” Those serving in the Politburo and its
Standing Committee with longstanding personal loyalties to Gen-
eral Secretary Xi include the two vice chairmen of the Central
Military Commission (CMC)—China’s highest military decision
making body—and the leaders of a number of consequential Par-
ty administration, propaganda, and discipline inspection organi-
zations.* General Secretary Xi’s key loyalists include:

e Wang Qishan: Wang is China’s vice president and believed
to be a close confidant of General Secretary Xi. From 2012
to 2017, Wang served on the Politburo Standing Committee
and led the Central Commission for Discipline Inspection,
where he was instrumental to implementing General Secre-
tary Xi’s anticorruption campaign. Wang briefly retired af-
ter reaching the CCP’s informal retirement age in 2017, but
was brought back by General Secretary Xi to serve as vice
president. While the role of vice president has traditionally
been a ceremonial one, Wang wields considerable power as
General Secretary Xi’s right-hand man. According to media
reports, Wang and General Secretary Xi share a decades-long
friendship, beginning when the two were “sent-down youths”
during the Cultural Revolution.48

e Li Zhanshu: Li is the party secretary of the National People’s
Congress, China’s rubber stamp legislative body responsible
for carrying out CCP policy. Li met General Secretary Xi
when both served as county-level party secretaries in Hebei
Province in central China in the early 1980s. He is ranked
third in protocol order on the Politburo Standing Commit-
tee.4?

e Wang Huning: Wang leads the CCP’s Secretariat and is in
charge of Party ideology. A former academic and long-time
Party ideologist, Wang 1s widely credited for developing the
ideological platforms of General Secretary Xi as well as
those of his two predecessors, Hu Jintao and Jiang Zemin.5°
While Wang does not appear to have close personal ties to

*The Politburo of the CCP is a group of China’s 25 highest-ranked officials who oversee all
decisions relating to the affairs of Party and state. The Politburo is managed by the Politburo
Standing Committee, which consists of seven members and is effectively given standing authority
to make all decisions on behalf of the Politburo. Of the 25 members on the Politburo, 14 were
appointed by or had political ties to General Secretary Xi. Of the Politburo Standing Committee
members under General Secretary Xi, only two, Li Keqiang and Wang Yang, lack clear connec-
tions to him. Li Keqiang, the premier, was promoted to the Standing Committee at the 17th Party
Congress held in October 2007. Wang Yang, head of the Chinese People’s Political Consultative
Conference, was promoted to the Standing Committee during the 19th Party Congress, but lacks
a clear prior connection to General Secretary Xi. Katsuji Nakazawa, “The Power Relationships
that Govern China,” Nikkei Asian Review, 2019; Cheng Li, “China’s New Politburo and Politburo
Standing Committee,” Brookings Institution, October 26, 2017.
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Xi Jinping’s Trusted Personnel—Continued

Xi, the two are ideologically aligned, with Wang associated
with crafting Xi’s signature “China dream” ideology.5! He is
ranked fifth on the Politburo Standing Committee and was
elevated to the committee in 2017 as a reward for his efforts
as a theoretician for the CCP.52

Zhao Leji: Zhao is secretary of the Central Commission for
Discipline Inspection, China’s top anticorruption body, and is
responsible for enforcing internal CCP rules and combating
corruption. He was the party secretary of Shaanxi Province
from 2007 to 2012 where he developed ties with General Sec-
retary Xi’s family and friends. The two men’s fathers were
also reportedly close friends. Zhao is ranked sixth on the Po-
litburo Standing Committee.?3

Han Zheng: Han is the vice premier of China’s State Council,
which is responsible for developing and implementing poli-
cies that conform with CCP directives. Han was General Sec-
retary Xi’s deputy when the latter served as party secretary
of Shanghai for seven months in 2007. He is ranked seventh
on the Politburo Standing Committee.5*

Zhang Youxia: General Zhang is a vice chairman of the CMC,
and in 2017 became the first vice chairman directly appoint-
ed by General Secretary Xi. General Zhang and General Sec-
retary Xi are childhood friends, and their fathers fought to-
gether during the Communist Revolution.55

Xu Qiliang: General Xu is a vice chairman of the CMC and
the first CMC vice chairman and Politburo member from
the PLA Air Force. He was the commander of the air force’s
Eighth Corps when General Secretary Xi was the party sec-
retary of Fuzhou from 1990 to 1996, making Xu his direct
subordinate for provincial mobilization and recruitment is-
sues. Xu became a vice chairman of the CMC in October 2012
immediately prior to General Secretary Xi becoming CMC
chairman in November 2012.56

Chen Xi: Chen is the head of the CCP’s Organization Depart-
ment, which is responsible for staffing key positions within
the Party. Chen and General Secretary Xi were classmates at
Tsinghua University from 1975 to 1979.57

Huang Kunming: Huang is the head of the CCP’s Propaganda
Department and is responsible for information dissemination
and enforcing media censorship. Huang previously worked
with General Secretary Xi when he was the deputy party
secretary of Huzhou City in Zhejiang Province from 1999 to
2003 and Xi was the party secretary of Zhejiang Province
from 2002 to 2007. Huang was also the party secretary in
Yongding County, Fujian Province, between 1996 and 1998
when General Secretary Xi was the Fujian party secretary.58
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Concerns over PLA Loyalty

Another component of the CCP’s campaign to tighten control over
all levers of governmental power has been its redoubled efforts to
ensure the absolute loyalty of China’s security forces to the CCP’s
central leadership in general and General Secretary Xi in particu-
lar. Before General Secretary Xi’s 2012 rise to power, longstanding
concerns had heightened in Beijing that elements within the PLA
and China’s domestic security forces were resisting the authority
of the CCP’s central leadership, with some even being used as a
tool by provincial leaders to pursue their own political ambitions
without regard for central authorities. The reported support for Bo
Xilai’s bid for power in 2012 from key elements within the PLA and
People’s Armed Police, a key component of China’s internal security
system, raised serious concerns within the Party leadership about
the reliability of China’s security forces.*59

The arrest of former Politburo Standing Committee member Zhou
Yongkang, a key ally of Mr. Bo and the first member of the Standing
Committee to be prosecutedf since the Cultural Revolution, was an
additional example of the factionalism and unresponsiveness spur-
ring these concerns.®0 Tim Heath, senior international defense re-
searcher at the RAND Corporation, highlighted in testimony before
the Commission that symptomatic of the concerns over the loyalty
of Chinese security forces are “numerous media reports of unveri-
fied rumors of coup plots against [General Secretary] Xi—something
virtually unheard of in either Jiang Zemin or Hu [Jintaol’s eras.”¢1
There have also been numerous incidents reported where corrupt
local officials have used People’s Armed Police units to collect debts,
seize land, disrupt protests against misrule, and carry out political
retribution.2

Bureaucratic resistance by high-ranking PLA leaders further con-
tributed to a loss of CCP confidence in the military top brass. In his
testimony before the Commission, Mr. Heath pointed to the 2012
arrest of Gu Junshan, a senior general in the PLA’s logistics head-
quarters, as “alarming evidence of the military’s resistance to civil-
ian oversight.”63 According to Mr. Heath, then General Secretary
Hu reportedly ordered an inquiry into corruption charges against
Gu, and ultimately had to direct the military’s top disciplinary in-
spection unit to carry out the inquiry after senior officers on the
CMC ignored Hu’s instructions.®4 This and other similar incidents
underscored longstanding CCP concerns over the PLA becoming a
“nationalized” force that viewed itself as a professional, national
military rather than as an instrument of the Party.f In the view

*In February 2012, Bo Xilai sent the People’s Armed Police after former Chongqing police chief
Wang Lijun, who sought refuge in the U.S. consulate in Chengdu after the two men argued over
the involvement of Bo’s wife in the murder of a British businessman. Viola Zhou, “Why China’s
Armed Police Will Now Only Take Orders from Xi and His Generals,” South China Morning Post,
December 28, 2017.

F1In 2015, Zhou Yongkang was found guilty on charges of bribery, abuse of power, and disclosing
national secrets and given a life sentence. BBC News, “China Corruption: Life Term for Ex-Secu-
rity Chief Zhou,” June 11, 2015.

ZConcerns among CCP leaders have grown over what they view as trends within the PLA
toward becoming a fully professional, autonomous force outside the political control of the Party.
A prominent example of this concern occurred during the mass protests leading up to the 1989 Ti-
ananmen Square massacre, when some PLA units refused to obey orders to disperse the student
protesters. Part of the blame for PLA units failing to comply with CCP orders was directed at
then CCP General Secretary Zhao Ziyang, who some senior CCP leaders associated with support
for a nationalized army and blamed for the weakening of Party control over the military. Phillip
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of CCP leaders, this development would inevitably weaken Party
control over the PLA, increase bureaucratic resistance to CCP over-
sight, and increase the chances that PLA leaders might refuse to
follow Party directives to forcibly suppress dissent within China in
the event of future large-scale unrest.65

In part to address concerns over PLA loyalty, General Secretary
Xi—who also serves as chairman of the CMC—has targeted a num-
ber of high-ranking generals in the anticorruption campaign, em-
barked on a propaganda campaign to reinvigorate PLA loyalty to
the CCP, and pushed through major changes to the PLA command
system.* According to Dr. Wedeman’s calculations, whereas only one
PLA officer holding the rank of major general or above was convict-
ed of corruption between 2000 and 2011, 78 officers at this rank
were “either ... charged with corruption or were reportedly sidelined
after allegation|s] of corruption were leveled against them” between
2012 and January 2019.66 Included in this purge have been two
sitting CMC members and the two CMC vice chairmen—the PLA’s
two top-ranking military officers Guo Boxiong and Xu Caihou—who
served under former General Secretary Hu. Since the prosecution of
the latter two, the CCP has launched an extensive propaganda cam-
paign to rebuild military discipline under the slogans of “eliminate
the baneful influence of Guo Boxiong and Xu Caihou” and “scraping
poison off the bone.” 67

In his CMC leadership role, General Secretary Xi has also taken
a series of steps to tighten his personal control over the PLA and
People’s Armed Police. In 2017, he reduced the number of positions
on the CMC, and has taken a more active role in selecting senior
military officers for promotion than his predecessor.i %8 Meanwhile,
he has also replaced more top PLA and People’s Armed Police lead-
ers than his predecessor and placed the People’s Armed Police di-
rectly under the command of the CMC, removing the force from the
influence and control of provincial authorities.: 69

A further step to ensure General Secretary Xi’s unquestioned au-
thority over military affairs has been the resuscitation of the “CMC
Chairman Responsibility System,” a formulation that aims to cen-
tralize decision making over all important military matters in the
office of the CMC chairman and curtail the independence of uni-

C. Saunders and Joel Wuthnow, “Large and in Charge,” in Phillip Saunders et al., eds., Chairman
Xi Remakes the PLA: Assessing Chinese Military Reforms, National Defense University, February
22, 2019, 529.

*For more on China’s military reorganization, see U.S.-China Economic and Security Review
Commission, Chapter 2, Section 2, “China’s Military Reorganization and Modernization, Implica-
tions for the United States,” in 2018 Annual Report to Congress, November 2018, 211.

FAccording to Phillip C. Saunders and Joel Wuthnow, Hu Jintao was not actively involved in
the senior military officer selection and promotion process, effectively rubber-stamping decisions
made by his two CMC vice chairmen. Conversely, General Secretary Xi has been much more
personally engaged in the promotion process, reportedly even conducting personal interviews
with candidates for senior positions. This level of personal involvement has allowed him to place
supporters of his agenda in key positions and reward officers who display personal loyalty. Phillip
C. Saunders and Joel Wuthnow, “Large and in Charge” in Phillip Saunders, ed., Chairman Xi
Remakes the PLA: Assessing Chinese Military Reforms, National Defense University, February
22, 2019, 543-544.

+General Secretary Xi replaced all CMC members except three during his first five-year term
as CMC chairman. He also reduced membership on the CMC from 11 to seven seats. By contrast,
Hu Jintao replaced only three CMC members during his eight years as CMC chairman. U.S.
Department of Defense, Directory of PRC Military Personalities, March 2018, 8; U.S. Department
of Defense, Directory of PRC Military Personalities, March 2013, 6; U.S. Department of Defense,
Directory of PRC Military Personalities, October 2011, 5; U.S. Department of Defense, Directory
of PRC Military Personalities, October 2016, 5.
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formed PLA leaders.”’? An earlier arrangement instituted by Deng
Xiaoping had delegated significant authority over administration of
the PLA to the CMC vice chairmen in an attempt to improve the
efficiency and professionalism of PLA management.

Beyond the inefficiencies that could attend an overcentralization
of power in the hands of General Secretary Xi, according to Mr.
Heath, the CCP’s renewed focus on loyalty and political indoctrina-
tion could also “result in a military that prioritizes compliance and
sloganeering over professional competence.”’! This concentration of
power could also create bottlenecks in military command decisions.
In his testimony, Mr. Heath argued that “elevating too many deci-
sions to elite supraministerial leading small groups raises the risks
that important decisions will be delayed or grow unpredictable. The
lack of institutionalization of authority between new and old com-
mand structures also causes friction and could cause problems with
coordination, deconfliction, and decision making in a crisis.” 72

China’s Economic and Innovation Challenges

Beijing Strengthens State Control

In a speech commemorating the 40th anniversary of Deng Xiaop-
ing’s reform and opening in December 2018, General Secretary Xi
declared 40 years of reform had demonstrated the need to maintain
CCP leadership “over all tasks,” but did not offer any new commit-
ments to economic reform.”3 The speech indicated a continuation
of General Secretary Xi’s vision of “reform,” which features limited
market liberalization, reasserts government control over the econ-
omy, and favors the inefficient state sector at the expense of the
private sector.”4 At the annual Central Economic Work Conference
in December 2018, Chinese leaders acknowledged “new and worri-
some developments” and a “complicated and severe” external envi-
ronment—an oblique reference to trade tensions with the United
States.”®

According to official Chinese statistics, China’s gross domestic prod-
uct (GDP) growth slowed to 6.3 percent in the first half of 2019—a
near 30-year low.*76 General Secretary Xi continued to centralize
economic governance to strengthen the state sector. In testimony
before the Commission, Michael Hirson, China and Northeast Asia
practice head at Eurasia Group, described CCP decision making
bodies, such as leading small groups, supplanting technocrats and
regulators to guide economic policy, and “a wave of party building”
taking place across both state-owned enterprises (SOEs) and private
firms.”” (For a discussion of China’s economic slowdown, including
analysis of key growth drivers, see Chapter 1, Section 1, “Year in
Review: Economics and Trade.”)

In the face of economic headwinds, Chinese policymakers are lean-
ing on stimulus measures to stabilize growth. Beijing understands
that China’s long-term economic stability is threatened by the re-
surgence of the state sector at the expense of the private sector,

*There are longstanding doubts about the reliability of China’s official data. Of note, Xiang
Songzuo, a professor at Renmin University’s School of Finance and former chief economist of the
Agricultural Bank of China, made a splash in December 2018 when he suggested the real rate
of economic growth in 2018 could be 1.67 percent, or even lower. Chris Buckley and Steven Lee
Myers, “China’s Leader Says Party Must Control ‘All Tasks,” and Asian Markets Slump,” New York
Times, December 18, 2018.
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rising debt levels, and a rapidly-aging population, but its response
has been constrained by overriding political objectives.

The State Advances

Since General Secretary Xi assumed power in 2012, China’s state
sector has become newly ascendant. Despite being significantly less
productive than the private sector, SOEs receive the lion’s share of
bank credit: in 2016, SOEs received 83 percent of all new loans ver-
sus 11 percent for private companies.* As China’s economic growth
slows, SOEs have fared better than the private sector. According to
Chinese statistics, SOEs’ revenue grew by 10 percent and profits
grew by 12.9 percent during 2018, compared to revenue growth of
13.6 percent and profit growth of 23.5 percent during 2017.78 The
decrease from 2017 suggests SOEs were impacted by the slowdown,
but not nearly to the extent of the private sector. Revenue for pri-
vate industrial enterprises decreased 29.6 percent year-on-year,
while profit decreased 27.9 percent.i7?

Meanwhile, China’s private sector, which contributes around 66
percent of China’s GDP and 90 percent of new jobs, is under severe
stress due to a credit crunch and the country’s weakest economic
expansion since 1990.80 The Chinese government’s ongoing efforts
to reduce overall debt levels have choked off financing to the private
sector to the benefit of the state sector. Previously, China’s banks
used off-balance-sheet channels to lend to private firms, which are
regarded as more risky because they do not have implicit state sup-
port.81 The deleveraging campaign has forced banks to bring these
loans back on their books, requiring them to set aside more capital
to cover for potential losses and consequently lend at a higher rate
to private borrowers.82

Following the launch of the deleveraging campaign in 2016, financ-
ing costs decreased for SOEs, but jumped for private enterprises.83
In 2018, bond defaults by private companies reached an all-time
high i and a wave of de facto nationalizations hit the private sector
as capital-starved private companies sold large stakes to SOEs.84
With financing drying up, a growing number of Chinese companies
are issuing commercial acceptance bills—essentially, documents
promising payment in the future—to their suppliers. According to
Chinese government data, companies owed $211 billion in commer-

*By comparison, in 2013 SOEs received only 35 percent of all new loans and private companies
received 57 percent. Nicholas Lardy, “The State Strikes Back: The End of Economic Reform in
China?” Peterson Institute for International Economics, January 28, 2019.

FChina’s National Bureau of Statistics defines “industry” to encompass extraction industries,
electricity and water provision, manufacturing, processing of agricultural products (e.g., leather
making), and repair of industrial products. It does not encompass construction or energy. Sta-
tistics are compiled for “enterprises above a designated size,” which China’s National Bureau of
Statistics defines as enterprises having revenues of at least $2.9 million (20 million renminbi
[RMB]) from primary business activities. China’s National Bureau of Statistics, Industry, October
29, 2013. Translation; China’s National Bureau of Statistics, Profits for China’s Industrial Enter-
prises above a Designated Size Grew 10.3 Percent in 2018 (201844 EHUAE LL_E T b A b )i 389 K
10.3%), January 28, 2019. Translation.

fPrivate companies accounted for 45 of the 52 defaulting issuers in 2018. In 2017 and 2016,
the numbers of defaulting issuers were about 20 and 35, respectively, and the majority of them
were private. Many economists argue that the rise in corporate bond defaults is a positive sign of
a maturing financial market after years of routine government bailouts, but the fact that private
firms continue to account for the vast majority of defaults suggests SOEs are not held to the
same standards. Edward White, “Chinese Corporate Bond Defaults Hit Record High, Fitch Says,”
Financial Times, January 20, 2019; Shen Hong, “Default Fears Add Fresh Stress to Chinese Pri-
vate Sector,” Wall Street Journal, January 11, 2019.
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cial acceptance bills at the end of February 2019, an increase of
more than a third from the previous year.85

General Secretary Xi met with a group of China’s top private ex-
ecutives in November 2018 to reassure them of the state’s support,
promising a range of measures including tax cuts, increased lending
to private borrowers, and equal treatment for the private sector.86
Nicholas Borst, director of China research at Seafarer Capital Part-
ners, argued in his testimony to the Commission that while such
policies might ease the pressure felt by private firms, “in order to
truly level the playing field between private firms and SOEs, diffi-
cult reforms are needed. This includes ending the implicit guaran-
tee of government support enjoyed by many SOEs that lower their
credit risk relative to private firms.”*87

Rising Debt Burden Threatens Long-Term Economic Stability

According to the Bank for International Settlements,T at the end
of 2018 (the latest data available) China’s total nonfinancial debt
reached $33.2 trillion, or 254 percent of GDP, up from 142 percent
at the end of 2008.8% This is comparable to debt levels in advanced
economies like the United States but high relative to emerging
markets.§ Equally important as the absolute size of China’s debt
burden is its rapid growth, coupled with the increasing complexity
and opacity of China’s financial system, which makes accounting for
exact levels of indebtedness problematic.

The size of China’s total internally held debt increases further
when local government borrowing is factored in, including credit
guarantees by local government financing vehicles (LGFVs).| In an
October 2018 report, S&P Global Ratings estimated China’s local
government debt could be as high as $6 trillion—“a debt iceberg
with titanic credit risks”—with most of these debts held by LG-
FVs.89 The International Monetary Fund (IMF) assesses that while
China’s official budgetary government debt remains “low and sus-
tainable,” its “augmented” debt (e.g., off-budget liabilities borrowed
by LGFVs) is “high and on an upward trajectory,” suggesting “risks
of debt stress.”?0 (For further discussion of China’s debt and de-
leveraging, see Chapter 1, Section 1, “Year in Review: Economics
and Trade.”)

*The presumption of government support creates a moral hazard by incentivizing SOEs to
undertake riskier investments and accumulate debt in excess of their repayment capacity. Moral
hazard is a situation where a party to an agreement engages in risky behavior because it knows
the other party bears the consequence of that behavior.

TThe Bank for International Settlements is an international financial institution owned by 60
central banks, representing countries from around the world. The bank’s mission is “to serve cen-
tral banks in their pursuit of monetary and financial stability, to foster international cooperation
in those areas and to act as a bank for central banks.” Bank for International Settlements, “About
BIS—Overview.” https://www.bis.org/about/index.htm.

“Nonfinancial debt comprises the outstanding debt of the private nonfinancial sector (which
is broken down into household and corporate debt) and the government. The largest category of
nonfinancial debt is held by corporations, which account for about 60 percent of China’s total
debt, while government and households each hold another 20 percent. Bank for International
Settlements, “Changes to the Data Set on Credit to the Non-Financial Sector.”

§At the end of 2018, the United States’ total nonfinancial debt reached 249 percent of GDP
and the total nonfinancial debt of emerging economies averaged 183 percent of GDP. Bank for
International Settlements, “Credit to the Non-Financial Sector,” June 4, 2019.

JLGFVs are economic entities established by Chinese local governments to finance govern-
ment-invested projects, typically infrastructure and real estate development projects. Because
local governments are barred from borrowing directly from banks, they use LGFVs to borrow
money to finance projects. These debts are not included in official Chinese debt statistics.


https://www.bis.org/about/index.htm
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Aging Population Dims China’s Future Prospects

China is experiencing major demographic challenges, including
a shrinking workforce and a rapidly-aging population, which will
impose an additional burden on its economy.®! In testimony to the
Commission, Andrew Polk, cofounder of research firm Trivium Chi-
na, argued that China’s “demographic dynamics only further chal-
lenge China’s ability to successfully move up the economic ladder
over the longer term, not least because one of China’s perennial
economic advantages—a large, improving, and relatively cheap labor
force—will increasingly dissipate.”92

In 2018, China’s working age population—people between the
ages of 16 and 59—accounted for 64.3 percent of China’s total pop-
ulation, and people over 60 made up 17.9 percent of the population
(see Figure 1).93 According to UN forecasts, by 2045 China’s working
age population will drop to 54.4 percent of China’s total population,
while the country’s population over 60 will grow to 31.4 percent of
the total population.* China’s declining labor force will detract an
average of 0.3 percentage points from GDP growth annually for the
next ten years, according to estimates from the Conference Board.%4

Figure 1: China’s Population Distribution by Age Group
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Source: China’s National Bureau of Statistics, National Economy Performed within a Reason-
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2019. Translation; United Nations Population Division, “World Population Prospects 2019. »
https://populatzon.un.org/wpp/DataQuery/.

In addition, China’s aging population is straining its social insur-
ance system, whose outlays exceeded payroll tax revenues by $68
billion in 2017.95 Chinese Academy of Social Sciences social insur-

*China’s elderly-to-working age population ratio—currently at 15 percent—will almost reach
Japan’s current elderly-to-working age population ratio of 45.6 percent by 2045, accordmg to
UN forecasts. United Nations Population Division, “World Population Prospects 2019 https://
population.un. org/wpp/DataQuery/ Nikkei Asian Revlew “Ending China’s Birth Controls Will
Not Spark Baby Boom,” October 24, 2018.
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ance expert Bingwen Zheng remarked in November 2018 that the
budget shortfall for pensions, administered by local governments,
poses increasing fiscal risks.?6 China’s public pension system is de-
pendent on government subsidies to cover the shortfalls, but the
country’s slowing economic growth may limit Beijing’s ability to
bridge the gap.®” An April 2019 Chinese Academy of Social Sciences
report warned China’s main state pension fund—the urban work-
er pension fund—could become insolvent by 2035.98 Signs of stress
have begun to emerge, with some provinces already struggling to
make pension payments.*99 The Chinese government has sought to
address the pension shortfalls through measures such as creating a
fund in July 2018 to shift funds from regions with pension surplus-
es to those with shortfalls.190 However, in March 2019 Beijing an-
nounced cuts to the corporate contributions rate to help companies
weather the economic slowdown, a move that will reduce contribu-
tions to government pension funds.101

China’s Science and Technology Goals and Shortfalls

China seeks to acquire and develop advanced technologies to move
up the value added chain and reduce its dependence on foreign-con-
trolled technology, which it views as both an economic and security
vulnerability. In support of this effort, the Chinese government has
marshaled vast resources toward encouraging domestic innovation,
financing industrial upgrading, and supporting the acquisition of
foreign technology.192 The U.S. Department of Commerce’s ban on
U.S. companies selling technology and services to Chinese telecom
equipment giant ZTE—imposed in April 2018 but subsequently lift-
ed—and the Department of Commerce’s May 2019 decision to add
Huawei and its affiliates to its Entity List controlling U.S. technolo-
gy exports are reminders of the continued dependency of many Chi-
nese companies on foreign technology despite recent gains.103

General Secretary Xi has been a vocal champion of China’s indig-
enous innovation drive, repeatedly emphasizing the importance of
mastering what he has termed “core technologies” and technological
“self-reliance.”{ In an April 2016 speech, General Secretary Xi de-
clared that “core technology is our biggest lifeline and the fact that
core technology is controlled by others is our greatest hidden dan-
ger.”104 Although there is no official list of core technologies, technol-
ogy experts believe they include advanced semiconductors, operating
systems, cloud systems, and the hardware and algorithms behind
artificial intelligence (Al) systems.195 China’s drive for technological
self-reliance has taken on new urgency as U.S.-China trade tensions
drag on. In May 2019, General Secretary Xi said, “Only if we own
our own intellectual property and core technologies ... can we pro-

*The April 2019 report from the Chinese Academy of Social Sciences estimated that in 2019,
as many as 16 out of China’s 31 provincial-level regions face shortfalls in their pension funds.
In 2016, pensions in seven provincial-level regions (Hebei, Liaoning, Jilin, Heilongjiang, Hubei,
Qinghai, and Inner Mongolia) experienced a shortfall, even when factoring in central government
subsidies. Yan Kunyi, “China’s Urban Pension Funds Likely to Run Out by 2035: CASS Report,”
Global Times, April 11, 2019; Issaku Harada, “China’s Social Security Shortfall Nears $100 Bil-
lion,” Nikkei Asian Review, February 8, 2018.

T For Beijing, technological self-reliance means developing technology free of foreign control or
dependency and based on homegrown intellectual property. General Secretary Xi has invoked the
phrase as a rallying cry in face of escalating trade tensions with the United States. Kinling Lo,
“Xi Jinping Urges China to Go All In on Scientific Self-Reliance after ZTE Exposes Hi-Tech Gaps, K
South China Morning Post, May 28, 2019.
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duce products with core competitiveness, and [we] won’t be beaten
in intensifying competition.”106

China’s technology push under General Secretary Xi builds upon
earlier efforts but differs in at least three key aspects: a greater
emphasis on the strategic importance of reducing reliance on for-
eign core technologies, the critical role of private companies, and the
mobilization of new funding channels.197 According to Mr. Hirson,
China’s private technology companies * “rather than state-owned be-
hemoths like China Telecom, represent China’s ‘national champions’
in next generation areas.”108 China’s major technology giants, in-
cluding Baidu, Alibaba, and Tencent, have made large investments
in Al and consumer internet and fintech industries.1® Following
the ZTE sanctions, Baidu, Alibaba, and Tencent each responded to
Beijing’s call for self-reliance by taking steps to support the develop-
ment of the semiconductor industry in China.{119 In recent months,
China’s technology sector has faced stepped-up government scru-
tiny and increased pressure to align with Party edicts after years
of thriving under light regulationi—a trend some analysts caution
may undermine Beijing’s national strategy for innovation driven de-
velopment.111

Addressing Shortfalls in Defense Technology

Beijing is deeply concerned about its defense industry’s capacity
to independently innovate and develop the cutting-edge technologies
it views as critical to what the CCP terms China’s “core national
power.”112 China has made great strides in key defense technologies
related to cyber, space, advanced computing, and Al, and is a world
leader in hypersonic weapons. Nevertheless, Beijing believes China
is still lagging behind the United States, noting in its most recent
defense white paper that China’s military is “confronted by risks
from technology surprise and a growing technological generation
gap.”113 General Secretary Xi has demonstrated particular concern
over shortfalls in China’s technological capabilities, which he has
described as the “root cause of [China’s] backwardness.”114 China’s
defense industry continues to struggle to produce some high-end
military components—such as advanced aircraft engines, guidance
and control systems, and microprocessors—forcing Beijing to remain
reliant on foreign technologies in these areas.!1> China continues
to rely in particular on foreign innovation systems from the United
States and Japan for the core technologies and talent it views as
necessary to its national security.116

*In China, direct ownership is not the primary determinant of the government’s ability to
control a company’s decision making; in other words, private companies can also be directed to
carry out government objectives. As described by Curtis J. Milhaupt and Wentong Zheng, “Large,
successful [Chinese] firms—regardless of ownership—exhibit substantial similarities in areas
commonly thought to distinguish SOEs from [private companies]: market dominance, receipt of
state subsidies, proximity to state power, and execution of the state’s policy objectives.” Curtis
J. Milhaupt and Wentong Zheng, “Beyond Ownership: State Capitalism and the Chinese Firm,”
Georgetown Law Journal 103 (2015): 665.

fFor instance, in July 2018 Baidu unveiled its self-developed, high-end AI chip designed for
autonomous vehicles and data centers. In September 2018, Alibaba established a semiconductor
subsidiary to produce Al chips made for autonomous vehicles, smart cities, and smart logistics.
Paul Triolo and Graham Webster, “China’s Efforts to Build the Semiconductors at AI's Core,” New
America, December 7, 2018.

+For example in September 2019 Chinese state media reported that Hangzhou, a major tech-
nology hub in China, plans on assigning government officials to work with 100 local private
companies, including ‘Alibaba. Josh Horwitz, “China to Send State Officials to 100 Private Firms
Including Alibaba,” Reuters, September 23, 2019.
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One of General Secretary Xi’s top priorities is military-civil fusion,
a strategy that seeks to enable transfers between the civilian and
defense sectors to support defense-related science and technology
advancements.117 Military-civil fusion is also a vehicle for creating
cohesion in China’s military and civilian research efforts, so that the
entire system can be effectively mobilized to support the military
and sustain economic growth.118 The strategy is intended to lessen
China’s dependence on foreign expertise while positioning China to
become a global leader in key emerging technologies, which General
Secretary Xi has identified as “a national heavy weapon.”119

To this end, China has sought to penetrate innovation hubs in the
United States like Silicon Valley and to develop research partner-
ships with U.S. and other foreign universities to facilitate the trans-
fer of defense-related technology and knowledge.120 In testimony
before the Commission, Greg Levesque, then managing director at
Pointe Bello, argued that this strategy is “critical to strategic compe-
tition and securing China’s future as not only an economic, but also
a military superpower.”121 Jiang Luming, a leading expert on mili-
tary-civil fusion at the PLA National Defense University, views the
success of this strategy in similar terms. According to Major General
Jiang, should China fail to fully implement military-civil fusion, its
“national security development will lose its most central supporting
power; if we are defeated in this particular competition, an entire
era will be lost.”122 (For more on military-civil fusion, see Chapter
3, Section 2, “Emerging Technologies and Military-Civil Fusion: Ar-
tificial Intelligence, New Materials, and New Energy.”)

While General Secretary Xi has placed significant emphasis on mili-
tary-civil fusion, there are areas where China’s defense industries con-
tinue to fall well short of Beijing’s expectations.!23 Continued shortfalls
stem largely from the military-civil fusion system being still in the ear-
ly stages of development and hampered by high barriers to entry in the
defense industry and a lack of information-sharing between the PLA
and civilian entities.’2¢ For example, Chinese defense conglomerates
remain bloated, inefficient, and vertically integrated in contrast to the
horizontal structure of many U.S. and other foreign enterprises capable
of making quicker innovations.125 Furthermore, China’s defense sector
is closed to outside entrants and is dominated by a limited number of
state-owned defense corporations, resulting in contracts being awarded
through single-sourcing mechanisms that limit competition and inno-
vation.126 There is also likely lingering corruption in China’s research,
design, and acquisition processes which could hamper China’s ability to
innovate.127 Ultimately, China’s embrace of military-civil fusion to tap
into the technical skills that exist inside the civilian economy is a re-
flection of the ongoing capability shortfalls within the defense sector.128

Resistance to Beijing’s Ambitions Abroad: Economic, Mili-
tary, and Political Challenges

Despite its growing ambition to shape the regional and even glob-
al order, Beijing faces a number of challenges to its economic state-
craft, military modernization, and political influence efforts that may
constrain its ability to achieve its foreign policy aims. While Beijing
seeks to use economic statecraft in the areas of trade, currency, and
infrastructure investment to shift Asia’s center of gravity away from
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the United States, it is running into challenges because of a lack of
transparency and accountability in its approach as well as its inex-
perience. In the military domain, China has embarked on an ambi-
tious modernization program to build what it terms a “world-class”
military by the middle of the 21st century, but General Secretary
Xi harbors serious reservations over China’s ability to prevail in a
conflict against a highly capable adversary.129 Beijing has used the
PLA with increasing frequency in recent years to coerce and intim-
idate China’s neighbors into accepting the CCP’s expansive sover-
eignty claims and bid for leadership in the region.* Nevertheless,
top leaders’ concerns over the PLA’s warfighting prowess may lessen
their appetite to provoke a military conflict that could draw in the
direct intervention of the United States, at least in the near term.
(For more information on China’s military modernization efforts, see
Chapter 4, Section 1, “Beijing’s ‘World-Class’ Military Goal.”)

Finally, as China has grown more assertive abroad, countries in
the Indo-Pacific and outside the region have begun pushing back
against what many view as Beijing’s unwarranted interference and
intimidation efforts. Over the last several years, these countries
have accelerated their own military modernization programs, en-
hanced security ties and intelligence-sharing with the United States
and each other, and increased their military deployments in the re-
gion in an attempt to deter further Chinese adventurism.j 130

Challenges with Beijing’s Economic Statecraft

Beijing’s first external challenge stems from criticism of its economic
statecraft efforts. During the 19th Party Congress, General Secretary Xi
stated that China’s experience “offered a new option for countries that
want to speed up their development while preserving their indepen-
dence.”131 In Beijing’s view, China’s economic model combines a market
economy’s efficient resource allocation with a state’s ability to provide
macroeconomic stability and equitable socio-economic outcomes.132 In
practice, China’s economic model promotes authoritarianism, resource
misallocation, and global economic distortions.

In an article for the Texas National Security Review, China specialist
Liza Tobin argues Beijing sees economic opening as a process of “inte-
gration with the global economy that is necessary for China’s rise—ini-
tially to acquire advanced technology and expertise and, later, to shape
global norms, standards, and institutions in line with Chinese strategic
requirements.”133 Beijing seeks to reshape global economic governance

*Beijing has used the PLA, China Coast Guard, and maritime militia paramilitary forces to
coerce or intimidate China’s neighbors with increasing frequency in recent years. In 2012, China
deployed its coast guard to occupy the Philippine-claimed Scarborough Shoal, and has prevented
Filipino fisherman from accessing the rich fishing waters around the shoal since that time. In
2014, Beijing deployed the PLA Navy and PLA Air Force to support China’s coast guard and
maritime militia, preventing Vietnam from expelling a Chinese hydrocarbon rig from Vietnam’s
claimed exclusive economic zone. In 2019, the PLA Air Force and PLA Navy continued Beijing’s
multi-year campaign to intimidate Talpel by conducting exercises and other provocative activi-
ties near Taiwan. Martin Banks, “Taiwan Official Pledges Boost in Defense Capabilities Won’t
Be Deterred by Chinese ‘Coercwn ’” Defense News, May 3, 2019; Yimou Lee, “Taiwan President
Says Chinese Drills a Threat but Not Intimidated,” Reuters, April 15, 2019; US. Department of
Defense, Annual Report to Congress: Military and Security Developments Involving the People’s
Republic of China 2014, April 24, 2014, 3-4.

TA notable exception to the trend of increased intelligence-sharing among countries in the
region is the friction between Japan and South Korea that recently led Seoul to announce its
intention to terminate a key intelligence-sharing arrangement between the two countries. Choe
Sang-Hun, Motoko Rich and Edward Wong, “South Korea Says It Will End Intelligence-Sharing
Deal with Japan, Adding to Tensions,” New York Times, August 22, 2019.
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through its participation in existing international institutions like the
IMF and World Bank while at the same time creating and funding
China-led regional organizations (e.g., the Asian Infrastructure In-
vestment Bank and Forum on China-Africa Cooperation) that provide
venues for Chinese leadership.134 Beijing also wants a larger role for
itself in setting global rules, particularly in “emerging domains such as
cyberspace, deep seas, polar regions, and outer space.”*135

Promotion of a “China Model” through BRI

China’s growing economic clout and assertive foreign policy is
drawing increased attention to Beijing’s economic statecraft, of
which BRI—General Secretary Xi’s signature economic and foreign
policy project—is perhaps the most visible example.136 In addition
to seeking economic benefits, Beijing views the project as a vehicle
for revising the global political and economic order to better align
with its interests.137 Six years after BRI’s inception, the global re-
sponse has been mixed. Many countries welcome BRI in light of
China’s sizable financial commitments, but some are increasingly
concerned about the transparency, debt sustainability, and environ-
mental impacts of BRI projects, as well as the strategic implications
of the initiative for their political, economic, and security interests.
Notably, over the past year leaders in Malaysia, the Maldives, and
Pakistan swept into power by capitalizing on public unease about
Chinese-funded investment projects, and since taking office have
suspended or canceled several high-profile BRI projects.13®8 None-
theless, these setbacks have not led to wholesale rejection of the
initiative. In many cases, host countries are moving forward with
projects that were suspended or even canceled after renegotiating
deals with Beijing.139

The United States, the EU, India, and Japan have also voiced
their concerns about BRI.i For example, India’s main objections to
BRI center on the China-Pakistan Economic Corridor, which runs
through the disputed region of Kashmir. In a speech at the Shang-
hai Cooperation Summit held in June 2019, Indian President Na-
rendra Modi said India only supported connectivity projects that
are based on the “respect for sovereignty, regional integrity, good
governance, transparency ... and reliability.”140 German business
newspaper Handelsblatt reported in April 2018 that 27 out of 28 EU
ambassadors to Beijing signed an internal EU report stating BRI
“runs counter to the EU agenda for liberalizing trade and pushes
the balance of power in favor of subsidized Chinese companies.”§ 141

*For example, China’s 2017 strategy on international cyberspace cooperation declared “China
will push for institutional reform of the UN Internet Governance Forum to enable it to play a
greater role in Internet governance.” State Council Information Office of the People’s Republic of
China, International Strategy of Cooperation in Cyberspace, March 2, 2017.

TBeyond expanding China’s export markets and promoting the use of the RMB as an interna-
tional currency, BRI provides an opportunity for China to export some of the country’s massive
industrial overcapacity. In a September 2019 interview, the director of strategic planning and
technology at Baosteel, China’s largest steel producer, sald “For the steel industry, the Belt and
Road Initiative will generate direct demand for steel products.” Nick Schifrin and Dan Sagalyn,
“China’s Massive Belt and Road Initiative Builds Global Infrastructure—and Influence,” PBS,
September 27, 2019.

“For more on views and responses from the United States, Japan, and India, see U.S.-China
Economic and Security Review Commission, Chapter 3, Section 1, “Belt and Road Initiative,” in
2018 Annual Report to Congress, November 2018, 282—286.

§Only Hungary’s ambassador to Beijing did not sign the report. For more on China’s efforts to
influence the policies of individual EU countries, see U.S.-China Economic and Security Review
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An EU-wide policy response is emerging: in September 2018, the
EU unveiled a new strategy to improve transport, energy, and digi-
tal links between Europe and Asia.142 While the EU’s strategy seeks
to distinguish its approach from BRI through its emphasis on sus-
tainability and respect for the rules-based international system, it
also preserves engagement with China by highlighting possible syn-
ergies between BRI and European connectivity projects, reflecting
European countries’ varying levels of support for BRI.143

Concerns about China’s growing international economic engage-
ment extends beyond BRI. The EU’s connectivity strategy comes on
top of a separate push to adopt an EU framework for screening
foreign investment in response to concerns surrounding Chinese
investment in Kurope’s strategic sectors.*144 In March 2019, the
European Commission released a landmark paper on EU-China re-
lations that declared China an “economic competitor in the pursuit
of technological leadership” and a “systemic rival promoting alterna-
tive models of governance.”145 The paper called on European leaders
to seek “a more balanced and reciprocal economic relationship” with
China by taking a tougher stance in key areas of bilateral trade
while noting potential areas of cooperation.146

An area of emerging concern is the potential for BRI projects to
saddle participating countries with unsustainable debt. Many coun-
tries receiving loans from China also receive concessional financ-
ing from the World Bank’s International Development Association
(IDA)T and some have received debt relief through the IMF and
World Bank’s Heavily Indebted Poor Country initiative and related
Multilateral Debt Relief Initiative programs (see Table 1).& At the
time debt relief was negotiated, concern was raised by IDA executive
directors regarding the risk of “free riding,” defined as “situations in
which IDA’s debt relief or grants could potentially cross-subsidize
lenders that offer non-concessional loans to recipient countries,”
particularly in “resource-rich grant-recipient countries that could
rely on non-concessional borrowing collateralized with future export
receipts.”147 China’s lack of transparency in its lending raises con-
cerns regarding not only China’s free riding on previous interna-
tional debt relief efforts, but also the potential for increased risk of
debt distress in low-income countries, compromising the impact and

Commission, Chapter 3, Section 2, “China’s Relations with U.S. Allies and Partners,” in 2018
Annual Report to Congress, November 2018.

*In addition, Europe’s three major powers—France, Germany, and the UK—have all recently
taken steps to tighten their rules for screening Chinese investments. Erik Brattberg and Etienne
Soula, “Is Europe Finally Pushing Back on Chinese Investments?” Carnegie Endowment for In-
ternational Peace, September 14, 2018.

TIDA provides long-term low-interest loans and grants to the world’s poorest countries which
are eligible based on having a gross national income per capita below an established threshold
($1,175 in fiscal year 2020) and are unable to borrow from private capital markets. Recipients
with a high risk of debt distress receive 100 percent of their financial assistance in the form of
grants and those with a medium risk of debt distress receive 50 percent in the form of grants.
International Development Association, “Borrowing Countries.” hitp://ida.worldbank.org/about/
borrowing-countries; International Development Association, “Financing.” http://ida.worldbank.
org/financing/ida-financing.

iThe Heavily Indebted Poor Country initiative and related Multilateral Debt Relief Initiative
programs were launched in 1996 and 2006, respectively, by the IMF, World Bank, and other mul-
tilateral, bilateral and commercial creditors to provide relief for heavily indebted poor countries.
To date, debt reduction packages under the initiative have provided $99 billion in debt service
relief to 36 countries, 30 of them in Africa. World Bank, “Heavily Indebted Poor Country (HIPC)
Initiative,” January 11, 2018; Martin A. Weiss, “The Multilateral Debt Relief Initiative,” Congres-
sional Research Service, June 11, 2012.


http://ida.worldbank.org/financing/ida-financing
http://ida.worldbank.org/financing/ida-financing
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contribution of IDA’s concessional lending to meet poverty reduction
and growth goals in the poorest nations.

Table 1: BRI Signatories: Debt Relief, Debt Sustainability, Chinese
Investment, and Loans

Total Chinese
Foreign Direct
World Bank IDA | World Bank-IMF | Investment and
Countries That Debt Sustain- Construction Total Chinese
Received Inter- | ability Analysis; Contracts Loans
national Debt Risk of External 2013-2018 2013-2017
Relief Debt Distress* (US$ millions) (US$ millions)
Afghanistan High risk $210 No information
Burundi High risk No information $63
Cameroon High risk No information $3,110
Chad High risk $550 $35
Congo, Republic of | In debt distress $7,300 $3,350
Cote D’Ivoire Moderate risk No information $2,379
Ethiopia High risk $13,910 $9,587
Gambia In debt distress No information $0
Ghana High risk $5,500 $1,447
Guinea Moderate risk $7,500 $264
Guyana Moderate risk $930 No information
Liberia Moderate risk $410 $50
Madagascar Low risk $1,430 $365
Mali Moderate risk $1,850 $465
Mauritania High risk No information $34
Mozambique In debt distress $7,680 $843
Rwanda Low risk $840 $78
Senegal Low risk $4,080 $1,343
Sierra Leone Moderate risk $3,640 $173
Tanzania Low risk $8,270 $804
Togo Moderate risk No information $225
Uganda Low risk $7,280 $2,213
Zambia High risk $12,240 $4,191

Source: Various.148

*The IMF and World Bank’s debt sustainability framework for low-income countries includes
four ratings for the risk of external debt distress reflecting a country’s likelihood of repaying
public sector loans: low risk, moderate risk, high risk, and in debt distress. International Mone-
tary Fund, “Joint World Bank-IMF Debt Sustainability Framework for Low-Income Countries,”
March 19, 2019.

FThe Chinese government does not publicly report its loans. With the exception of Afghanistan
and Guyana, data on Chinese loans are from the John Hopkins University School of Advanced
International Studies’ China-Africa Research Initiative, which collects data on Chinese loans to
Africa using open sources, supplemented with interviews with Chinese and African officials. Chi-
na Africa Research Initiative, “Loan Database.” http://www.sais-cari.org/data.


http://www.sais-cari.org/data
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In response to pushback against BRI, Beijing has been rethinking
how it selects and implements projects and presents BRI to over-
seas audiences.149 China’s economic slowdown, ongoing trade ten-
sions with the United States, and the decline of its foreign reserves
in recent years™ are constraining Beijing’s ability to finance BRI.150
Beijing recognizes it cannot afford to continue to make investments
that are financially nonviable and incur reputational costs. As a re-
sult, Beijing has begun an interagency review to take stock of the
number and terms of BRI deals, according to media reports in June
2018.151

During the second Belt and Road Forum in April 2019, Gener-
al Secretary Xi sought to rebuild BRI’s tarnished global image in
the wake of high-profile scandals{ by promising “open, green, and
clean” projects.152 Official pronouncements at the forum echoed
the tone and fanfare of the first forum in 2017, but tailored the
messaging and deliverables to address international concerns. The
second forum announced multiple initiatives to improve environ-
mental sustainability of BRI projects, including a program to train
environmental officials in BRI countries, the creation of a debt sus-
tainability assessment framework,i and seminars on anticorruption
and business integrity.153 Chinese agencies also signed a number
of bilateral agreements to improve transparency, such as auditing
cooperation between China’s Ministry of Finance and regulators in
Malaysia and Japan.154

At the second BRI forum, People’s Bank of China Governor Yi
Gang sought to address concerns about the financial risks of BRI
lending,§ saying China needs to “objectively assess developing coun-
tries’ debt problems” and “consider a country’s complete debt-servic-
ing capabilities.”155 Over the past year, Beijing has provided debt
relief for some BRI countries, including debt write-offs, deferments,
and refinancing.156 Deborah Brautigam, director of the China-Afri-

*China’s foreign exchange reserves are an important source of capital for China’s policy banks,
which—along with China’s major state-owned commercial banks—have been the main financiers
of BRI. When BRI was launched in 2013, China’s foreign exchange reserves were valued at $3.66
trillion, peaking at nearly $4 trillion in June 2014. As of April 2019, China’s foreign exchange
reserves stood at $3.1 trillion.

T Examples include Sri Lanka, where China Harbor Engineering Company allegedly gave $7.6
million to former President Mahinda Rajapaksa’s failed 2015 reelection bid, and Malaysia, where
in 2016 senior Chinese officials allegedly offered to bail out a Malaysian government fund at
the center of a multibillion-dollar corruption scandal in exchange for lucrative stakes in rail and
pipeline projects for BRI. Tom Wright and Bradley Hope, “WSJ Investigation: China Offered to
Bail Out Troubled Malaysian Fund in Return for Deals,” Wall Street Journal, January 7, 2019;
Reuters, “China’s Xi Offers Fresh $295 Million Grant to Sri Lanka,” July 22, 2018.

#According to China’s Ministry of Finance, the debt sustainability framework is a “non-man-
datory policy tool” for BRI participants “to conduct debt sustainability analysis and manage debt
risks according to the risk rating results, as an important reference for lending decisions.” The
framework is largely modeled after the World Bank and IMF’s debt sustainability framework
for low-income countries governing lending operations for multilateral institutions; however, as
a voluntary framework, China’s debt sustainability framework is not binding on Chinese finan-
cial institutions. Scott Morris and Mark Plant, “China’s New Debt Sustainability Framework Is
Largely Borrowed from the World Bank and IMF. Here’s Why That Could Be a Problem,” Center
for Global Development, July 19, 2019; China’s Ministry of Finance, Debt Sustainability Frame-
work for Participating Countries of the Belt and Road Initiative, April 25, 2019.

§A March 2018 study from the Center for Global Development examining the debt vulnerabil-
ities of countries identified as potential BRI borrowers found that out of 23 countries determined
to be significantly or highly vulnerable to debt distress, there are eight countries—Djibouti, Kyr-
gyzstan, Laos, Maldives, Mongolia, Montenegro, Pakistan, and Tajikistan—“where BRI appears
to create the potential for debt sustainability problems, and where China is a dominant creditor
in the key position to address those problems.” John Hurley, Scott Morris, and Gailyn Portelance,
“Examining the Debt Implications of the Belt and Road Initiative from a Policy Perspective,”
Center for Global Development Policy Paper, March 2018, 11.
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ca Research Initiative at the Johns Hopkins University School of
Advanced International Studies, notes that China’s debt write-offs
have been “limited to interest-free Chinese government loans ma-
turing at the end of the year,” which comprise a “relatively modest
part of Chinese finance in Africa.”157 In January 2019, China agreed
to waive $78.4 million worth of interest-free debt owed to it by Cam-
eroon.158 In April 2019, the Ethiopian government announced China
canceled interest-free loans that had matured at the end of 2018,
without specifying the amount; the cancelation was on top of China
agreeing in 2018 to extend the repayment period of Ethiopia’s loans
for a major railway project.159

In an attempt to counter corruption in BRI projects, in July 2019
China’s Central Commission for Discipline Inspection announced
plans to embed its officers in countries with major BRI projects to
monitor the activity of Chinese companies abroad.* This follows the
rollout of notices from China’s state-owned asset regulator in July
2018 and June 2019 requiring SOEs to increase supervision of over-
seas units and personnel.i It remains to be seen whether Chinese
officials’ new emphasis on transparency, debt sustainability, and en-
vironmental sustainability leads to a substantive course correction.
Given its strategic interests in BRI, however, Beijing is unlikely to
go beyond tactical adjustments to the initiative.160

Myanmar Renegotiates BRI Project over Debt Concerns

Driven by concerns over excessive debt, in 2018 Myanmar rene-
gotiated the cost and scope of the Kyaukpyu deep-water port—a
major BRI project—from $7.2 billion to $1.3 billion.16! The initial
plan for the project—approved under the previous military-backed
government in 2015—consisted of a major deep-water port and
industrial park.162 Under the new deal finalized in November
2018, Myanmar scaled down the size of the port and increased
the stake held by the Myanmar government and local compa-
nies from 15 percent to 30 percent; a Chinese consortium led by
state-owned investment company CITIC holds the remaining 70
percent stake.163

For Myanmar officials, Sri Lanka’s experience—where in 2017,
the Sri Lankan government granted a Chinese company a 99-
year lease to operate Hambantota port after struggling to repay
Chinese loans—raised concerns that the Kyaukpyu port project
could leave Myanmar heavily indebted to China.l64 In a July
2018 interview, Myanmar’s Planning and Finance Minister Soe
Win emphasized the importance of paying attention to “lessons
that we learned from our neighboring countries, that overinvest-
ment is not good sometimes.”165 Sean Turnell, an economic ad-

*The plans will build on a pilot program launched in Laos in 2017, where the Central Com-
mission for Discipline Inspection embedded its officers in a railway pI‘OjeCt built by Chinese SOE
China Railway Group and established a joint inspection team with its Laotian counterpart. Don
Weinland, “China to Tackle Corruption in Belt and Road Projects,” Financial Times, July 18, 2019;
Deng Hao, “Belt and Road a Path to Clean Governance,” China Daily, June 15, 2019.

TThe July 2018 notice outlines standards and required responses for cases of illegal manage-
ment and investment of state assets by SOEs. The June 2019 notice requires SOEs to develop
plans for holding individual employees accountable for their involvement in business operations
that violate rules or incur major losses. Bai Yujie and Mo Yelin, “China Urges State Firms to
Punish Rule Violations in Overseas Operations,” Caixin, June 15 2019; Xinhua, “China Details
Regulation on Central SOEs’ Asset Management,” July 30, 3018.
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Myanmar Renegotiates BRI Project over Debt Concerns—
Continued

visor to State Counsellor Aung San Suu Kyi, said the new deal
“reduces the financial risk dramatically” and demonstrates that
“concerns about indebtedness and sovereignty have been and can
be addressed.... This really could become a constructive model
for countries that don’t have much leverage over a giant like Chi-
na.” 166

According to media reports, the U.S. Agency for Internation-
al Development (USAID) provided a team of technical experts to
assist Myanmar in renegotiating the deal, at the request of the
Myanmar government.167 USAID described the assistance as the
“public investment planning” part of its broader economic growth
programming for Myanmar, noting in a statement, “This is part
of our consistent position to help governments throughout the re-
gion interested in developing the technical capacity to do the due
diligence needed to assess possible investments and projects—re-
gardless of the source of financing.”168 Other Western countries,
including the United Kingdom and Australia, reportedly provided
Myanmar with similar assistance.169

Limitations to Shaping Multilateral Trade Rules and Promoting the
Renminbi

Beyond infrastructure investment, Beijing seeks to leverage its
economic clout in the areas of trade, currency, and payments to
challenge the primacy of U.S.-dominated financial systems. In the
trade arena, Beijing has sought to shape multilateral trade rules,
but other countries’ participation in multilateral fora has diluted
China’s ability to establish its trade preferences. In his testimony
to the Commission, Rush Doshi, director of the Brookings Institu-
tion’s China Strategy Initiative, described how the Regional Com-
prehensive Economic Partnership (RCEP)* illustrates “both ... Chi-
nese-order building ambitions and ... Asian resistance, as well as ...
how China’s agenda can stall when it is multilateralized.” 170 Chi-
na’s “lofty leadership ambitions” for RCEP have run into obstacles
from regional countries, particularly Australia, India, and Japan.17!
For example, Japan is reportedly pushing for RCEP to incorporate
Comprehensive and Progressive Agreement for Trans-Pacific Part-
nershipf provisions on cross-border data flows and digital trade,
something China is unlikely to agree to.172 Meanwhile, India has
been reluctant to grant China the same import terms as Association
of Southeast Asian Nations countries, fearing an influx of Chinese
goods widening its already significant trade deficit with China.173

*RCEP is a multilateral free trade agreement under negotiation between Australia, China,
India, Japan, New Zealand, South Korea, and the ten member states of the Association of South-
east Asian Nations. RCEP represents half of the world’s population and 32 percent of global
GDP. Takashi Terada, “RCEP Negotiations and the Implications for the United States,” National
Bureau of Asian Research December 20, 2018.

TThe Comprehensive and Progresswe Agreement for Trans-Pacific Partnership is a free trade
agreement between Australia, Brunei, Canada, Chile, Japan, Malaysia, Mexico, New Zealand,
Peru, Singapore, and Vietnam signed in March 2018. Matthew Goodman, “From TPP to CPTPP”
Center for Strategic and International Studies, March 8, 2018.
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The Chinese government continues to promote renminbi (RMB)
internationalization to reduce its reliance on the U.S. dollar while
enhancing its economic influence, but efforts to date have been lim-
ited by Beijing’s unwillingness to liberalize the country’s capital
accounts. Despite becoming a world reserve currency in 2016, the
RMB’s international use remains limited; as of April 2019 the RMB
accounted for less than 2 percent of all global payments,* according
to global interbank communications network SWIFT.{ Beijing has
made greater inroads regionally—by 2017, 40 percent of payments
between China and countries in the Asia Pacific were conducted us-
ing the RMB, up from just 7 percent in 2012.174

China has sought to increase RMB internationalization through
BRI, bilateral currency swaps, agreements with foreign central
banks, and the use of Hong Kong as an RMB hub.175 To facilitate
RMB internationalization and create an alternative to SWIFT, in
2015 Beijing launched the Cross-Border International Payments
System (CIPS), its own interbank messaging and payments sys-
tem.176 While CIPS transactions are growing rapidly (an 80 percent
year on-year increase to $3.77 trillion for 2018), it is nowhere close

to rivaling SWIFT, which processes $5 trillion to $6 trillion in set-

tlements daily.177 Nonetheless Dr. Doshi assesses CIPS “not only
insulates China from financial pressure but also increases its au-
tonomy, giving the country control over all information that passes
through its network, the power to help others bypass sanctions, and
the ability to one day cut others off from the RMB-denominated
system.”178 CIPS has been attractive for banks in countries targeted
by U.S. sanctions, such as Russia and Turkey, which have sought to
reduce their reliance on the U.S. dollar.:

Global 5G Backlash

Huawei is positioning itself as a global leader in 5G, the next
generation of wireless communications.§ However, Huawei faces
growing international scrutiny as some countries rethink their
relationship with the company over the national security con-
cerns posed by its close ties to the Chinese government. Hua-
wei has largely been blocked from the U.S. telecommunications
equipment market due to concerns the company could build back-
doors in its products to provide the Chinese government access
into U.S. networks.179 At the same time, the U.S. government is
trying to persuade its allies and partners not to allow Huawei

*In comparison, the U.S. dollar was used in about 41 percent of transactions processed during
the same period. SWIFT, “RMB Tracker: Monthly Reporting and Statistics on Renminbi (RMB)
Progress towards Becoming an International Currency,” May 29, 2019.

TSWIFT is a global financial messaging network used by banks and other financial institu-
tions to securely send and receive information. SWIFT, “SWIFT History.” https://www.swift.com/
about-us/history.

#As of April 2019 Russia had the second-highest number of banks outside of China participat-
ing in CIPS at 23 banks after Japan (at 30 banks), while Turkey had 11 banks participating in
CIPS. Kazuhiro Kida, Masayuki Kubota, and Yusho Cho, “Rise of the Yuan: China-Based Payment
Settlements Jump 80 Percent,” Nikkei Asian Review, May 20, 2019; Karen Yeung, “Why China
and Russia Are Struggling to Abandon the U.S. Dollar and Forge a Yuan-Ruble Deal,” South
China Morning Post, January 15, 2019.

§ For more on China’s pursuit of 5G development and implications for U.S. economic competi-
tiveness and national security, see U.S.-China Economic and Security Review Commission, Chap-
ter 4, Section 1, “Next Generation Connectivity,” in 2018 Annual Report to Congress, November
2018, 441-468.
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Global 5G Backlash—Continued

to build their 5G networks. In February 2019, U.S. Secretary of
State Mike Pompeo warned the United States would not be able
to partner with or share intelligence information with countries
that use Huawei technology in their information technology sys-
tems, stating, “We’re not going to put American information at
risk.”180

U.S. allies and partners differ as to whether to impose a ban
on the use of Huawei’s 5G equipment or work to mitigate the
risks.181 Australia and Japan have effectively blocked Huawei
from providing 5G technology, but other U.S. allies and part-
ners, despite sharing U.S. concerns about Huawei’s security risks,
believe they can mitigate the risks through rigorous security
standards and testing.182 For example, in April 2019 Germany’s
telecommunications regulator announced its position “is that no
equipment supplier, including Huawei, should, or may, be specifi-
cally excluded.”183 A spokesperson for Germany’s Federal Interior
Ministry said in February 2019 that the ministry’s “focus is on
adapting the necessary security requirements so that the security
of these networks will be guaranteed even if there are potentially
untrustworthy manufacturers on the market.”184 Like Germany,
France is against an outright ban on Huawei, preferring instead
to focus on tightening the rules governing the security of its 5G
network.185 In July 2019, the French parliament passed a new
law requiring telecommunications operators and service provid-
ers to obtain approval from the French prime minister for their
5G network projects; the prime minister can block such activities
if they pose a “serious risk” to national defense and security.186
A March 2019 report from the North Atlantic Treaty Organiza-
tion Cooperative Cyber Defense Center of Excellence argues “the
issue of Huawei 5G deployment must be assessed in a broader
geopolitical context,” warning “the fear remains that adopting 5G
technology from Huawei would introduce a reliance on equipment
which can be controlled by the Chinese intelligence services and
the military in both peacetime and crisis.”187

For many countries, Huawei’s price and quality remain a sig-
nificant draw.188 In April 2019, Huawei won a contract to supply
5G equipment to the Netherlands’ leading wireless carrier by un-
derbidding the existing vendor, Ericsson, by 60 percent.189 South
Korea is letting individual carriers make their own decisions on
selecting network equipment vendors; LG Uplus, the smallest of
South Korea’s three mobile carriers, uses Huawei equipment in
its 5G network.190

Fears of an Untested Military

A second major challenge Beijing faces in achieving its foreign
policy aims stems from senior leaders’ concerns about the compe-
tency of China’s untested military. China has not engaged in large-
scale military operations since its 1979 invasion of Vietnam, and
Chinese leaders since that time have expressed concerns over the
PLA’s ability to prevail against an adversary in a modern military
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conflict.* Four decades of PLA modernization efforts have produced
an impressive inventory of advanced ships, aircraft, missiles, and
space and cyber capabilities that in some cases rival those of the
United States.

Nevertheless, successive generations of Chinese leaders have not-
ed a number of deficiencies in the PLA’s operational abilities, many
of which do not appear to have improved significantly relative to the
United States or even China’s regional competitors.191 General Sec-
retary Xi has been the most critical of the PLA’s warfighting com-
petence of any recent Chinese leader, publicly excoriating military
leaders for a range of shortcomings that undermine the PLA’s abili-
ty to fight and win a modern war.192 While the PLA has appeared to
redouble efforts to improve its capabilities and competence, after six
years many of the same shortcomings remain, with some potentially
exacerbated by General Secretary Xi’s restructuring of the PLA. In
particular, these problems center on weaknesses in the PLA’s joint
warfighting capabilities and ability to produce a competent officer
corps through its military education and training system.

Concerns over PLA Competence

CCP leaders’ concerns over the PLA’s warfighting competence cen-
ter on the force’s lack of recent combat experience. In 2009, shortly
before he was elevated to the CMC, now CMC Vice Chairman Gen-
eral Zhang Youxia—himself a veteran of China’s Vietnam war—not-
ed the PLA’s lack of combat experience and the potential that it
had fallen behind its competitors, warning that “the gap between
the PLA and foreign militaries is growing day by day.”193 In testi-
mony before the Commission, Dennis Blasko, a former U.S. military
attaché in Beijing, argued that in recent years the frequency of criti-
cism of the PLA’s lack of operational experience and combat mindset
has increased. For instance, while the term “peace disease” was used
in Chinese media as early as the late 1980s, references to this and
related terms such as “peacetime [bad] habits” have spiked in recent
years, with the terms appearing roughly 565 times in the PLA Daily
from 2012 to mid-2018.194 In 2018, likely in part to emphasize his
seriousness in ridding the PLA of these practices, General Secretary
Xi personally issued the PLA’s annual order directing the start of
that year’s military training cycle—the first time since the founding
of the People’s Republic of China that a CMC chairman had done
so directly.195 Using similar language to his 2018 address, General
Secretary Xi instructed the PLA in 2019 to “rectify ... peacetime
malpractices” in its training efforts, indicating the persistent nature
of the problems six years into his tenure as CMC chairman.196

Beijing’s concerns over the PLA’s competence have also manifest-
ed in the scathing critiques General Secretary Xi and senior mili-
tary leaders have leveled against the PLA’s combat readiness and
the command ability of its officer corps. Chinese leaders since Deng
Xiaoping have criticized the PLA for its inadequate preparations to
fight a modern war, with top leaders disapproving of the force’s “T'wo

*The PLA’s invasion of Vietnam in 1979 and the cross-border incursions that followed it into
the mid to late-1980s were China’s last experiences with large-scale combat operations. Many
Chinese and foreign observers view the PLA’s invasion as an operational failure that continues
to cast a shadow over the PLA. Charlie Gao, “This Is the War That Made China’s Military What
It Is Today,” National Interest, November 14, 2018.
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Inabilities,” which identify the PLA as having insufficient ability
to fight and its officers as having insufficient ability to command a
modern war.197 Since General Secretary Xi assumed the CMC chair-
manship, several new formulas have been used to augment earlier
criticism of the PLA that question the PLA’s ability to fight and win
a conflict against a capable, modern adversary.198 Primary among
these are the so-called “Five Incapables”—referring to the inability
of too many PLA officers to effectively judge the military situation,
understand their orders, make operational decisions, direct troops in
combat, and handle unforeseen battlefield developments.199

Dedicated efforts by the PLA to improve the content and real-
ism of exercises and officer training do not appear to have resolved
these issues. In the most recent version of its official training guide-
lines, issued in 2018, the PLA emphasized realistic combat and joint
training across all warfare domains while highlighting the com-
mand shortcomings characterized by the “peace disease” and Five
Incapables.200 Following the rollout of the new guidelines, each of
the services held training events focused on overcoming these short-
falls and tested senior officers’ knowledge of missions, operational
scenarios, and understanding superiors’ intentions.201

Despite these efforts, according to calculations by Alastair Iain
Johnston, professor of government at Harvard University, references
to the Five Incapables in PLA press have spiked since they were
first introduced in 2015, doubling from 40 mentions in the PLA Dai-
ly in 2016 to nearly 80 in 2018.202 Qverall mention of terms critiqu-
ing PLA capabilities jumped from less than 20 in 2012 to nearly
150 in 2018.203 According to Mr. Blasko, an important function of
the PLA’s self-criticism is to identify problems as part of the force’s
long-term modernization efforts. Nevertheless, he notes, the increas-
ing scope and frequency of these critiques under General Secretary
Xi effectively “casts doubt over the senior party and military lead-
ership’s confidence in the PLA’s ability to prevail in battle against
a modern enemy.”204

Shortfalls in the Military Education and Training System

Central to the shortfalls Chinese leaders perceive in the PLA’s op-
erational and operational command capabilities is the longstanding
and systemic failure of China’s military education system to produce
a competent officer corps.* To resolve this issue, the PLA has over-
hauled its military academies and training standards in an attempt
to improve the quality of joint and service-level education.295 How-
ever, educational reforms have yet to produce the quality military
leaders sought by Beijing.296 In a September 2018 address, Gener-
al Secretary Xi recognized the PLA’s educational system had seen
some improvement, but concluded the present “system of personnel
training ... does not match the mission of fulfilling the new era,
and it does not match the new organizational form of [China’s] mil-
itary.... [M]ilitary vocational education is still in the initial explo-

*In his testimony before the Commission, Mr. Blasko argued that the “shortcomings in today’s
PLA commanders and staffs represent multiple systemic failures to execute Jiang Zemin’s guid-
ance from two decades ago that ‘we must train qualified personnel first, for we would rather let
qualified personnel wait for equipment than equipment wait for qualified personnel.”” U.S.-China
Economic and Security Review Commission, Hearing on What Keeps Xi Up at Night: Beijing’s
Internal and External Challenges, written testimony of Dennis J. Blasko, February 7, 2019, 14.
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ration stage.”’207 In 2019, he reiterated these concerns, stating that
“the development of joint command officers is an urgent priority for
addressing the shortage of qualified personnel.208

Pushback against Chinese Interference Activities

A third challenge to China’s ambitions abroad comes from the
growing international pushback against China’s influence and inter-
ference activities. In recent years, a number of countries from Asia
to Europe and the Western Hemisphere have recognized the coer-
cive nature of China’s influence operations and other “sharp pow-
er’* efforts and have begun taking steps to counter what they per-
ceive as the threatening elements of these activities.t EU and UN
members have likewise taken steps to limit CCP efforts to change
international norms on human rights, sovereignty, and freedom of
expression. (For more information on Chinese influence operations
in Oceania and Singapore, see Chapter 4, Section 4, “Changing Re-
gional Dynamics: Oceania and Singapore.”)

Coordination Grows among U.S. Allies

In the last several years, U.S. allies and partners around the globe
have taken significant steps to expose and counteract Chinese influ-
ence operations. Lindsey Ford, director of political-security affairs
at the Asia Society Policy Institute, testified to the Commission
that “democracies such as Australia and New Zealand have raised
concerns that China has leveraged ties to elite policy, expert, and
business communities to exert political pressure and shape domestic
policy debates.”209 A major component of these countries’ response
has been action by the Five Eyes intelligence-sharing countries—the
United States, Australia, Canada, the United Kingdom, and New
Zealand—to counter Chinese influence efforts through enhancing
intelligence-sharing, improving communication with their citizens
on the subject of Chinese influence activities, and expanding infor-
mation-sharing with non-Five Eyes partners. In August 2018, in
a reference clearly including China, Five Eyes countries issued a
statement condemning “the coercive, deceptive, and clandestine ac-
tivities of foreign governments, actors, and their proxies to sow dis-
cord, manipulate public discourse, bias the development of policy, or
disrupt markets for the purpose of undermining our nations and our

*The term “sharp power” describes how authoritarian regimes like China seek to undermine
democratic institutions in other countries. Many of these activities rely on neither coercive nor
persuasive power—hard and soft power, respectively—because they aim not to influence the
policies of states directly but rather to “pierce, penetrate, or perforate” their information envi-
ronments. This differs from soft power, which focuses specifically on a country’s “ability to af-
fect others by attraction and persuasion rather than through the hard power of coercion and
payment.” Some examples of the CCP using sharp power include encouraging self-censorship
by Western academics, use of Chinese language media outlets abroad to shape narratives, and
use of donations to gain political influence. For more on China’s application of sharp power see
U.S.-China Economic and Security Review Commission, Chapter 3, Section 2, “China’s Relations
with U.S. Allies and Partners” in 2018 Annual Report to Congress, November 2018, 315; Juan
Pablo Cardenal et al., “Sharp Power: Rising Authoritarian Influence,” National Endowment for
Democracy, December 2017, 6.

TIn addition to the United States, countries including Australia, Canada, France, Germany,
Japan, New Zealand, Singapore, and the United Kingdom have publicly warned that China is
engaging in influence operations that have interfered with and otherwise adversely affected their
domestic politics, economy, and societal wellbeing. Larry Diamond et al., “Chinese Influence and
American Interests: Promoting Constructive Vigilance,” Hoover Institution, November 2018, 163;
Noah Barkin, “Exclusive: Five Eyes Intelligence Alliance Builds Coalition to Counter China,”
Reuters, October 12, 2018.
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allies.”210 In early 2018, Five Eyes countries began sharing informa-
tion about Chinese influence operations with Japan, Germany, and
France to foster greater cooperation.21l EU countries have also be-
gun to demonstrate their concerns over China’s efforts to suppress
freedom of speech, encourage censorship in film and academia, and
spread propaganda.212

Pushback in the UN to Chinese Amendment Language

Resistance has also emerged within the UN to Chinese efforts
to insert the CCP’s preferred language into UN documents to alter
international norms. The CCP has sought to revise language and
downplay the importance of human rights and development norms
to better align with its emphasis on state sovereignty. For example,
the CCP has tried to shift the UN’s focus on human rights from
emphasizing “political and individual rights” of people to a focus on
“economic and social rights.”213

Although Beijing has had a few notable successes, such as in-
serting “Xi Jinping Thought” into a 2017 resolution that called for
“promoting development over human rights,” many European gov-
ernments—along with countries as diverse as Afghanistan, Aus-
tralia, Japan, Mexico, Morocco, Peru, and Paraguay—have consis-
tently opposed Chinese-sponsored resolutions and amendments at
the UN Human Rights Council.214 For example, in March 2016,
Chinese efforts to water down internationally accepted language
on “human rights defenders” was voted down, and a 2017 amend-
ment that would weaken state obligations to cooperate with UN
Human Rights Council mechanisms was similarly defeated.215 In
2018, several amendments pushed by China dealing with civil so-
ciety and territorial sovereignty, to include how nongovernmental
organizations should operate and respect host country sovereignty,
also failed to pass after meeting firm opposition.216

Countering Hard Power

Finally, assertive Chinese military activities in the East and
South China seas have prompted mounting regional pushback.
Many Indo-Pacific countries have undertaken efforts to counter Chi-
na’s activities in the region through enhanced partnership building,
military modernization, and increased military cooperation with
countries outside the Indo-Pacific.

Enhanced Partnership Building

In a November 2018 speech, Commander of U.S. Indo-Pacific
Command Admiral Philip Davidson identified maritime partnership
building as a way to ensure a free and open Indo-Pacific and help
countries counter China’s malign activities and influence in the re-
gion.217 Australia, Singapore, Japan, Vietnam, and India are a few
of the countries in the region that have taken steps to expand part-
nerships and counterbalance China’s expanding presence. (For more
information on pushback from Australia and Singapore on China’s
growing regional influence, see Chapter 4, Section 4, “Changing Re-
gional Dynamics: Oceania and Singapore.”)

e Australia: To counter China’s growing regional presence, par-
ticularly in Oceania, Australia has sought to strengthen its se-
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curity relationships. In July 2019, Australia’s Defense Minister
Linda Reynolds indicated Canberra would accelerate its plans
to counter Chinese influence in the region by creating a military
unit that would strengthen capacity, resilience, and interopera-
bility with Australia’s Pacific Island partners. The unit will fo-
cus on conducting security operations, humanitarian assistance,
disaster relief, and peacekeeping in the region.218 In addition
to creating this unit, Australia is also pursuing and maintain-
ing security relationships with a number of its Pacific Island
neighbors, including Vanuatu, Fiji, and the Solomon Islands.219
Furthermore, Canberra has partnered with Washington to con-
struct a naval base in Papua New Guinea in part as an effort to
curb China’s growing influence in the country and as a response
to Beijing’s pursuit of a base in Vanuatu.220

Singapore: Singapore seeks stability in the South China Sea
and supports the U.S. Free and Open Indo-Pacific strategy.
While Singapore maintains a balanced relationship with China
and has conducted training with the PLA, it allows the Unit-
ed States, Australia, and New Zealand to maintain a routine
naval presence in the country.221 Singapore also has a strong
security relationship with India and supports Indian engage-
ment in Southeast Asia, particularly concerning India’s support
for a Free and Open Indo-Pacific and its commitment to main-
taining secure sea lines of communication between the Indian
Ocean and the South China Sea.222 Recent agreements between
Singapore and India aimed at strengthening this relationship
include the 2017 renewal of a five-year training pact allowing
Singapore’s air force to train in India, and a 2018 agreement
concerning mutual naval coordination, logistics, and services
support during port calls and military exercises.223

Japan: While Japan maintains a strong alliance with the Unit-
ed States, Tokyo has also increased its regional influence by en-
hancing its outreach abroad through the provision of diplomat-
ic, economic, and security assistance.22¢ Japan has sought in
particular to strengthen its military ties with many Southeast
Asian countries, donating patrol boats, maritime surveillance
aircraft, and spare helicopter parts to the Philippines, patrol
boats to Vietnam, and retired P-3 Orion anti-submarine aircraft
to Malaysia.225

Vietnam: While seeking to stabilize its relationship with Beijing,
Hanoi is strengthening its partnerships with the United States,
Australia, India, Japan, and New Zealand.226 In 2018, Vietnam
and India pledged to continue defense collaboration to include
senior dialogues, arms procurement, and port calls for navy
and coast guard ships, and reaffirmed the importance of up-
holding freedom of navigation and overflight in the South China
Sea.227 Also in 2018, Vietnam and the United States worked to
strengthen security ties through a series of exchanges between
their coast guards, the first port call by a U.S. aircraft carrier
since the end of the Vietnam War, and Vietnam’s participation
in the U.S.-hosted biennial Rim of the Pacific exercise.228
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e India: New Delhi’s concerns over China’s growing presence
in the Indian Ocean region have spurred its interest in
deepening security partnerships with Japan and the Unit-
ed States.229 India and the United States established a di-
rect hotline and signed a Communications Compatibility and
Security Agreement in 2018, allowing the two countries to
quickly and securely exchange sensitive information.230 India
and Japan continue to strengthen their economic and secu-
rity relationship, with Japan becoming a permanent member
of the annual U.S.-India Malabar naval exercise in 2015.231
The two have also agreed to create a new Foreign and De-
fense Ministerial Dialogue to strengthen bilateral security
cooperation and will conduct exercises in 2019 between their
air and ground forces.232 India has also increased its naval
presence in the South China Sea, conducting several exercis-
es in the area in 2019 that included its second bilateral na-
val exercise with Vietnam; a six-day exercise with the United
States, Japan, and the Philippines; and a separate exercise
with France.233

Regional Military Modernization as a Response to China’s Growing
Assertiveness

China’s more than four-decades-long effort to modernize its mil-
itary has spurred other regional countries to accelerate their own
military modernization efforts. Japan has taken steps to acquire ex-
peditionary capabilities it has not possessed since World War II, and
Vietnam has acquired high-end Russian military equipment to de-
velop its own anti-access deterrent in the South China Sea. Finally,
India has stepped up efforts to build a military capable of fighting
both Pakistan and China.

* Japan’s emerging expeditionary capabilities: Japan is modern-
izing its military to counter increasing pressure from China in
the air and maritime domains, as well as to improve the de-
fensive capabilities of its southwest islands.234 Tokyo is specif-
ically focused on establishing an amphibious rapid deployment
brigade to improve the expeditionary capability of its Ground
Self-Defense Force, acquiring large numbers of F-35B fighters,
modifying its Izumo-class helicopter destroyer to support F-35B
flight operations, and improving the defensive capabilities of
its southwest islands by deploying shore-based antiship cruise
missiles to several key locations in the Ryukyu island chain.235
Since legislation was passed in 2015 allowing Japan’s military
to participate in collective self-defense, Tokyo has deployed its
ships to participate in escort operations of U.S. ships and air-
craft in the East and South China seas, and has participated
in bilateral exercises in the South China Sea.23¢ The adminis-
tration of Prime Minister Shinzo Abe may seek to hold a vote
in 2020 to amend “Article 9” of the Japanese constitution to al-
low for the development of offensive capabilities, despite having
failed to retain enough support to pass the measure after the
July 2019 Diet election.237



152

e Vietnam building its own area denial capabilities: To address its
current disadvantages vis-a-vis Beijing in the maritime domain,
Hanoi has sought to enhance its area denial capabilities by pur-
chasing advanced military equipment from Russia, including
36 Su-30MKK attack aircraft, 6 KILO-class attack submarines,
and two S-300 surface-to-air missile (SAM) systems.238 In 2019,
Vietnam also registered its interest in purchasing Russia’s ad-
vanced S-400 SAM systems.239

e India recapitalizing air and maritime capabilities: Since 2015,
India’s Defense Ministry has signed 188 defense acquisition con-
tracts, including an October 2018 contract with Russia for S-400
SAM systems and a deal for advanced Israeli SAM systems to
be installed on Indian warships.24% In 2019, India is scheduled
to receive the first half of the 36 French-built fighter-bombers
New Delhi ordered in 2015, and has already begun receiving
the first of 22 AH-64E Apache attack helicopters and 15 Chi-
nook heavy-lift helicopters built by Boeing.241 The Indian Navy
anticipates commissioning six new Scorpene-class submarines
and a new indigenously-built aircraft carrier between 2020 and
2021.242

Global Powers Increasing Military Presence in the Indo-Pacific

A number of U.S. allies and partners, including European allies,
have also demonstrated their willingness to more publicly broadcast
their military presence in the Indo-Pacific as their willingness to
stand up to Beijing has increased.243

e [International military prescence increasing in the South China
Sea: Several countries have conducted patrols in the South Chi-
na Sea in tandem with or in addition to U.S. freedom of navi-
gation operations in the region—although no other country has
yet joined the United States in navigating within 12 nautical
miles of disputed features.244 Australia’s navy regularly con-
ducts presence patrols in the South China Sea, and in August
2018 the United Kingdom conducted a South China Sea transit
with an amphibious assault ship near the Paracel Islands.245
Japan, France, and Canada have also increased their military
activities in the South China Sea.246

e Increasingly complex multilateral exercises: In May 2019, the
U.S. Navy, Japan Maritime Self-Defense Force, Philippines
Navy, and Indian Navy conducted joint naval drills in the
South China Sea for the first time in a four-day event demon-
strating military presence and cooperation.247 Also in May
2019, the U.S. Navy dispatched a guided-missile destroyer to
the Indian Ocean to participate in a large-scale exercise—
alongside ships from France, Japan, and Australia—focused
on live-fire and other combat drills.248 The U.S. Army has
also announced plans to carry out in 2020 a new exercise
known as Defender Pacific, focusing on a South China Sea
scenario and including the Philippines, Thailand, Malaysia,
Indonesia, and Brunei.249
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Implications for the United States

In recent years, China has promoted itself abroad as an alterna-
tive, authoritarian-led model for other countries to emulate on an
inexorable drive toward achieving regional and even global lead-
ership. In reality, the prospects for Beijing’s ability to achieve its
goals are far more uncertain than they might appear. The CCP faces
significant internal and external challenges that constrain its ability
to sustain economic growth, project power, and spread its influence
globally. China’s leadership is acutely aware of these challenges and
is making a concerted effort to overcome them. Ultimately, the ex-
tent to which Beijing can address these vulnerabilities—partially,
successfully, or ineffectively—affects its ability to contest U.S. lead-
ership and interests.

In the economic realm, Chinese policymakers credit their state-
led economic model for the country’s rapid growth and view it as
critical to China’s continued prosperity. Beijing’s doubling down on
its economic model likely will prolong U.S.-China trade frictions. As
trade tensions drag on, U.S. companies may need to reassess their
positions.

Moves by the United States and its allies and partners to block
China’s access to critical technologies may have the unintended ef-
fect of accelerating China’s innovation drive, due to Beijing’s assess-
ment that technological self-reliance and dominance are fundamen-
tal to China’s future economic and military competitiveness. China’s
military-civil fusion strategy, which blends military, civilian, and ac-
ademic research and development, could put U.S. industries at risk.
U.S. and foreign companies collaborating with Chinese entities may
be participants in China’s military-civil fusion system.250

While Beijing’s economic statecraft has had limited success, China
is learning and progressing along what Dr. Doshi has described as
a “superpower learning curve.”251 Notably, amid criticism of BRI,
Beijing is rethinking how it selects and implements projects and
presents the initiative to overseas audiences. BRI’s roster contin-
ues to grow because significant infrastructure gaps persist globally
and Beijing faces few competitors in infrastructure financing. Chi-
na’s lack of transparency in its lending raises concerns regarding
not only Beijing’s free riding on previous international debt relief
efforts, but also the potential for increased risks of debt distress in
low-income countries. As a geopolitical strategy, BRI’s breadth and
ambiguity means it does not need to succeed everywhere to under-
mine the rules-based international order. BRI continues to make
China a major creditor in regions that are strategically important to
the United States, giving Beijing increased political influence.

Finally, China’s frequent deployments of the PLA and paramili-
tary forces to support its regional sovereignty claims could reflect an
increased willingness to employ military force—especially against a
less-capable opponent in a limited conflict—if Beijing were confident
Washington would not intervene. Nevertheless, Beijing’s concerns
over the PLA’s warfighting capabilities may lessen senior Chinese
leaders’ 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. Instead, Beijing likely will continue to
rely on coercive actions below the threshold of armed conflict by its
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coast guard, maritime militia, and naval forces to avoid risking an
outright military confrontation. Beijing’s calculus regarding the use
of force may change as the PLA continues its modernization drive.
For the foreseeable future, however, the uncomfortable status quo of
low-level Chinese coercion and its attendant risk of accidents and
miscalculation may rank among the most pressing challenges for
the United States and its allies.
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CHAPTER 3

U.S.-CHINA COMPETITION

SECTION 1: U.S.-CHINA COMMERCIAL
RELATIONS

Key Findings

e The nature of Chinese investment in the United States is
changing. While Chinese foreign direct investment (FDI) in the
United States fell in 2018, venture capital (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 areas, including early-stage
advanced technologies. This sustained Chinese investment rais-
es concern for U.S. policymakers, as Beijing has accelerated its
comprehensive effort to acquire a range of technologies to ad-
vance 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.

(169)
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Recommendations

The Commission recommends:

e Congress enact legislation to preclude Chinese companies from
issuing securities on U.S. stock exchanges if:

@)

The Public Company Accounting Oversight Board is denied
timely access to the audit work papers relating to the compa-
ny’s operations in China;

The company disclosure procedures are not consistent with
best practices on U.S. and European exchanges;

The company utilizes a variable interest entity (VIE) struc-
ture;

The company does not comply with Regulation Fair Disclo-
sure, which requires material information to be released to all
investors at the same time.

e Congress enact legislation requiring the following information
to be disclosed in all issuer initial public offering prospectuses
and annual reports as material information to U.S. investors:

¢)

Financial support provided by the Chinese government, in-
cluding: direct subsidies, grants, loans, below-market loans,
loan guarantees, tax concessions, government procurement
policies, and other forms of government support.

Conditions under which that support is provided, includ-
ing but not limited to: export performance, input purchases
manufactured locally from specific producers or using local
intellectual property, or the assignment of Chinese Com-
munist Party (CCP) or government personnel in corporate
positions.

CCP committees established within any company, including:
the establishment of a company Party committee, the stand-
ing of that Party committee within the company, which cor-
porate personnel form that committee, and what role those
personnel play.

Current company officers and directors of Chinese companies
and U.S. subsidiaries or joint ventures in China who current-
ly hold or have formerly held positions as CCP officials and/
or Chinese government officials (central and local), including
the position and location.

e Congress enact legislation requiring the collection of data on
U.S.-China economic relations. This legislation would:

©)

Direct U.S. economic statistics-producing agencies, including
the U.S. Census Bureau, the U.S. Department of Commerce’s
Bureau of Economic Analysis, and the U.S. International
Trade Commission, to review methodologies for collecting and
publishing not only gross trade flows data, but also detailed
supply chain data to better document the country of origin
for components of each imported good before it reaches U.S.
consumers.
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o Direct the U.S. Census Bureau to restart data releases in its
Current Industrial Reports at the ten-digit industry level.

o Direct the U.S. Department of the Treasury to coordinate with
the U.S. Census Bureau to match U.S. firm-level data with
their U.S. employees’ data.

Introduction

U.S. companies with operations in China, which have historical-
ly been supportive of deepening engagement, have grown increas-
ingly pessimistic about their ability to expand and participate in
the Chinese market. In describing this pessimism, U.S. companies
often point to the heavy hand of the Chinese government, which
is designed to favor Chinese companies via practices such as joint
venture restrictions and technology transfer requirements. These
practices and others are described in this section. Despite these
reports, however, there are gaps in the data available to inform
the policy decisions that impact U.S. companies’ activities in Chi-
na and Chinese companies’ activities in the United States.

This section reviews the presence of Chinese companies in the
United States and U.S. companies in China by describing aggre-
gated investment flows, companies’ stated motivations for their
investments, and current challenges for U.S. policymakers’ consid-
eration. The section also examines Chinese government practices
and concludes by discussing implications for the United States.
This section is based on the Commission’s February 2019 hearing
on the topic, the Commission’s May trip to the Indo-Pacific, un-
classified statements by U.S. officials, and open source research
and analysis.

U.S.-China Economic Ties: An Unbalanced Relationship

U.S. companies seeking to export to or operate in China inevitably
come up against the apparatus of the Chinese government, which
maintains broad control over the structure of the Chinese econo-
my. The Chinese government uses a series of industrial plans and
regulations to advance the development of Chinese companies and
industries at the expense of their foreign competitors. It employs a
variety of means to execute this strategy, including state-imposed
market barriers; lack of regulatory transparency; government pro-
curement standards that favor local producers; extensive industrial
subsidies; and, in some cases, state-sponsored theft of intellectual
property.!

Consequently, U.S.-China trade and investment flows are heav-
ily unbalanced. U.S. goods producers struggle to export to China,
while Chinese companies face no similar restrictions. In services,
where U.S. firms excel, the U.S. share of China’s services market
stands below the U.S. share of services globally.2 Investment flows
also reflect how the U.S.-China relationship has been shaped. As
U.S. companies have sought to establish production in China, U.S.
FDI has historically been dominated by greenfield investment (e.g.,
new facilities).? Conversely, Chinese FDI in the United States has
been skewed heavily toward acquisitions (e.g., the purchase of exist-
ing U.S. assets), to gain access to valuable technology among other
reasons (see Table 1).4
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Table 1: U.S.-China Bilateral Transactions in 2017
(US$ billions)

Exports Outbound FDI
Mergers and
Goods Services Acquisitions | Greenfield
United States $129.8 $57.6 $4.6 $9.6
China $505.2 $17.4 $28.9 $0.8

Note: Outbound FDI represents transactions that occurred in the year 2017, rather than cu-
mulative FDI. Data from 2017 are used to maintain consistency with the most recent services
trade data.

Source: Various.5

Chinese Companies in the United States

Chinese companies can participate in the U.S. economy in several
ways, including through mergers and acquisitions, greenfield invest-
ment, VC investment, listing on U.S. stock exchanges, and research
and development centers. According to estimates from the Internal
Revenue Service, as of 2015 (latest available data), 7,360 companies
in the United States were controlled by entities in mainland China
(6.5 percent of all foreign-controlled companies), roughly similar to
the number controlled by entities in Japan (7,471) and the United
Kingdom (UK) (7,523) and less than half than those controlled by
Canadian entities (15,411).6

Chinese Investment in the United States

Chinese FDI only accounts for a small share of total U.S. inbound
FDI. With the exception of Lenovo’s $1.75 billion purchase of IBM’s
personal computers division in 2005, annual Chinese FDI in the
United States remained below $1 billion until 2010.%7 Yet even at
the peak of Chinese FDI inflows in 2016, Chinese affiliates’ holding
of U.S. assets remained well below that of other countries. U.S. De-
partment of Commerce’s Bureau of Economic Analysis data show
Chinese corporate affiliates in the United States held $216 billion in
cumulative U.S. assets in the year 2016, only 1.6 percent of total for-
eign corporate affiliates’ holdings and low relative to the corporate
affiliates of French (7.9 percent), German (10.3 percent), Canadian
(13.9 percent), and Japanese companies (15.8 percent).

*Data from Rhodium Group are used throughout unless comparing Chinese and non-Chinese
FDI in the United States. Data-producing agencies and organizations do not share a standard
methodology for collecting and producing FDI data, leading to high variation between different
organizations’ figures. In a 2013 report produced at the Commission’s recommendation, the In-
ternational Trade Administration (a bureau within the Department of Commerce) said that while
Rhodium Group estimates showed $6.5 billion of FDI flows from China to the United States
in 2012, U.S. government estimates showed only $219 million. The report noted that differing
methodologies for compiling the data account for the differences in reported investment value.
For more information, see the addendum on investment data at the end of this section. U.S.
Department of Commerce International Trade Administration, Report: Foreign Direct Investment
(FDI) in the United States from the China and Hong Kong SAR, July 17, 2013.

TThese data do not include investment from Hong Kong or potential corporate intermediar-
ies in the Cayman Islands, British Virgin Islands, or other locations. Yet even if investment
from Hong Kong were included, the combined assets of mainland Chinese and Hong Kong af-
filiates in the United States would amount to less than 2 percent of the total in 2016. U.S.
Department of Commerce Bureau of Economic Analysis, Foreign Direct Investment in the U.S.,
Majority-Owned Bank and Nonbank U.S. Affiliates (Data for 2007 and Forward), Total Assets,
by Country of Ultimate Beneficial Owner, accessed June 11, 2019. https://apps.bea.gov/iTable/
iTable.cfm?ReqID=2&step=1.
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Recent changes in Chinese FDI flows to the United States have
been driven by a small number of large transactions and reflect Chi-
nese domestic policy decisions as much as the investment climate in
the United States. Joy Dantong Ma, associate director at economic
think tank MacroPolo, has argued the 2016 spike in Chinese FDI
represented an exceptional year, in which the United States received
29 percent of total Chinese outbound FDI due to deregulation in
China, outsized acquisitions by four large conglomerates,* and the
sharp devaluation of the renminbi (RMB) in mid-2015.8 The subse-
quent drop in Chinese FDI to the United States in 2017 represented
a “reversion” to the prior average as Chinese officials clamped down
on capital outflows.® Economic research firm Rhodium Group also
concluded that while increased foreign investment scrutiny in the
United States may have played some role, Beijing’s tightening of
administrative controls on outbound capital flows have driven the
decline in Chinese entities’ acquisitions since their peak in 2016
(see Figure 1).1°0 These outsized acquisitions were concentrated in
real estate. Cumulatively, real estate and hospitality investments
have dominated FDI from China ($41.4 billion), followed by informa-
tion and communication technologies (ICT) ($17 2 billion); transport,
construction, and infrastructure ($16.7 billion); and energy ($13.9
billion).11

Figure 1: Chinese Annual FDI Flows to the United States, 2001-2018
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Note: Figure 1 excludes all annual investment amounts below $50 million. It begins in 2001
following China’s entrance into the World Trade Organization, which coincided with the begin-
ning of China’s “Going Out” policy in 2000 promoting investment abroad.

Source: Rhodium Group and the National Committee on U.S.-China Relations, “The U.S.-Chi-
na Investment Hub.” https://www.us-china-investment.org/us-china-foreign-direct-investments/
data.

*Four high-profile conglomerates—Dalian Wanda Group, Anbang Insurance, HNA Group, and
Oceanwide Holdings—accounted for more than 60 percent of Chinese FDI in the United States in
2016. After 2016, three conglomerates struggled to meet obligations as Chinese financial regula-
tors cracked down on their acquisitions as well as broader shadow banking and capital outflows.
In June 2017, Chinese financial regulators instructed large state-owned lenders not to lend to
Dalian Wanda; it has since divested many of its assets. In February 2018, the China Insurance
Regulatory Commission took control of Anbang to shore up the company after it struggled to
repay investors; the former chairman, Wu Xiaohui, was sentenced to prison for fraud and embez-
zlement. In March 2018, the Wall Street Journal reported that HNA had received governmental
support. Anjani Trivedi and Julie Steinberg, “Chinese Conglomerate HNA Gets Lifeline, Wall
Street Journal, March 2, 2018; Pan Che, “Anbang Taken Over by Insurance Regulator,” Caixin,
February 23, 2018; Lingling Wei and Wayne Ma, “China Blocks Big Banks from Lending to Dalian
Wanda,” Wall Street Journal, July 17, 2017.
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China’s outbound FDI has slowed elsewhere in the world within
a broader environment of lower global FDI flows. Rhodium and the
Mercator Institute for China Studies (MERICS) reported Chinese
FDI flows to the EU also peaked in 2016, then dropped in 2017 and
2018.12 Notably, Chinese FDI flows to the EU did not fall as much
since 2016 as to the United States.13 In 2018, Chinese FDI flows
to the United States only reached $5.4 billion, their lowest amount
since 2011, while Chinese FDI flows to the EU were comparatively
higher at $19.3 billion (€17.3 billion).* Chinese conglomerates HNA,
Dalian Wanda, and Anbang also sold off sizable assets in the EU
and the United States.1* These divestitures occurred in a year of
lower global FDI: the UN Conference on Trade and Development
and the Organization for Economic Cooperation and Development
(OECD) reported a fall in global FDI in 2018, which both institu-
tions attributed to repatriations by U.S. multinational corporations
following U.S. corporate tax reforms.15

Broad trends in FDI flows from China mask lower but more im-
pactful levels of VC investment from Chinese entities in potential-
ly sensitive areas, including U.S. biotechnology, energy storage, and
other early-stage advanced technologies. Chinese VC investment
has remained consistently above $500 million since 2014 and did
not drop as significantly as FDI in 2018. VC investment peaked in
the first half of 2018 at over $2 billion before dropping back to the
$1-$1.5 billion range in the second half of 2018 and the first half of
2019 (see Figure 2).16 This decrease diverged from overall U.S. VC
investment, which held steady at 2018 levels.1” Rhodium attribut-
ed the late 2018 and early 2019 reset to a pullback from Chinese
state-owned VC investors, due in part to U.S. foreign investment
screening’s expanded role to review foreign VC investment, “with
special scrutiny for state-related investors.”18 U.S. policymakers re-
main concerned about VC investment that might be directed by the
Chinese government, as access to early-stage technologies could put
U.S. national security and economic competitiveness at risk.

*These figures can be compared to 2016, when the United States received more FDI from Chi-
na (about $46 billion) than Europe received from China (about $41 billion, or €37 billion). They do
not include asset divestitures, which the dominant sources of global FDI data (the UN Conference
on Trade and Development and the Organization for Economic Cooperation and Development) do.
Thilo Hanemann et al., “Two-Way Street: 2019 Update on U.S.-China Investment Trends,” Rho-
dium Group and National Committee on U.S.-China Relations, May 2019, 26; Thilo Hanemann,
Mikko Huotari, and Agatha Kratz, “Chinese FDI in Europe: 2018 Trends and Impact of New
Screening Policies,” Rhodium Group and Mercator Institute for China Studies, March 2019, 9.
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Figure 2: Completed Chinese VC Investment in the United States,
January 2009-H1 2019
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Note: Pro-rata value determined as the Chinese proportional share of each funding round’s
value based on the number of participating investors. Data from 1H 2019 are preliminary only.

Source: Thilo Hanemann et al., “Sidelined: U.S.-China Investment in 1H 2019,” Rhodium
Group, July 31, 2019, 9.

Chinese VC funding in the United States has tended to prioritize in-
vestments in health, pharmaceuticals, and biotechnology; financial and
business services; and ICT. According to preliminary data, health, phar-
maceuticals, and blotechnology received the highest level of Chinese VC
investment in the first half of 2019 (estimated at $330 million).1° These
sectors also saw the highest number of transactions involving Chinese
investor participation.2? The United States has been the primary des-
tination for Chinese outbound VC biotech investment. Between 2000
and 2017, Chinese VC investors participated in 153 biotech funding
rounds internationally, of which 131 rounds had U.S. recipients.*

Analysis of Chinese companies’ participation in the U.S. economy is
constrained by an absence of empirical data on companies’ operations,
corporate governance, legal compliance, and impact on the broader U.S.
economy. In The Clash of Capitalisms? Chinese Corporations in the
United States, one of the few studies of Chinese companies in the Unit-
ed States, Rutgers University law professor Ji Li stated: “The extant
literature [on China’s global expansion] has largely neglected Chinese
investment in developed countries, especially the United States.”21

Chinese Companies on U.S. Stock Exchanges

Beyond investing in the United States, many Chinese companies
raise capital on U.S. financial markets. Chinese firms—like other
foreign businesses—rely on U.S. financial markets to seek equity
financing and establish a trading presence for their securities. Chi-

*Gryphon Scientific and Rhodium Group note that these funding rounds’ target companies are
engaged primarily in biotechnology, followed by the drug discovery and drug delivery markets
of traditional pharmaceuticals. Gryphon Scientific and Rhodium Group, “China’s Biotechnology
Development: The Role of U.S. and Other Foreign Engagement” (prepared for the U.S.-China
Economic and Security Review Commission), February 14, 2019, 61.
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nese businesses have been attracted to U.S. financial markets due to
their size and liquidity, the possibility of obtaining foreign currency,
and the option to list using a dual-class structure.22 Dual-class struc-
tures allow certain shareholders—most often company founders and
executives—to have a vote that carries more weight relative to other
shareholders in corporate voting, permitting those shareholders to
maintain greater control over a company’s management and firm
decisions, such as mergers and acquisitions. As of September 2019,
there were 172 Chinese companies listed on the three largest U.S.
exchanges, the NASDAQ, the New York Stock Exchange (NYSE),
and the NYSE American (formerly the American Stock Exchange,
or AMEX), with a total market capitalization of more than $1 tril-
lion.*23 In 2018 alone, Chinese companies raised more than $8.5
billion through initial public offerings (IPOs) on U.S. exchanges.24

The Chinese government restricts foreign investment in indus-
tries it defines as sensitive, such as the internet, media, and other
areas of telecommunications.2> To circumvent these restrictions and
gain access to foreign capital, many Chinese corporations use an
complex corporate structure called a variable interest entity (VIE)
to list in the United States, requiring the participation of at least
three affiliated firms (see Figure 3).}

Figure 3: A Common VIE Structure

Public
Shareholders
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Company
(Cayman
Islands)
Foreign
Chinese China
Individual
V Contracts
WFOE VIE
(China) < & (China)

Note: WFOE stands for “wholly foreign-owned enterprise.”
Source: Paul Gillis and Fredrik Oqvist, “Variable Interest Entities in China,” GMT Research,
March 13, 2019, 3. https://www.chinaaccountingblog.com/weblog/2019-03-vie-gillis.pdf.

*The NASDAQ, NYSE, and NYSE American exchanges had a combined market capitalization
of $33.1 trillion at the end of 2018. To show Chinese companies’ participation over time, 130
Chinese companies were listed on these exchanges in 2017, with a total market capitalization of
$536 billion; in 2012, 188 Chinese companies were listed on these exchanges, with a total market
capitalization of only $119 billion. When AMEX was acquired by NYSE Euronext, the exchange’s
name was changed to NYSE American. World Federation of Exchanges, “WFE Annual Statistics
Guide (Volume 4),” May 1, 2019, Equities 1; U.S.-China Economic and Security Review Commis-
sion, Chapter 1, Section 2, “Chinese Investment in the United States,” in 2017 Annual Report,
November 2017, 91-92.

FAccording to Paul Gillis and Fredrik Oqvist, a variable interest entity is a company included
in the consolidated financial statements of a second company. The second company controls the
VIE through contracts rather than direct ownership. “The contracts attempt to mimic the con-
trol and economic interest of direct ownership.” Paul Gillis and Fredrik Oqvist, “Variable Inter-
est Entities in China,” GMT Research, March 13, 2019. https://www.chinaaccountingblog.com/
weblog/2019-03-vie-gillis.pdf.


https://www.chinaaccountingblog.com/weblog/2019-03-vie-gillis.pdf
https://www.chinaaccountingblog.com/weblog/2019-03-vie-gillis.pdf

177

In these U.S.-listed Chinese companies, select assets are held in
China by a Chinese-owned VIE (bottom right) and a Chinese in-
dividual who owns the VIE.*26 The Chinese-owned VIE and its
owner maintain complex contractual arrangements with a wholly
foreign-owned enterprise in China (WFOE, bottom left), which is a
subsidiary of an offshore holding company (the listed company).27
The offshore holding company can then list publicly and receive
foreign capital from public shareholders (top). Paul Gillis, professor
of practice at Peking University Guanghua School of Management,
explained: “This allows the company to tell its story in two ways: to
domestic [Chinese] regulators it claims to be locally owned and not
subject to foreign investment restrictions, while foreign investors
are led to believe that they own the entire business.”28 In March
2019, Dr. Gillis estimated 69 percent of Chinese companies listed on
the NYSE and the NASDAQ use the VIE structure.2®

Investments in U.S.-listed Chinese companies are inherently risky.
China’s Supreme Court held the structure to be unenforceable in
2012, as a VIE’s contractual arrangements “concealed illegal inten-
tions [of circumventing foreign investment restrictions] with a law-
ful form.”3% As Steve Dickinson, then-partner at Harris & Moure,
noted, “A contract written to avoid the requirements of Chinese law
is void and the court [in China] will not enforce it.”31

In an effort to attract companies that might otherwise list on U.S.
exchanges, in April 2018 the Hong Kong Stock Exchange (HKEX)
announced new regulations that allow companies to list using a du-
al-class structure, which the NYSE and the NASDAQ already per-
mit.32 The HKEX was the premier IPO destination by IPO value
in the world by the end of 2018,7 though the NYSE regained that
position in the first half of 2019.%33 Mainland companies can access
international capital on the HKEX. According to the Hong Kong
Trade Development Council, as of year-end 2018, 1,146 mainland
companies were listed in Hong Kong, with a total market capitaliza-
tion of $2.6 trillion (68 percent of the market total).34 (For further
discussion on the HKEX, see Chapter 6, “Hong Kong.”)

Selected Concerns regarding Chinese Economic Activity in
the United States

Regulatory, Oversight, and Enforceability Challenges of U.S.-Listed
Chinese Companies

The U.S. Securities and Exchange Commission (SEC) and the
Public Company Accounting Oversight Board (PCAOB)§ oversee dis-

*For more on the VIE structure, see Kevin Rosier, “The Risks of China’s Internet Companies
on U.S. Stock Exchanges,” U.S.-China Economic and Security Review Commission, June 18, 2014.

TIn the last ten years, HKEX has been the most popular IPO destination in 2015, 2016, and
2018. Wen Simin and Han Wei, “HKEx Ranks 3rd in Global IPOs as Trade War Weighs on Sen-
timent,” Caixin, June 20, 2019.

#In mid-August 2019, Alibaba reportedly postponed its listing on the HKEX with no new time-
table announced amid the anti-extradition bill protests. Caixin also reported three other com-
panies delayed their Hong Kong initial public offerings in mid-July without specifying a cause.
Michael J. de la Merced and Alexandra Stevenson, “Alibaba Postpones Hong Kong Listing as
Protests Roil Markets,” New York Times, August 22, 2019; Julie Zhu and Greg Roumeliotis, “Ex-
clusive: Alibaba Postpones Up to $15 Billion Hong Kong Listing amid Protests,” Reuters, August
20, 2019; Wei Yiyang and Jason Tan, “Hong Kong Bourse’s Tough First Half Followed by Spate of
IPO Cancellations,” Caixin, July 16, 2019.

§The PCAOB is a private nonprofit created by the Sarbanes-Oxley Act of 2002 to oversee the
audits of public companies.
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closures, reporting, and audits of publicly listed companies on U.S.
exchanges.35 These regulators encounter three types of challenges
regarding U.S.-listed Chinese companies. First, regulatory gaps in
U.S. law exempt U.S.-listed Chinese companies—like all foreign pri-
vate issuers—from the standards required of U.S. domestic compa-
nies. Second, Chinese state security laws bar the PCAOB from re-
viewing the work papers from Chinese auditors, removing effective
oversight over those auditors and the quality of work produced on
Chinese firms and foreign affiliates’ operations in China. Third, due
to the lack of U.S. jurisdiction over the locations where U.S.-listed
Chinese companies are often domiciled, attempts to enforce contrac-
tual arrangements or seek redress often fail.

e Regulatory challenges: The SEC does not maintain country-spe-
cific disclosure requirements, but as foreign private issuers,
U.S.-listed Chinese companies are subject to lower reporting
and disclosure requirements than domestic U.S. companies.
Specifically, U.S.-listed Chinese companies are exempted from
Regulation Fair Disclosure (“Reg FD”), which requires U.S. pub-
lic companies to disclose material information to all investors at
the same time.36 The SEC adopted Reg FD in 2000 to stop selec-
tive disclosure that led to insider trading, undermining investor
confidence in the integrity of U.S. capital markets.37 In addition,
foreign companies are not required to file quarterly reports with
an auditor’s review, release the same level of detail on executive
compensation, or hold annual shareholder meetings.38 Dr. Gillis
testified that Baidu has not held a shareholder meeting in more
than ten years.3° Consequently, U.S.-listed Chinese companies
are not required to maintain the high transparency demanded
of U.S. market actors.

e Quersight challenges: Because Chinese regulatory authorities
consider auditor inspections—the responsibility of the PCAOB—
to impinge on China’s national security, the PCAOB has been
unable to inspect the work and practices of accounting firms in
China and Hong Kong that audit companies with significant
operations in mainland China and which are listed on U.S.
exchanges.40 The PCAOB maintains the ability to inspect the
audit work papers of U.S.-listed companies from every country
except China and Belgium.4! This lack of cooperation is not only
challenging for oversight of U.S.-listed Chinese firms: Chinese
accounting affiliates contribute to the audits of U.S. companies
with operations in China, though the PCAOB holds these com-
panies’ main auditors accountable.#2 As Dr. Gillis emphasized
in testimony before the Commission, auditor inspection is argu-
ably the most important function of the PCAOB.43

e Enforcement challenges: Because U.S. shareholders typically
own the VIE company indirectly through contracts with a Chi-
nese subsidiary of an offshore entity, rather than through direct
ownership of shares in the company, attempts to enforce these
contracts often fail, causing U.S. investors to suffer losses.4* The
most notable case of shareholder losses occurred when Yahoo
shareholders lost their stake in Alipay in 2010.45 In attempt-
ing to gain the requisite Chinese license for third-party pay-
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ment systems, then-CEO Jack Ma unwound the Alipay VIE and
transferred ownership to himself, causing a dispute between Al-
ibaba and two of its largest shareholders, Yahoo and Softbank
Corp.46 In 2011, the three parties settled on a payout with a $6
billion cap.4” However, in its most recent funding round in 2018,
Alipay—now Ant Financial—was “the world’s largest unicorn ...
valued at $150 billion.”*48 In other words, the payout received
by the company’s former investors was 25 times smaller than
the current value of the company.4® U.S. investors often have
little legal recourse for two reasons. First, holding companies
are typically domiciled in tax havens (e.g., Cayman Islands,
British Virgin Islands) and thus are also subject to lower corpo-
rate governance regulation, oversight, and enforcement action
in their place of jurisdiction.t Lack of U.S. jurisdiction—and by
extension, U.S. legal protection—exposes investors to potential
misappropriation of company funds or assets by corporate insid-
ers.50 Since these firms remain beyond U.S. jurisdiction, lack of
cooperation also obstructs SEC investigations.5! Second, court
judgements in the United States and in tax havens where off-
shore holding companies are domiciled are not enforceable in
China, where the VIE’s assets are held.52 U.S.-listed Chinese
companies that use a VIE structure disclose this legal risk in
their annual reports.:

The lack of disclosure, oversight, and enforceability in listings of
Chinese companies on U.S. stock exchanges opens the door to ad-
verse activities, such as insider trading, accounting fraud, and other
corporate governance concerns.53 There is evidence that question-
able financial statements and lack of disclosure in accounting have
harmed investors and pensioners in U.S. markets.54 One problem
occurs when U.S.-listed Chinese companies are taken private and
converted from publicly traded entities to private entities, as more
than 60 Chinese companies have done since 2013.55 Harvard Law
professor Jesse Fried and portfolio manager Matthew Schoenfeld
argue that as China’s tech companies have matured into market
giants, U.S. investors have become “dispensable” and vulnerable to
low buyouts from Chinese controlling shareholders.5¢

In the case of offshore VIEs, the lack of U.S. jurisdiction may hin-
der shareholders’ attempts to challenge management actions they

*A unicorn is a private company with a valuation of over $1 billion. TechCrunch, “The Crunch-
base Unicorn Leaderboard.” https://techcrunch.com/unicorn-leaderboard/.

FFor more information about how Chinese companies list in the United States, see U.S.-China
Economic and Security Review Commission, Chapter 1, Section 2, “Chinese Investment in the
United States,” in 2017 Annual Report to Congress, November 2017, 95; and Kevin Rosier, “The
Risks of China’s Internet Companies on U.S. Stock Exchanges,” U.S.-China Economic and Secu-
rity Review Commission, September 12, 2014, 3.

“For example, in its 2018 Form 20-F filing, Alibaba included the following disclosure: “In the
opinion of Fangda Partners, our PRC counsel, the ownership structures of our material whol-
ly-owned entities and our material variable interest entities in China do not and will not violate
any applicable PRC law, regulation or rule currently in effect; and the contractual arrangements
between our material wholly-owned entities, our material variable interest entities and their
respective equity holders governed by PRC law are valid, binding and enforceable in accordance
with their terms and applicable PRC laws and regulations currently in effect and will not violate
any applicable PRC law, rule or regulation currently in effect. However, Fangda Partners has also
advised us that there are substantial uncertainties regarding the interpretation and application
of current PRC laws, rules and regulations. Accordingly, the possibility that the PRC regulatory
authorities and PRC courts may in the future take a view that is contrary to the opinion of our
PRC legal counsel cannot be ruled out.” Alibaba, “Form 20-F,” July 5, 2019, 38. https://www.sec.
gov/Archives/edgar/datal/1577552/000104746919003492/a2238953220-f. htm.


https://techcrunch.com/unicorn-leaderboard/
https://www.sec.gov/Archives/edgar/data/1577552/000104746919003492/a2238953z20-f.htm
https://www.sec.gov/Archives/edgar/data/1577552/000104746919003492/a2238953z20-f.htm
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view as adverse. For example, when Chinese internet security firm
Qihoo 360 was taken private in July 2016, U.S. shareholders were
paid $77 per share, equivalent to a total value of $9.3 billion.57 In
February 2018, Qihoo 360 relisted on the Shanghai Stock Exchange
with a value above $60 billion, a return of 550 percent to its private
owners, including company founders.58 As Qihoo 360 was incorpo-
rated in the Cayman Islands, which offers less regulatory protection
for investors, the company was allowed to be taken private by con-
trolling shareholders, although only 21 percent of minority share-
holders approved going private.*59 Former Qihoo 360 shareholders
filed two class action lawsuits against the company in January and
March 2019, alleging they were misled about the company’s inten-
tions and value.’® The March 2019 case continues in California’s
Central District Court.61

Since 2011, the SEC and PCAOB have engaged in ongoing negoti-
ations with Chinese counterparts on the issue of cross-border audi-
tor inspections with no success.62 In a 2018 joint statement with the
SEC, the PCAOB said it could not conduct inspections of audit work
of China-based companies listed on U.S. stock exchanges with au-
ditors in mainland China and Hong Kong.63 The SEC and PCAOB
state they have “not yet made satisfactory progress,” which they ac-
knowledge raises investor protection issues such as “[allowing] bad
actors to more effectively hide fraud.”¢4

“National Strategic Buyers” and Identifying Chinese Government In-
terference

China is conducting a comprehensive effort to acquire a range of
technologies to advance military and economic goals.65> As described
in a report by the Defense Innovation Unit, the Chinese government
is pursuing dominance in strategic technologies critical for future
innovation and military prowess, including artificial intelligence,
robotics, autonomous vehicles, and gene editing, among others.7 In
support of this effort, Chinese entities have pursued illicit (e.g., cy-
ber theft and industrial espionage) as well as legal (e.g., talent re-
cruitment and investment) avenues to access or acquire U.S. and
other foreign technologies.6¢ (For a discussion of China’s pursuit of
critical technologies, see Chapter 3, Section 2, “Emerging Technolo-
gies and Military-Civil Fusion: Artificial Intelligence, New Materi-
als, and New Energy.”)

Given the expansive control of the Chinese government over Chi-
nese firms, this comprehensive effort raises concerns about the mo-

*Delaware, where many U.S. companies are incorporated, has more robust protections for mi-
nority shareholders, including a court review process that is triggered if the controlling entities
stand to benefit from the transaction in a way that is not shared with other investors, presenting
a conflict of interest, particularly if a minority of shareholders approves a deal to take a company
private. Jesse M. Fried and Matthew Schoenfeld, “The Risky Business of Investing in Chinese
Tech Firms,” Harvard Law School Forum on Corporate Governance and Financial Regulation,
February 4, 2019; Gail Weinstein et al., “Fried Frank Discusses Delaware Ruling that Corporate
Recapitalization Required ‘Entire Fairness’ Review,” Columbia Law School Blue Sky Blog, Janu-
ary 9, 2018; Gibson Dunn, “M&A Report—Determining the Likely Standard of Review Applicable
to Board Decisions in Delaware M&A Transactions (April 2017 Update),” April 12, 2017.

TThe U.S. Department of Defense established the Defense Innovation Unit in 2015 to lead
outreach to commercial innovation hubs in the United States. Michael Brown and Pavneet Singh,
“China’s Technology Transfer Strategy: How Chinese Investments in Emerging Technology En-
able a Strategic Competitor to Access the Crown Jewels of U.S. Innovation,” Defense Innova-
tion Unit Experimental, February 2017, 3; Defense Innovation Marketplace, “Defense Innovation
Unit,” August 17, 2019.
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tives of Chinese companies in their foreign acquisitions or opera-
tions. Legal scholars Curtis Milhaupt of Stanford Law School and
Jeffrey Gordon of Columbia Law School frame this as a “national
strategic buyer” problem: decisions by Chinese companies—private
or state-owned—may be guided by national security or industrial
policy objectives beyond the economic return sought by private ac-
tors.67

Despite the strengthening of U.S. investment screening processes
under the Committee on Foreign Investment in the United States
(CFIUS),* U.S. policymakers remain concerned about VC invest-
ment that might be directed by Chinese government entities, as
access to early-stage technologies could put U.S. national security
and economic competitiveness at risk. Chinese economic planners
continue to exercise scrutiny over outbound FDI: National Develop-
ment and Reform Commission (NDRC) regulations stipulated Chi-
nese outbound FDI in “sensitive countries or regions” or “sensitive
industries” must receive official approval through an opaque review
process.68

Subsidized Competition Invisible to U.S. Antitrust Law

Chinese government support has generated market distortions in
a wide array of sectors and could enable the anticompetitive ex-
pansion of Chinese companies in the United States. Angela Zhang,
competition law professor at the University of Hong Kong, stated
that Chinese state-owned enterprises (SOEs), backed by below-mar-
ket financing and state support, have become dominant players in
China’s outbound investment.®® For example, the state-owned Chi-
na Railway Rolling Stock Corporation (CRRC), China’s largest rail-
car manufacturing company, reported that it received $37.4 million
(RMB 243 million) in government grants—including loans at be-
low-market rates in the year 2017.1 Globally, CRRC operates or has
built 83 percent of all rail products.”’® In the United States, CRRC
has won four out of five major U.S. contracts for new railcars in
the cities of Chicago, Philadelphia, Boston, and Los Angeles since
2014.71 CRRC’s 2014 contract to produce 284 railcars for Boston’s
orange and red lines totaled $566 million, nearly half that of Bom-
bardier’s competing $1 billion bid.”2 Jim Blaze, an independent rail
economist, commented that CRRC’s bid “might have been a price-
loss leader to establish [CRRC] in the [U.S. rail] business .... They
can afford to do that, because they are a government-owned struc-
ture.”?3

*The 2018 National Defense Authorization Act Title XVII included provisions for the strength-
ening of the CFIUS and reestablishment of statutory authority for the export control regime,
as well as the creation of a critical technology list. Title XVII Subtitle A, known as the Foreign
Investment Risk Review Modernization Act of 2018 (or FIRRMA), extended CFIUS’ review au-
thority to transactions of sensitive real estate, evasive transactions structured to circumvent
CFIUS review, incremental foreign investments that establish foreign control, and non-controlling
investments in critical technologies and emerging and foundational technologies. An interagency
process will establish a list of emerging and foundational technologies on an ongoing basis. John
S. McCain National Defense Authorization Act for Fiscal Year 2019 §1701—2003, Pub. L. No.
115-232, 2018. https:/ /www.congress.gov/bill/115th-congress/house-bill/5515/text.

TCRRC specified that government loans received at below-market rates were also treated as
government grants in the companies’ financial statements. As of December 2017, the RMB-to-
dollar exchange rate stood at $1 = RMB 6.5040. CRRC Corporation Limited, “CRRC Corpora-
tion Limited Annual Report 2018,” March 2019, 121; U.S. Department of the Treasury, Treasury
Reporting Rates of Exchange as of December 31, 2017. https://fiscal.treasury.gov/files/reports-
statements/treasury-reporting-rates-exchange/itin-12-31-17.pdf.


https://www.congress.gov/bill/115th-congress/house-bill/5515/text
https://fiscal.treasury.gov/files/reports-statements/treasury-reporting-rates-exchange/itin-12-31-17.pdf
https://fiscal.treasury.gov/files/reports-statements/treasury-reporting-rates-exchange/itin-12-31-17.pdf
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While under most circumstances the United States might wel-
come FDI, some companies attempt to circumvent antidumping and
countervailing duties by investing in the United States. In testimo-
ny before the Commission, Elizabeth Drake, partner at Schagrin
Associates, described the case of Tianjin Pipe Corporation (TPCO)
where the value of such investment was unclear. As Ms. Drake de-
tailed, once its pipe exports were affected by countervailing duties
of 14 percent and antidumping duties of 49 percent in 2009, TPCO
announced a $1 billion pipe facility in Texas.”¢ In the first phase of
its operation in 2014, the facility imported plain-end pipe (“green
pipe”) not subject to countervailing duties and completed finishing
work on its ends. Though the company’s second phase, a rolling
mill, is expected to produce plain-end pipe as well, it is not slated
to be operational until later in 2019.75 This case raises questions
about whether TPCO’s initial investment allowed the company to
effectively circumvent U.S. trade remedies and continue importing
product produced below fair market value into the United States.7®

If subsidized companies circumvent countervailing duties by es-
tablishing operations in the United States, some experts argue that
U.S. companies may have no means of seeking redress through the
courts. As Ms. Drake noted, since U.S. antitrust law assumes all
U.S.-based firms are profit maximizers, firm pricing is only deemed
anticompetitive or predatory if the firm in question recoups its loss-
es.”7 Consequently, firms that can undercut competitors’ prices by
relying on government support—thereby never formally recouping
the loss—cannot be challenged in U.S. courts for engaging in pred-
atory or anticompetitive conduct. According to Ms. Drake, a sub-
sidized Chinese company with U.S. operations may serve Chinese
government political or industrial policy goals by continuing “to
price its products below cost in order to take market share” from
producers competing on market principles.”® Consequently, Chinese
companies that establish U.S. operations and benefit from govern-
ment subsidies leave U.S. and foreign companies doing business in
the U.S. market at an unfair disadvantage.”®

U.S. Companies in China

U.S. firms’ commercial engagement in China is restricted and shaped
by Chinese state industrial policies. These industrial policies encour-
age the localization of production within China; protect local producers
through ownership restrictions and regulation; identify, prioritize, and
provide government resources to strategic and emerging technology
sectors; and in those sectors, often maintain state-determined market
share targets for the local and international market. As the Office of
the U.S. Trade Representative stated in its 2018 annual review of Chi-
na’s compliance with its World Trade Organization (WTO) obligations,
Chinese industrial policies “[limit] market access for imported goods
and services and [restrict] the ability of foreign manufacturers and ser-
vice suppliers to do business in China.”80

U.S. Investment in China

Unlike Chinese FDI in the United States, which primarily en-
tails the acquisition of existing assets, U.S. FDI in China is predom-
inantly greenfield investment. In 2018, U.S. firms invested about
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$13 billion in China, down from $14.1 billion in 2017 (see Figure
4).81 Of the total, $8.3 billion (64 percent) represented greenfield
investment, and mergers and acquisitions stood at $4.7 billion (36
percent).82 These figures do not include VC or passive investment.

In 2018, real estate and hospitality received the largest share of
U.S. investment ($4 billion), followed by information and communi-
cation technologies (ICT) investments ($2.7 billion), media and en-
tertainment ($2 billion), and automotive and transportation ($1.7
billion).83 Rhodium highlighted that ICT investment dropped by a
third from $3 billion or more in the past four years due to business
uncertainty, while the increase in real estate investment was driven
by investments in distressed projects.84 Of $269.6 billion cumulative
U.S. FDI in China, about $177.5 billion (66 percent) represents a
controlling investment of over 50 percent.3>

Figure 4: U.S. Annual FDI Flows to China, 1990-2018
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Note: Figure 4 excludes all annual investment amounts below $50 million.

Source: Rhodium Group and the National Committee on U.S.-China Relations, “The U.S.-Chi-
na Investment Hub.” htips://www.us-china-investment.org/us-china-foreign-direct-investments/
data.

China’s FDI regime structure was updated in the first half of
2019. Before March 2019, three laws jointly governed China’s for-
eign investment law: the Law on Sino-Foreign Equity Joint Ven-
tures, the Law on Sino-Foreign Cooperative Joint Ventures, and
the Law on Wholly Foreign-Owned Enterprises. In March 2019, the
National People’s Congress passed legislation replacing these three
laws with an overarching Foreign Investment Law. In June 2019,
the NDRC and the Ministry of Commerce released a new “nega-
tive list,” which classifies industries as encouraged, restricted, or
prohibited to FDI.86 (For more on the Foreign Investment Law and
negative list revisions, see Chapter 1, Section 1, “Year in Review:
Economics and Trade.”)

U.S. Companies’ Goals for Investing in China

U.S. multinationals establish operations in China for two primary
reasons: (1) to sell into the Chinese market; and (2) to build or ex-
pand a center of production, from which firms can also export goods


https://www.us-china-investment.org/us-china-foreign-direct-investments/data
https://www.us-china-investment.org/us-china-foreign-direct-investments/data
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to the United States and other destinations. Mary Lovely, professor
of economics at Syracuse University, noted in testimony before the
Commission that U.S. affiliates in China sold 83 percent of their
total goods and services to buyers in the Chinese market in 2016.87
This share is higher than the 59 percent average share of U.S. affil-
iates’ in-country sales in all foreign countries.88 In 2017, 57 percent
of member firms surveyed by the American Chamber of Commerce
(AmCham) in Shanghai reported their primary goal in China was to
produce goods or services for the Chinese market.3° In 2007, only 42
percent reported this motivation.* By contrast, in 2017, 11 percent
of firms stated their primary goal in China was to produce goods or
services for the U.S. market, down from 23 percent in 2007.7

According to data from the Bureau of Economic Analysis, U.S. ma-
jority-owned multinational affiliates employed more workers in China
than in any other country in 2017 (1.7 million, or 12 percent of the
14.4 million workers employed by majority-owned U.S. affiliates over-
seas).t About 44 percent of U.S. affiliates’ employees in China were in
manufacturing.?0 As Dr. Lovely testified, according to Chinese customs
data, foreign-invested enterprises in China—including but not limited
to U.S. corporate affiliates—accounted for 60 percent of China’s exports
to the United States in 2014.91 Economists David Dollar and Zhi Wang
have written that in computers and electronics, more than half of Chi-
na’s exports are produced by multinational firms with operations in
China.?2 In a review of offshoring to China, a 2017 U.S. International
Trade Commission briefing identified corporate considerations such as
lower labor and overhead costs, highly flexible production and benefits
from economies of scale, decreased transportation costs, and proximi-
ty to global supply chains as additional incentives.®3 These incentives
made China an attractive production site, and U.S. firms still export
from operations in China.

Despite restrictions, U.S. firms continue to invest and establish op-
erations in China. U.S. firms’ profitability in China is challenging to
gauge, as U.S. companies typically aggregate global earnings and do
not disclose earnings from China specifically. Recent estimates can only
provide a window into S&P 500§ companies’ share of sales in China.
The financial data firm FactSet has attempted to approximate S&P
500 firms’ revenues in China to predict their exposure to trade tensions
and the Chinese economic slowdown. FactSet estimated in February
2019 that of all S&P 500 companies, about 33 percent have no sales in
China, 33 percent have at least 3 percent of their global sales in China,

*AmCham Shanghai, a trade association, did not report its total membership. In 2018, 434
Shanghai member companies responded to its survey. In 2007, 267 companies responded to its
survey. On its website, AmCham Shanghai currently boasts more than 3,000 members from about
1,500 companies. American Chamber of Commerce in Shanghai, “2018 China Business Report,” 6;
American Chamber of Commerce in Shanghai, “2012—2013 China Business Report,” 17.

TAccording to the survey, another 6 percent responded their strategy was to produce or source
goods and services for markets other than the U.S. and Chinese market, 9 percent reported their
strategy was to import goods into China, and 18 percent responded “other.” American Chamber
of Commerce in Shanghai, “2018 China Business Report,” 6

#These figures reflect employment of workers at the end of 2017 in U.S. multinationals’ ma-
jority-owned affiliates. U.S. Department of Commerce Bureau of Economic Analysis, Series Data
on Activities of Multinational Enterprises, U.S. Direct Investment Abroad, All Majority-Owned
Foreign Affiliates (Data for 2009 and Forward), Employment, by Country Only (All Countries),
released August 23, 2019, accessed September 13, 2019. https://apps.bea.gov/iTable/iTable.
cfm?ReqlD=2&step=1.

§The S&P 500 is a stock market index composed of the 500 largest companies by market capi-
talization. It covers about 80 percent of U.S. market capitalization. S&P Dow Jones Indices, “S&P
500.” hitps://us.spindices.com/indices/equity/sp-500.


https://apps.bea.gov/iTable/iTable.cfm?ReqID=2&step=1
https://apps.bea.gov/iTable/iTable.cfm?ReqID=2&step=1
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and 12 percent have 10 percent or more of their global sales in Chi-
na.?* Of U.S. companies in the S&P 500 that specify net sales in China
in their 2018 annual reports, chipmakers like Qualcomm, Micron, and
NVIDIA showed a larger share of their global net sales in China rela-
tive to other companies (see Figure 5).95

Figure 5: Selected S&P 500 Companies’ Share of Global Net Sales
Generated in China in 2018
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Note: Per companies’ 10-K filings, “sales generated in China” refers to net sales to customers’
shipping locations. Some companies specified that sales from China also included Hong Kong,
Macau, or Greater China.

Source: U.S. Securities and Exchange Commission; companies’ Form 10-K filed in 2018.

As an alternative gauge of profitability, U.S. trade associations in
China ask members to report on their performance in annual sur-
veys. According to the most recent AmCham China survey, about
69 percent of member firms reported they were profitable in 2018,
a slight decrease from 73 percent in 2017.96 By industry, compared
with 2017 earnings, 84 percent of resource and industrial members
reported earnings increased or remained steady, while 88 percent
of consumer-facing members reported their estimated earnings in-
creased or remained steady.?” Where earnings decreased from 2017,
the most common explanations the companies cited were increasing
costs; deteriorating industry conditions; slowing business growth;
and, in the case of technology and research and development-inten-
sive members, competition from private Chinese companies.?8 The
survey reported that 68 percent of U.S. member companies expected
to increase their investment in 2019, a decrease from 74 percent
in 2018; by sector, 74 percent of consumer-facing members stated
they planned to increase investment, compared with 64 percent of
resource and industrial members.99

Problems Facing U.S. Companies in China
U.S. Companies’ Access Hinges on China’s Industrial Policy-Driven
FDI Regime

China maintains one of the most restrictive investment regimes
in the world. In 2018, the OECD ranked China as the sixth most re-
strictive country behind Malaysia, Russia, Indonesia, Saudi Arabia,
and the Philippines.190 This foreign investment regime has limited
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U.S. companies’ investment and operations in China. This trend con-
tinues to this day as U.S. companies are still barred from expand-
ing their assets or growing their operations in sectors like banking
and finance, where U.S. firms are competitive. In its 2019 China
Business Climate Survey Report, AmCham China found 46 percent
of survey respondents felt less welcome in 2019 than in previous
years.101 For the fourth consecutive year, respondents reported in-
consistent or unclear regulations as their top concern, despite Chi-
nese government’s promises to improve the business environment
for foreign firms (see Table 2).*

Table 2: Top Five Business Challenges in China for U.S. Firms, 2015-2019

2015 2016 2017 2018 2019
Inconsistent Inconsistent Inconsistent Inconsistent
. regulatory regulatory regulatory regulatory
1 RISICI:)% tl:bor interpretation interpretation interpretation interpretation
: 61% and unclear and unclear and unclear and unclear
¢ laws: laws: laws: laws:
57% 58% 60% 55%
Inconsistent
_ regu lator_y Rising labor Rising labor Rising labor Rising labor
2 interpretation costs: costs: costs: costs:
: and unclear : ) : :
laws: 54% 58% 56% 48%
47%
Shortage of Obtaining Increasing Regulatory " Rising
3 qualified required Chinese compliance Srés}%?lslég
: employees: licenses: protectionism: risks: rélét'onS'
42% 29% 32% 37% i
Increased
Shortage Shortage of Shortage Shortage of fr%%npe‘,ﬂt;g;
4 of qualified qualified of qualified qualified i
*  management: employees: management: employees: Chinese
32% 29% 30% 32% companies:
29%
Increasing Obtaining Increasing Shortage of
5 Chinese Industryt . required Chinese qualified
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Source: American Chamber of Commerce in China, “2019 China Business Climate Survey Re-
port,” February 2019, 39.

While China’s inbound FDI regime has blocked entry into some
segments of the Chinese market, it has served to condition the
terms of entry in others, extracting technology and other conces-
sions from U.S. and other foreign companies seeking to do business
in China. As Dr. Lovely stated in her testimony to the Commission:
“Foreign investment policy is closely linked to industrial policy, pri-
marily on a case-by-case and non-transparent basis.”192 The main

*In 2019, AmCham China sent its annual survey to 771 AmCham company representatives,
and 314 completed the majority of survey questions. American Chamber of Commerce in China,
“2019 China Business Climate Survey Report,” February 2019, 37.
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tool for aligning U.S. and other foreign FDI with industrial policy
priorities is the Foreign Investment Catalogue, now encapsulated
by the new “negative list,” which categorizes local industries into
prohibited, restricted, or encouraged sectors in order to channel FDI
toward industrial policy goals.103

Across a variety of industries, Chinese industrial policy planners
aim to anticipate the next generation of technologies, designing FDI
and regulatory regimes to protect and advantage local firms. Dean
Garfield, then president of the Information Technology Industry
Council, summarized these trends in 2018 by saying the Chinese
government “[puts] its thumb on the scale in favor of its local cham-
pions so they can corner the market on the frontier innovations of
the future.”104

Research conducted by Dr. Lovely and her colleagues found the
best predictor of an industry’s movement into the “encouraged” in-
vestment category was its designation as a “high technology” sector
by the Chinese government, marking it as an industrial policy prior-
ity.105 Once the prioritized local industry has begun to develop, FDI
restrictions and other regulatory barriers are imposed to exclude
foreign firms from the market, allowing local firms to grow.1°6 Those
restrictions are removed only when local firms’ market dominance is
assured and foreign firms no longer present a competitive threat.107
Following this pattern, the foreign investment list published in June
2019 included high-priority industrial policy technologies (such as
semiconductors, information and communication technologies, elec-
tric vehicles, and new materials) in its “encouraged” FDI list.108

Several examples can illustrate how the Chinese government ma-
nipulates foreign companies’ access to maximize technology transfer
and protect local companies:

e Auto and auto parts manufacturing: Having failed to develop a
competitive combustion-engine car industry, China has provided
enormous resources to the local electric vehicle (EV) industry
and its value-added inputs. Though joint ventures (JVs) with
foreign companies like GM and Ford are China’s current lead-
ing auto manufacturers, the top 15 EV models are produced
by Chinese manufacturers, and the regulatory environment is
designed to encourage EVs.199 In addition to incentives to boost
demand (e.g., consumer rebates), the Chinese government also
uses subsidies and local production requirements for high-value
EV inputs, especially the battery, which represents 40 percent
of the car’s value.119 For example, in 2015 the Ministry of In-
dustry and Information Technology (MIIT) issued a list of ap-
proved electric battery suppliers for which carmakers in China
could receive subsidies.!1 When the ministry last updated this
list of 57 firms in 2016, it did not include any foreign compa-
nies, despite the fact that large battery producers LG Chem
and Samsung SDI have production in China.!12 In June 2019,
MIIT announced it would scrap the list; by then, however, the
top ten global electric battery manufacturers were Chinese pro-
ducers.113

e Cloud computing: U.S. cloud providers are highly circumscribed
in a market where they would otherwise be competitive. Accord-
ing to Amazon’s 10-K filings, Amazon Web Services, its cloud
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computing segment is its most profitable and fastest-growing
business segment.114 MIIT does not allow foreign companies
to hold the internet data center and content provider licenses
necessary to provide direct cloud services without a local part-
ner.115 However, Chinese companies may provide cloud services
directly to customers in the United States.l16 Amazon’s cloud
services entered the market in August 2016 through a part-
nership with Beijing Sinnet Technology Co., Ltd.117 In 2017, to
comply with cybersecurity regulations, Amazon sold part of its
cloud computing units to its Chinese partner.11®8 Where Amazon
might otherwise expect to hold a large share of the market,
it trails protected local champions that have begun to expand
abroad. In the first quarter of 2019, Alibaba was the dominant
provider in China’s public cloud infrastructure-as-a-service and
platform-as-a-service market, holding 43 percent market share,
while Amazon held 7 percent market share.ll® In February
2019, Verizon included Alibaba Cloud as one of ten cloud pro-
viders in its Secure Cloud Interconnect service offering in Sin-
gapore and Hong Kong.120

e FE-commerce: The Department of Commerce estimated that
over 50 percent of global e-commerce transactions originate
from China. By 2020, the Chinese market will be larger than
the United States, the UK, Japan, Germany, and France com-
bined.121 Cross-border e-commerce has also experienced signif-
icant growth: in July 2019, the Department of Commerce pre-
dicted cross-border transactions in China could grow from $122
billion to $199 billion by 2022.122 In June 2015, MIIT loosened
restrictions on foreign e-commerce to allow foreign wholly owned
enterprises to operate in China where previously a JV was re-
quired.’22 However, by the time market barriers were lowered,
major Chinese e-commerce companies had established highly
integrated platforms and payment systems linked to local social
media giants 124 and gained the loyalty of the Chinese customer
base, making it nearly impossible for foreign companies to get
a share of the market.

Technology Transfer and Economic Espionage Persist Unabated

In testimony before the Commission, Mark Wu, professor at Har-
vard Law School, argued China’s economic structure allows the Chi-
nese government to advance industrial policy aims by inducing tech-
nology transfer through a variety of informal mechanisms.125 When
it acceded to the WTO in 2001, the Chinese government committed
to ensuring foreign entities’ right to invest would not be conditioned
on technology transfer.126 Yet Chinese policymakers view techno-
logical advancement as an economic and strategic imperative; JV
requirements, licensing policies, and other regulatory mechanisms
have provided multiple sources of leverage to pressure and incen-
tivize companies in this process.127 In 2018, about one in five com-
panies responding to the AmCham China survey—including 44 per-
cent of aerospace firms and 41 percent of chemicals firms—reported
pressure to transfer technology.128 The European Union Chamber of
Commerce in China stated a similar number of its survey respon-
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dents “felt compelled to transfer technology in order to maintain
market access” in 2018.129

These requests are informal and often do not come directly from
government entities. A 2017 U.S.-China Business Council survey re-
ported that while 33 percent of these requests come directly from
Chinese central government entities, 67 percent came from U.S.
members’ Chinese corporate partners during negotiations, stating:
“In many cases, the hand of the Chinese government is behind these
requests.” 130 Moreover, despite ongoing negotiations, the trend con-
tinues. In an update to the Section 301 investigation into China’s
unfair acts and practices in November 2018, the Office of the U.S.
Trade Representative said: “China did not respond constructive-
ly and failed to take any substantive actions to address U.S. con-
cerns.” 131

Professor Wu used passenger aircraft—an industrial policy prior-
ity for the Chinese government—to illustrate how a combination of
policies could induce technology transfer using competition between
foreign firms as leverage.132 RAND Corporation noted in 2014 that
supplier and joint venture partnerships with foreign companies
have helped Chinese aircraft and aircraft parts manufacturers im-
prove their technical capabilities.133 To encourage foreign commer-
cial aviation manufacturers to purchase Chinese-made components
and establish JVs within China, the Chinese government uses regu-
latory approvals processes to influence purchase decisions.134 These
purchase decisions carry a lot of weight for global manufacturers,
as the Chinese market accounted for about 20 percent of global de-
mand for aircraft as of February 2019.135

Only a handful of companies are capable of producing large
passenger jets—Boeing, Airbus, Bombardier, and Sukhoi and Tu-
polev136—pitting the two largest companies, Boeing and Airbus,
against each other in the competition for Chinese aircraft sales.137
This competition has affected their behavior. Airbus stated in June
2019 that commercial deliveries to China “represent nearly a quar-
ter of Airbus’ global production.”138 The company has maintained an
assembly facility in Tianjin for over ten years and recently opened
an innovation center in Shenzhen.139 In January 2018, however,
China’s airline regulator delayed approval of the planned acquisi-
tion of nearly 200 Airbus jets, reportedly due to “an extended wish
list from Beijing” including the establishment of additional produc-
tion in China.140

Meanwhile, Boeing took a majority stake in a JV with Commer-
cial Aircraft Corporation of China (COMAC)—one of China’s largest
aircraft manufacturers—opening Boeing’s first 737 finishing plant
in Zhoushan near Shanghai in December 2018.141 Boeing described
its Zhoushan site as “the first such Boeing facility outside of the
United States,” and the president of COMAC congratulated Boeing
on deepening its footprint in China.142 Airbus and Boeing continue
to establish production in China—sometimes jointly with COMAC, a
potential competitor—knowing Chinese economic policymakers have
identified aviation as an industrial policy priority.143 As Professor
Wu noted, “Both firms are betting they can manage to innovate at a
faster pace and control the flow of technology transfer successfully
to prevent [COMAC] from becoming a major competitor.” 144
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Beyond technology transfers within China, U.S. and other foreign
companies face economic espionage attempts at home. Since October
2018, the U.S. Department of Justice (DOJ) has made a series of
indictments in alleged cases of economic espionage against U.S. enti-
ties. Some of these cases are alleged to have been conducted with the
active assistance of China’s Ministry of State Security, while others
may ultimately benefit the Chinese government in other ways:

e October 2018: Yanjun Xu, an alleged deputy division director in
the Jiangsu Department of China’s Ministry of State Security,
was indicted for recruiting aerospace employees from companies
like GE Aviation to divulge trade secrets.145 To recruit employ-
ees, he worked with Nanjing University of Aeronautics and As-
tronomics, a top engineering university, to invite U.S. aerospace
experts to give lectures. After meeting one employee and estab-
lishing a relationship, he began soliciting small details regard-
ing systems design and specifications and built up to requesting
access to the employee’s computer.146

e October 2018: In a separate case, DOJ charged ten individu-
als—including two alleged personnel in the Jiangsu Department
of China’s Ministry of State Security—with conspiring to steal
sensitive “commercial technological, aviation, and aerospace”
data to develop jetliner turbofan engines.'4” These individuals
gained unauthorized access to 13 unidentified companies, in-
cluding six U.S. companies, most in the aerospace industry.148

e December 2018: DOJ indicted two members of the APT10 hack-
ing group, working in association with the Ministry of State
Security’s Tianjin State Security Bureau, on charges of econom-
ic espionage targeting U.S. government agencies and private
companies across a broad array of industries for over a decade,
including the NASA Goddard Space Center, the NASA Jet Pro-
pulsion Laboratory, and seven companies from the commercial
aviation, space, and satellite industries.149

e April 2019: DOJ charged a Chinese businessman and his part-
ner, a U.S. engineer, of stealing turbine engine technology from
GE Power, allegedly transferring it to their private companies
in Liaoning Province and sharing it with Shenyang Aeroengine
Research Institute, Huaihai Institute of Technology, and Shen-
yang Aerospace University—affiliated with the State Adminis-
tration for Science, Technology and Industry for National De-
fense (SASTIND)—to receive government funding.150

Beyond DOJ indictments, reports by private cybersecurity com-
panies suggest that cyberespionage by Chinese actors increased in
2018 and 2019; CrowdStrike 151 and FireEye 152 recorded an uptick
in activity.

Growing Chinese Communist Party Influence

The CCP seeks tighter control over the corporate sector and has
become more active in encouraging the creation of CCP cells in pri-
vate businesses, including foreign-invested private businesses. Little
is known about the role and behavior of these Party cells. Chapter
5 of the CCP constitution requires all companies—including foreign
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companies—to create a Party cell if they employ three or more Party
members, though the function of these Party cells is less formalized
in private companies than in SOEs.153 In the 2018 AmCham Shang-
hai business sentiment survey, 19 percent of respondents confirmed
the presence of a CCP cell within their company.154 Party cells were
most frequently reported in the tax and auditing sector (60 percent),
while the aerospace and aviation sector had the second-largest num-
ber of cells (44 percent).155 As Eurasia Group’s China Practice Head
Michael Hirson testified before the Commission, private companies
may advertise Party activities to display ideological correctness, par-
ticularly in the tech sector where companies have been punished
for perceived morally or politically incorrect content in video games,
streaming services, and other online content.156

Party cells represent a growing concern. In November 2017, CCP
Constitution Chapter 5 was amended to call for an expanded CCP
leadership role and ensure implementation of CCP policy.157 While
many Party cells only organize social events or other functions,
foreign companies fear demands for greater leadership will place
CCP interests and politics ahead of the interests of the company.158
James Zimmerman, former chairman of AmCham China, comment-
ed in January 2018: “The creeping intrusion by the party apparatus
into the boardrooms of foreign-invested enterprises [in China] has
not yet manifested itself on a large scale, but things are certainly
going down that path.”159

According to the U.S.-China Business Council, some U.S. compa-
nies in JVs with SOEs have reported requests to alter corporate ar-
ticles of association to support Party cells and allow critical issues to
be approved by Party cells before presenting them to the board.160
In September 2019, the Hangzhou local government also assigned
officials to serve in a hundred local companies, such as Alibaba and
car manufacturer Geely, ostensibly to improve cooperation and com-
munication with the government.161 As Professor Wu explained to
the Commission, Party cells and other measures to co-opt private
entities allow “the Party to retain some degree of oversight over
private entities that it does not control.”162

Implications for the United States

As Chinese companies increasingly participate in the U.S. econo-
my and financial markets, U.S. companies have grown disillusioned
with their highly circumscribed position in the Chinese economy.
Pressured into JVs by ownership requirements, hounded by cy-
ber and economic espionage, and barred from growth sectors, U.S.
companies that once expressed optimism about the potential of the
Chinese market have undergone a dramatic change in sentiment.
AmCham China highlighted this change in its April 2019 statement:
“The U.S. business community in China, so long an advocate of good
bilateral relations, can no longer be relied upon to be a positive
anchor.”163

For U.S. policymakers, the core issue often lies in how to address
these challenges—such as subsidized companies’ investments or in-
formal technology transfer requests—when they may not be well de-
fined or documented. As Professor Wu has stated, the present issues
in U.S.-Chinese commercial relations arise not from an easily identi-
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fiable set of actors (e.g., SOEs), but from “an ecosystem of corporate
actors, both state-owned and private, as well as regulatory agencies
that collectively implement industrial policy goals in line with the
Party-state’s interest.” 164

Ensuring a Level Commercial Environment in the United States

The impact of subsidy-receiving Chinese companies on the com-
petitive environment in U.S. markets is poorly tracked and may not
be easily remedied. As U.S. antitrust law assumes all firms to be
profit maximizers, companies may not be able to litigate instances
where a subsidized competitor may price its products below cost
without expecting to recoup its losses. Further, a company receiving
Chinese government subsidies could use investment in the United
States to circumvent trade remedies and continue selling goods at
below-market rates in the United States.165 As stated by the Office
of the U.S. Trade Representative in its review of China’s compliance
with its WTO obligations: “Companies in economies disciplined by
the market cannot effectively compete with both Chinese companies
and the Chinese state.”166

Mitigating Nontransparent Risk for U.S. Investors

U.S.-listed Chinese companies present regulatory, oversight, and
enforcement challenges that undermine transparency and confi-
dence in U.S. markets. Some of these challenges expose gaps in U.S.
regulation not unique to Chinese firms but true of all foreign pri-
vate issuers located in tax havens. As the United States may not
have jurisdiction in cases involving offshore entities, adverse actions
against U.S. investors may be difficult to dispute, leaving U.S. inves-
tors with little recourse. Importantly, Chinese financial regulators
continue to prevent the PCAOB from inspecting the audit work pa-
pers of companies with major operations in China, which could leave
U.S. investors exposed to fraudulent activities.

These challenges affect not only direct investors but also passive
investors including U.S. workers saving for retirement. Some of the
largest U.S.-listed Chinese companies have been included in indi-
ces, such as those created by Morgan Stanley Capital Internation-
al (MSCI), which track the performance of a group of companies.
Low-cost investments commonly held in retirement accounts often
“follow” or “track” an index, relying on that index to allocate funds
across a diverse range of companies and locations. Indices can thus
determine which companies receive a large volume of funds. For
instance, as of April 2019, over $1.9 trillion was tracking the MSCI
Emerging Markets Index suite.167

Demands for Technology Transfer Continue Unabated

Professor Wu contends U.S. policymakers’ concerns regarding tech-
nology transfer may not be resolved through commitments made by
Chinese counterparts in negotiations, given the structural challeng-
es posed by the government’s industrial policy and economic plan-
ning. Chinese policymakers regard the country’s movement up the
economic value chain as a strategic and economic imperative. While
China made multiple commitments in its WTO accession, keeping
China to these commitments has achieved limited success given
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“the long shadow that the Party-state casts over the Chinese econo-
my.”168 The Chinese government’s determination to advance in new
and emerging industries indicates it will “deploy enormous resourc-
es while seeking to leverage its scale to attract foreign capital and
know-how related [to] core technologies,” with informal mechanisms
for technology transfer being particularly challenging to address.16°

Gaps in Data and Analysis to Support Current Deliberations

As U.S. policymakers address these economic challenges in high-
stakes negotiations, they are often frustrated by the lack of data,
analysis, and personnel available to conduct more detailed assess-
ments of the U.S.-China trade and investment relationship. During
the Commission hearing on U.S.-China commercial relations, pan-
elists underscored a lack of granular information on U.S. services
trade, nontariff barriers in China, the activities of U.S.-invested
enterprises in China (e.g., their exports, the goods or services they
provide to other foreign-invested enterprises), the amount of Chi-
nese government support for specific industries and companies, and
other data. Dr. Lovely stated, “Our understanding of our economic
relationship with China is ... below where it needs to be to support
the negotiations that we’re in today.”170
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Addendum I: Investment Data and Sources

Methodological differences exist between various organizations
that track FDI flows between the United States and China. FDI fig-
ures can vary depending on each organization’s underlying data col-
lection method, the limitations by which each organization defines
the scope of its investment data (which countries are tracked, which
transactions are included, whether divestitures are also included),
how institutions price transactions in a given year and adjust prices
from historical years, and other criteria. National statistics compil-
ers and many other organizations use the OECD’s internationally
accepted definition of FDI as a 10 percent or greater voting own-
ership in an enterprise located abroad.l”* Due to these differences,
even when similar definitions are employed, variation between FDI
data sources is common.

There are two ways to classify the country of origin for a corporate
investor: (1) the country where the corporation is domiciled and (2)
the country of ultimate beneficial ownership (UBO), or the entity
that ultimately owns or controls an enterprise.l”2 For example, a
transaction by a Chinese-controlled company headquartered in Can-
ada could count as either a Canadian entity’s transaction or, using a
UBO methodology, a Chinese entity’s transaction. In the context of
measuring Chinese investment, UBO methodologies are important
to identify Chinese entities’ investments in the United States when
those entities are domiciled in Hong Kong or other locations.

Investment data can be presented in two ways: (1) FDI flows,
which measure the volume of FDI over a given period of time;173
and (2) cumulative FDI, which provides a snapshot of the total val-
ue of FDI at a single point in time, often at the end of a quarter or
year.174

Data sources on Chinese and U.S. FDI include official U.S. govern-
ment statistics, the China Global Investment Tracker hosted by the
American Enterprise Institute, and the U.S.-China Investment Hub
compiled by Rhodium Group. To compare the differences between
these sources, Table 3 provides 2018 data for U.S. FDI in China and
Chinese FDI in the United States.

Table 3: Comparison of FDI Flows in 2018 by Data Source

China Global

in the United
States

China and Hong Kong)175

Official U.S. Investment U.S.-China

Government Tracker Investment

Statistics (American Hub

(Bureau of Economic Enterprise (Rhodium

Analysis) Institute) Group)
Chinese -$0.8 billion (from China $8.9 billion176 | $5.4 billion 177
Investment only); $2.7 billion (from

U.S. Investment
in China

$7.6 billion (to China
only); $8.8 billion (to
China and Hong Kong)178

(not applicable)

$13.0 billion 179
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e Official U.S. government statistics: Official U.S. FDI figures (out-
bound and inbound) are produced by the U.S. Department of
Commerce Bureau of Economic Analysis (BEA). The BEA col-
lects data via mandatory surveys of U.S. corporations, which
are combined with the bureau’s other datasets and published
quarterly and annually. The BEA produces bilateral FDI and
other investment-related statistics, including affiliates’ financial
transactions with their parent companies abroad, which are in-
cluded in quarterly and annual investment flow data, and year-
end data on the cumulative total value of outstanding FDI.180
These data include divestitures as well as acquisitions and fund
reinvestments, resulting in a negative number for Chinese FDI
in the United States in 2018.181 The BEA does not combine
flows from Hong Kong with flows from mainland China. The
BEA does not calculate FDI flows using a UBO methodology, so
a Chinese company is defined as a company domiciled in China,
which excludes Chinese companies domiciled elsewhere.182 Sep-
arately, the BEA also publishes figures on the total assets, sales,
and other data of U.S. affiliates abroad and foreign companies’
affiliates in the United States.183 Data from U.S. affiliates are
available using a UBO methodology but are not adjusted for
U.S. companies’ share of ownership.

e China Global Investment Tracker: Housed by the American
Enterprise Institute, the China Global Investment Tracker is
a publicly available dataset updated biannually and limited
to reviewing outbound Chinese FDI to 148 countries using a
UBO methodology.184 The tracker reports all Chinese outbound
FDI transactions of $100 million or greater regardless of the
Chinese investor’s ownership stake in the recipient entity.185
The tracker also records transaction-specific details on invest-
ing and recipient entities, business sector, and amount invest-
ed. Because of its focus, the tracker cannot be used to compare
Chinese outbound FDI with other countries’ outbound FDI in
the same country (e.g., Chinese FDI in the United States and
Japanese FDI in the United States) and does not include infor-
mation about Chinese inbound FDI (e.g., U.S. FDI in China).
Due to the methodology the tracker employs, investment flows
are recorded but cumulative value of overseas investments are
not, and the tracker does not include divestitures.

e US.-China Investment Hub: Compiled by Rhodium Group, the
U.S.-China Investment Hub tracks outbound and inbound in-
vestment exclusively between the U.S. and China on a quarter-
ly basis. The U.S.-China Investment Hub records transactions
of $500,000 or greater resulting in 10 percent or more own-
ership.186 The hub also records transaction-specific details on
sector, investing and recipient entities, amount invested, and
geographic location of investing and recipient entities by state
or province. The hub identifies FDI transactions using a UBO
methodology, and reports both FDI flows and cumulative FDI
from 1990 onward.187 The hub does not include FDI statistics
beyond U.S.-China bilateral investment, it does not adjust his-
torical FDI transactions for inflation, and it does not include
divestitures.
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SECTION 2: EMERGING TECHNOLOGIES AND
MILITARY-CIVIL FUSION: ARTIFICIAL INTELLI-
GENCE, NEW MATERIALS, AND NEW ENERGY

Key Findings

China’s government has implemented a whole-of-society strat-
egy to attain leadership in artificial intelligence (AI), new and
advanced materials, and new energy technologies (e.g., energy
storage and nuclear power). It is prioritizing these areas be-
cause they underpin advances in many other technologies and
could lead to substantial scientific breakthroughs, economic dis-
ruption, enduring economic benefits, and rapid changes in mili-
tary capabilities and tactics.

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 (VC) funds, while leveraging the fruits of civil-
ian innovation for China’s defense sector. The breadth and opac-
ity of military-civil fusion increase the chances civilian academ-
ic collaboration and business partnerships between the United
States and China could aid China’s military development.

China’s robust manufacturing base and government support for
translating research breakthroughs into applications allow it
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.

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.

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.
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e Energy storage: China has quickly built up advanced production
capacity in lithium-ion batteries and established control over a
substantial portion of the global supply chain, exposing the Unit-
ed States to potential shortages in critical materials, battery com-
ponents, and batteries. China’s heavily subsidized expansion in
lithium-ion batteries will likely lead to excess capacity and drive
down global prices. If Chinese producers flood global markets with
cheaper, technologically inferior batteries, it would jeopardize the
economic viability of more innovative energy storage technologies
currently under development in the United States.

e Nuclear power: China is positioning itself to become a leader in
nuclear power through cultivating future nuclear export mar-
kets along the Belt and Road, particularly in sub-Saharan Afri-
ca, and attracting advanced nuclear reactor designers to build
prototypes in China.

Recommendations
The Commission recommends:

e Congress direct the U.S. Department of Justice to reestablish a
higher education advisory board under the Federal Bureau of In-
vestigation. In concert with the U.S. Department of Commerce’s
Bureau of Industry and Security, U.S. Department of Homeland
Security, and U.S. Department of State, the higher education advi-
sory board would convene semiannual meetings between univer-
sity representatives and relevant federal agencies to review the
adequacy of protections for sensitive technologies and research,
identify patterns and early warning signs in academic espionage,
assess training needs for university faculty and staff to comply
with export controls and prevent unauthorized transfer of infor-
mation, and share other areas of concern in protecting national
security interests related to academic research.

e Congress direct the U.S. Government Accountability Office to
conduct an assessment on the risks posed by Beijing’s efforts
to co-opt foreign researchers or students at U.S. universities to
unlawfully appropriate research and other knowledge for the
benefit of the government, companies, or interests of the Peo-
ple’s Republic of China. This report should:

o Include the number of foreign students and researchers from
China studying in science, technology, engineering, and math-
ematics fields; past and current affiliations; primary areas of
research; duration of stay in the United States; and subse-
quent employment;

o Identify whether federally funded university research related
to emerging technologies may have been unlawfully appropri-
ated by individuals acting on behalf of Chinese entities; and

o Evaluate the efficacy and ability of the U.S. Department of
State’s visa screening mechanism to mitigate the risk of in-
appropriate technology transfer to China, including but not
limited to: assessing the ability of that process to identify
students, researchers, and research entities, through a visa
disclosure requirement, that are receiving funding from the
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government of China or an intermediary entity acting in sup-
port of China’s government.

e Congress amend Internal Revenue Code Section 41 to extend
the research and development tax credit to initial stages of de-
ployment for new products, processes, computer software, tech-
niques, formulae, or inventions that increase the production of
final and intermediary goods manufactured primarily in the
United States. The tax credit should also extend to precompeti-
tive commercial development of basic and applied research per-
formed in the United States, particularly in industrial sectors
where the People’s Republic of China threatens the technologi-
cal leadership of the United States.

e Congress direct the U.S. Geological Survey, in coordination with
the U.S. Department of Energy, U.S. Department of Commerce,
U.S. Department of the Interior and U.S. International Trade
Commission to develop and maintain a risk assessment frame-
work that identifies materials used in manufacturing industries
critical to both national security and commercial vitality. Such a
framework should provide an early warning mechanism for any
threats to the U.S. supply of these critical materials, including
an increasing concentration of extraction and processing by an-
other country or entity and acquisition of significant mining and
processing facilities; increasing export restrictions by another
country; large gaps between domestic prices for these materi-
als in another country versus prices on international markets;
sharp increases or volatility in price; and substantial control in
supply of minerals used within the same industry or related
minerals that serve as substitutes by another country.

e Congress direct the National Science Foundation, in coordina-
tion with other agencies, to conduct a study on the impact of the
activities of Chinese government, state-sponsored organizations,
or entities affiliated or supported by the state in international
bodies engaged in developing and setting standards for emerg-
ing technologies. The study should examine whether standards
are being designed to promote Chinese government interests to
the exclusion of other participants.

Introduction

Emerging technologies like AIl, new and advanced materials, and
new energy* have the potential to advance new products, disrupt
established patterns of commerce, and alter established methods of
military confrontation and deterrence. China’s government has indi-
cated clear intent to achieve technological leadership by promoting
domestic firms, absorbing foreign technology, and localizing and mo-
nopolizing entire supply chains to establish technological self-suffi-
ciency and strategic advantage. The objective of these policies is also
achieved through other licit and illicit activities, such as extensive
government subsidies, guarantees of substantial domestic market

e New energy” is often used synonymously with “alternative energy” or “clean energy technol-
ogy” in Chinese policy discussion, and refers to nonfossil fuel energy sources, including nuclear
energy and renewables like wind and solar power, as well as energy storage technologies like
lithium-ion batteries.
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share for Chinese firms, and intellectual property theft. While these
objectives and approaches are not new, China’s economic planners
continually modify strategies to capitalize on successes and elimi-
nate methods that fail to deliver results.

Under General Secretary of the Chinese Communist Party (CCP)
Xi Jinping, industrial policies increasingly aim to leverage the ca-
pabilities of China’s most dynamic private firms for state-directed
objectives through military-civil fusion. Loss of U.S. leadership in
these areas—not only in research breakthroughs but also in appli-
cation—could impact the United States’ economic vitality, ability to
project military power, and influence in international standards-set-
ting and governance for future generations of these technologies.

This section assesses China’s current capabilities and policy objec-
tives in Al, new materials, and new energy, and identifies challeng-
es China poses to U.S. interests in these sectors. It also describes
China’s progress in military-civil fusion, focusing on its impact in
these sectors. It draws from the Commission’s June 2019 hearing on
“Technology, Trade, and Military-Civil Fusion”; contracted research,;
consultations with government officials, industry experts, and aca-
demics; and open source research and analysis.

Military-Civil Fusion

Ideological Foundations and Evolution of Military-Civil Fu-
sion under General Secretary Xi

As a national strategy, military-civil fusion traces roots to the Mao-
ist idea of “people’s warfare,” which prescribed a “whole-of-society” ap-
proach to military mobilization, and builds on industrial policy to drive
military modernization.! China’s economic planners and military strat-
egists also looked to the United States’ Defense Advanced Research
Projects Agency (DARPA) as a model for promoting military innovation
by harnessing corporate research and development (R&D).2

Mass civilian mobilization and defense industrial planning were
synthesized in “military-civil integration,” which gained traction
during the 2000s, but struggled to overcome monopoly interests,
bureaucratic fragmentation, and outdated contracting administra-
tion within China’s defense economy.? The initiative made limited
inroads in the electronics, information technology, high-technology,
and automotive sectors, and precipitated removal of barriers to ci-
vilian participation in defense research, development, and acquisi-
tion, as well as private investment in naval and aerospace weapons
systems development.4

From Military-Civil Integration to Military-Civil Fusion

China’s program of military-civil integration was an earlier
effort to foster ties between the civilian economy and China’s
defense industrial base. It primarily sought to address obstacles
to military modernization and defense enterprise restructuring
that arose from China’s economic liberalization in the 1980s and
1990s in two stages: (1) retooling defense enterprises to produce
consumer goods; and (2) encouraging advances in commercial
technology to “spin on” into military application.?
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From Military-Civil Integration to Military-Civil Fusion—
Continued

e Retooling defense enterprises to produce consumer goods:
During China’s “reform and opening up” period in the 1980s,
China’s economic planners sought to revitalize the defense
sector by encouraging firms to produce consumer goods like
automobiles.® This initiative had limited success, as Chinese
defense firms remained closely linked to government admin-
istration and driven by procurement practices in the planned
economy, whereas civilian enterprises benefitted from new
management approaches and foreign partnerships.” Success-
es in China’s shipbuilding and electronics industries were
notable exceptions.®

e Encouraging advances in commercial technology to “spin on”
into military application: By the late 1990s, much of the
technological advancement occurring in China’s economy was
driven by foreign-controlled production facilities and R&D
centers located in China. China’s government hoped partic-
ipation in commercial production would enable China’s de-
fense manufacturers to acquire key dual-use technologies in
fields like aerospace, microelectronics, new materials, and ad-
vanced manufacturing.® To achieve this goal, the government
encouraged defense firms, except those exclusively focused on
military production, to devote more business units to civilian
production and establish more foreign partnerships.10

In its current iteration, military-civil fusion continues these
objectives but is distinct in breadth and implementation. While
military-civil integration focused primarily on restructuring and
improving the technological know-how of China’s defense sector,
military-civil fusion is society-wide in scope, and extends much
more deeply into China’s civilian research institutions, as well as
its startup ecosystem, the latter of which did not exist when mil-
itary-civil integration was first conceived.!! In practice, execution
has evolved with China’s industrial policy implementation to rely
on a diverse pool of government-guided investment funds rather
than top-down administrative decisions carried out by agencies
and state-owned enterprises.12

Since taking power in 2012, General Secretary Xi has redoubled
and refined this effort, placing it at the intersection of a broader
military structure overhaul (see Chapter 4, Section 1, “Beijing’s
‘World-Class’ Military Goal”) and overarching industrial and inno-
vation policy changes.13 Rebranded “military-civil fusion,” explicit
efforts to foster ties between civilian enterprises and the military
are contained within Made in China 2025,* the 13th Five-Year Plan,

*Made in China 2025 is an industrial policy and signature domestic economic policy of Gen-
eral Secretary Xi. Released in 2015, it outlines a ten-year plan to drastically increase domestic
sources of essential components like semiconductors and achieve substantial progress in ten core
industries through funding and policy support: (1) advanced information technology; (2) robotics
and automated machine tools; (3) aircraft and aircraft components; (4) maritime vessels and
marine engineering equlpment (5) advanced rail equipment; (6) new energy vehicles; (7) electri-
cal generation and transmission equipment; (8) agricultural machinery and equipment; (9) new
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and China’s Al strategy. In 2017, General Secretary Xi created a
special oversight body to facilitate interagency coordination, the
Central Commission for Integrated Military and Civilian Develop-
ment, which he chairs.14 General Secretary Xi’s leadership of the
commission signals military-civil fusion’s intended centrality in de-
fense industrial planning, but also underscores the need for strong
authority to overcome bureaucratic hurdles in implementation.15

Military-Civil Fusion Policy Framework and Implementation

General Secretary Xi’s vision of military-civil fusion, as articulat-
ed in numerous speeches, aims to fulfill three strategic objectives:
(1) facilitate transfers between the defense and civilian sectors to
improve the sophistication of China’s military technology, particu-
larly in sectors critical to informationized warfare;* (2) create cohe-
sion in Chinese industry and academia working with and in support
of military objectives, so that the entire system can be effectively
mobilized to support the military in the future; and (3) drive tech-
nological innovation and economic growth.16 To realize military-civil
fusion, China’s government has encouraged agencies and provincial
and local governments to launch hybrid state-backed and private
funds to guide military-civil fusion implementation, designated spe-
cific industries or types of technology for cooperative development
between the civilian and defense sectors, and streamlined regulato-
ry frameworks to facilitate ease of information flows and coordina-
tion between sectors.1” These measures are in addition to significant
government funding for other supporting efforts.

While China’s government has pursued comprehensive tech plans
in the past, military-civil fusion differs from preceding initiatives
in blending private funding with state resources and leveraging
existing capacity rather than attempting to build capabilities from
scratch.18 Military-civil fusion implementation also benefits from
China’s evolving approach to industrial policy. Since 2006, Chinese
economic planners have largely shifted from a narrow focus on pro-
duction targets to multipronged approaches requiring coordination
between different agencies.l® While the former often resulted in
oversupply of inferior technology, newer policy frameworks attempt

materials; and (10) pharmaceuticals and advanced medical devices. After Made in China 2025
became a focus of the Office of U.S. Trade Representative’s Section 301 investigation into China’s
trade practices, Chinese officials ordered state media to cease mention of Made in China 2025
and removed it from the 2019 Government Work Report. Through careful analysis of supple-
mentary policies, pilot programs, and changes in rhetoric, a July 2019 study of Made in China
2025’s implementation by the Mercator Institute for Chinese Studies (MERICS) concluded that
the industrial policy’s implementation has continued unabated and policymakers have no inten-
tion of abandoning the plan. Max J. Zenglein and Anna Holzmann, “Evolving Made in China
2025: China’s Industrial Policy in the Quest for Global Tech Leadership,” Mercator Institute for
Chinese Studies, July 2, 2019, 8-9, 29-33, 73; Sidney Leng and Zheng Yangpeng, “Beijing Tries
to Play Down ‘Made in China 2025’ as Donald Trump Escalates Trade Hostilities,” South China
Morning Post, June 26, 2018; Office of the U.S. Trade Representative, Findings of the Investiga-
tion into China’s Acts, Policies, and Practices Related to Technology Transfer, Intellectual Property,
and Innovation under Section 301 of the Trade Act of 1974, March 22, 2018, 14-15; Zhu Mmghao,
Becomln a Manufacturmg Power Requires First Cor‘rectlng a Deﬁmency in Core Components [E=i)
i i.xﬁ;‘nm\%%ﬁ*%ﬂm) ” China Industry Review, August 3, 2015. Translation.

*“Informatlomzed warfare” is a term used by the Peoples Liberation Army (PLA) to describe
the incorporation of information technology into every facet of warfare. China’s 2004 Defense
White Paper emphasized the ubiquitous application of microelectronics and integration of infor-
mation from various systems (e.g., logistics, intelligence collection, etc.). Where previous techno-
logical advances had shifted decisive force from quantity to quahty of strike capabilities through
1mpr0vements in prec1510n informationization changed the dynamic to a competition between

“systems of systems.” U.S.-China Economic and Security Review Commission, Hearing on a
“World-Class” Military, written testimony of Dean Cheng, June 20, 2019, 2-3.
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to foster market demand while establishing production capacity and
lower prices through economies of scale and industry consolidation.20
For instance, China’s government has built a domestic new energy
vehicle market through preferential procurement policies, consumer
rebates, policy support for charging stations in major cities, higher
industry standards to filter out small inefficient producers, and pro-
duction quotas for auto manufacturers.21

The central government provided an overarching framework for
military-civil fusion, and a small number of provincial and local gov-
ernments have taken the lead in implementation, providing policy
direction and funding. At the same time, an increasing number of
universities and enterprises are reorienting to develop defense or
dual-use technologies, often in partnership with military-affiliated
research institutes.22 As of 2019, more than ten provincial-level
governments are investing tens of billions of dollars in production
facilities, research, and support for overseas acquisitions through
“guidance funds,” according to analysis from asset manager AVIC
Securities.23 Administered by government agencies, these financ-
ing vehicles pool state funding and private capital to make invest-
ments that fulfill policy objectives, such as early-stage investments
in startups that can provide technology to the People’s Liberation
Army (PLA), while also pursuing market returns.24

Local governments have also launched industry organizations or
other initiatives that capitalize on their respective strengths or ex-
isting endowments. For instance, Zhongguancun, a tech hub in Bei-
jing, created a Military-Civil Fusion Industry Alliance as early as
2014 that now counts 600 members.25 In 2017, the alliance hosted a
contest judged by 78 military experts to advance applications of Al,
new materials, and new energy, among other fields.26 Similarly, the
northeastern port city of Tianjin, which leads China’s supercomput-
er development, established an AI Military-Civil Fusion Innovation
Center next to its National Supercomputer Center in coordination
with the Academy of Military Science.2? The city also has plans to
establish partnerships with two other military institutes and is ex-
ploring providing cloud services for China’s military.28

Talent Recruitment and Knowledge Transfer in Military-Civil
Fusion

General Secretary Xi has emphasized the centrality of cultivat-
ing and attracting talent to support innovation in dual-use tech-
nologies.2? Through initiatives like the Thousand Talents Program,*
Chinese institutions provide foreign scientists and engineers gener-
ous compensation (e.g., a onetime “signing bonus” of $151,000 and
research stipends ranging from $453,000 to $755,000 for established
scientists over the age of 40), and equip them with cutting-edge

*The Thousand Talents program is a government effort launched in 2008 to recruit foreign
talent. Initially, it targeted overseas Chinese, but quickly expanded to include all foreigners, and
developed offshoots targeting up-and-coming researchers in addition to its initial focus on estab-
lished professionals. Foreigners accepted into the Thousand Talents program must already have
positions in China, and receive bonuses and research funding in addition to their compensation
through Chinese institutions, as well as reduced administrative barriers to establishing residence
in China. Hepeng Jia, “China’s Plan to Recruit Talented Researchers,” Nature 553: S8 (January
17, 2018), Zhai Lixin, “Give Play to the Talent Management Reform Pilot Zone’s Pioneering Func-
tion and Accelerate the Construction of a Science and Technology Center with Global Influence (
RAENA G PR X e AT S il M P b B B A Bk i Ay R 6T 0),” Yearbook of Zhong-
guancun 2018, 7-8. Translation.
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facilities to conduct research in China.3? In some cases, foreign sci-
entists are permitted to maintain overseas affiliations and set up
labs that mirror their U.S. facilities.3! As of September 2017, the
Thousand Talents Program had recruited about 7,000 people, ac-
cording to China’s Ministry of Human Resources and Social Securi-
ty.32 Zhongguancun’s 2018 Yearbook claims 1,180 recruits from the
Thousand Talents Program are associated with the Beijing tech hub
alone, attributing this high volume to a network of ten overseas re-
cruitment centers and programs to place foreign talent in Beijing.33

China’s Ministry of Science and Technology has sought to place re-
cruiters within U.S. institutions under disguise as researchers. Accord-
ing to charges unsealed by the Department of Justice on September 16,
2019, since 2017 an official operating the New York office of the China
Association for International Exchange of Personnel (an agency under
China’s Ministry of Science and Technology) conspired to fraudulent-
ly obtain visas for recruiters to pose as visiting academic researchers
while seeking to attract U.S. talent back to China.34

Chinese institutions have also tried to facilitate knowledge transfers
by sending Chinese researchers to foreign universities, often disguis-
ing their military affiliations.35 A report from the Australian Strategic
Policy Institute (ASPI) details the extensive practice of creating “cover
institutions” that exist only on paper, and through which PLA-affiliat-
ed researchers portrayed themselves as civilian academics to attend
conferences or participate in exchanges overseas.?6 Of more than 2,500
military scientists and engineers who have gone abroad since 2007,
the report found at least dozens have used false credentials to work in
sensitive areas, such as hypersonic missiles and navigation.3? In other
cases, the rewards for economic espionage incentivize Chinese students
in the United States to steal research to boost their chances of success-
ful application to talent programs.38

As part of military-civil fusion, Chinese firms obtain dual-use
technologies through overseas acquisitions supported by government
funding.3® For instance, since its creation in 2008, state-owned de-
fense conglomerate Aviation Industry Corporation of China (AVIC)
has spent at least $3.3 billion acquiring at least 20 aerospace, au-
tomotive, and engineering firms, mainly in the United States and
Europe.4° These acquisitions were supported by China Construction
Bank and Tianjin Municipal Government.4! Government guidance
funds with military-civil fusion investments are also funding R&D
centers abroad, including Zhongguancun Capital’s innovation cen-
ters in San Francisco, Boston, and Heidelberg.42

Military-Civil Fusion Tied to Chinese Venture Capital
Funds and R&D Centers Abroad

R&D centers and incubators™ such as those tied to Zhongguan-
cun Capital have complex and amorphous links to U.S. academ-

*Incubators and accelerators focus on seed stage investments, or providing startup founders
nominal initial funding, work space, expertise, and other resources to prove an initial business
concept. In contrast, VC firms typically invest in companies that have already launched opera-
tions to help them expand their product offerings and reach a broader market. Often incubators
will try to connect successful projects with VC firms. Incubators and investment funds tied to
China have encouraged projects launched in the United States to migrate to China for succes-
sive stages of product development and venture funding. Office of the U.S. Trade Representative,
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Military-Civil Fusion Tied to Chinese Venture Capital
Funds and R&D Centers Abroad—Continued

ic institutions and often have an explicit goal of helping firms
license technology or attract joint ventures and talent to Chi-
na.*3 First among such funds was Zhongguancun-Stanford New
Technology Venture Investment Fund, established in 2013, which
by 2017 had raised $91.3 million to spin off projects started at
Stanford and other U.S. institutions and provide assistance with
market access in China.4¢ A VC fund controlled by eastern city
Hangzhou, home to Alibaba, similarly established an incubator in
Redwood City, California, in 2014. Within less than three years,
the fund attracted 41 projects and planned ventures to Hang-
zhou.#> The range and scale of projects supported by Chinese
government-funded R&D centers is substantial. For example,
Zhongguancun Capital’s Boston-based incubator Z-park and Sil-
icon Valley R&D center claim to “collect nearly 4,000 projects in
the [United States] annually” in biotechnology, artificial intelli-
gence, information technology, and other fields into a database of
possible investments.* 46

Chinese government VC funds and R&D centers support technol-
ogies and projects with clear national defense implications. Dan-
hua Capital, backed by Zhongguancun Capital, has investments in
Cohesity, a data management and security company that services
the U.S. Department of Energy and U.S. Air Force, and also owns a
minority stake in U.S. drone maker Flirtey, which was selected in
May 2018 to work with the U.S. Department of Transportation to
integrate drones into U.S. airspace.*?

The Chinese government has also promoted scientific collabora-
tion as a key element of the Belt and Road Initiative (BRI) in ways
that could further leverage civilian research to support military ad-
vancement.#® The April 2019 Belt and Road Forum announced an
international scientific alliance with 37 countries, numerous other
agreements between state science organizations with both devel-
oped and developing countries, and programs to bring graduate stu-
dents to China.4® China’s State Councilf aims to use scientific and

“Findings of the Investigation into China’s Acts, Policies, and Practices Related to Technology
Transfer, Intellectual Property, and Innovation Under Section 301 of the Trade Act of 1974,”
March 22, 2018, 147; Yang Fan, “ZDG Establishes First Overseas Technology Investment Fund,”
China Daily, June 8, 2013.

*Z-Park does not clarify how many of these applications it reviews, provides a workspace for, or
funds. For comparison, New York Times Magazine reported Silicon Valley accelerator Y Combina-
tor received around 2,633 for its semiannual cycle in the first half of 2013, of which it provided
47 with $100,000 each in funding. Nathaniel Rich, “Silicon Valley’s Start-Up Machine,” New York
Times Magazine, May 2, 2013.

TChina’s State Council is a government body composed of China’s 26 ministry-level bodies
and other state agencies such as the Chinese Academy of Sciences and the State-owned Assets
Supervision and Administration Commission, which oversees China’s state-owned enterprises. It
is overseen by ten State Councilors, all of whom are senior CCP members, and run by the pre-
mier of China. Among other functions, the State Council is generally responsible for day-to-day
economic decision making, but under General Secretary Xi, Premier Li Keqiang and the State
Council have largely been sidelined in determining the course of economic policymaking, in favor
of leading small groups chaired by General Secretary Xi. U.S.-China Economic and Security Re-
view Commission, Hearing on What Keeps Xi Up at Night, written testimony of Jude Blanchette,
February 7, 2019, 1-3; State Council of the People’s Republic of China, State Council Organiza-
tional Structure (% Bi414H#). Translation; State Council of the People’s Republic of China,
State Council Leadership ([¥455¢471%). Translation.
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technological cooperation through BRI to improve China’s nuclear
power and aerospace technology, and calls for increasing high-tech
arms exports to BRI countries.?® A 2017 article in Red Flag Manu-
script, a publication associated with the CCP journal Seeking Truth,
urges using BRI’s talent exchange platforms to “serve military-civil
fusion.”?1 The author, a political researcher at China’s largest think
tank, argues that an inter-agency plan for scientific collaboration
along BRI could allow educational resources to support dual-use
technology innovation and suggests establishing a system of policies
for BRI to better serve military-civil fusion.52

Artificial Intelligence

Al is an umbrella term for computing applications that involve
machine perception or automating complex decision-making pro-
cesses, typically through machine learning or recognizing patterns
in data (see Addendum I).53 As a general purpose technology, Al
has been likened to electricity in its potential transformative im-
pact: applications of AI will extend to many sectors of the econo-
my; the underlying technology will continuously improve; and Al
will enable many other innovations.5¢ Technological advancement
in Al relies on increases in computing power, sophistication of
algorithms, and availability of data on which to train those al-
gorithms.55

China’s Policy Objectives and Current Capabilities in Al

Policy Background

In 2017, the State Council released the Next Generation AI De-
velopment Plan, making Al a centerpiece of China’s development
strategy.?6 The Next Generation Al Development Plan sets ambi-
tious milestones, calling for China to establish parity with other
advanced economies in Al by 2020 and become a global leader in Al
theory, technology, and applications by 2030. It also targets tenfold
growth of Al industry gross output (including from AI applications)
during those ten years, from $150 billion in 2020 to $1.5 trillion by
2030.57 In testimony before the Commission, Jeffrey Ding, China
lead at the Future of Humanity Institute’s Center for AI Gover-
nance, noted that China’s approach to Al rests on three principles:
(1) central planning guides local implementation, and provincial and
local governments have broad leeway to pursue various objectives
within the overall framework provided in the plan; (2) setting inter-
national technical standards for Al is a priority, both to build more
reliable Al-enabled systems and influence international norms to
China’s strategic and economic advantage (Figure 1 outlines China’s
approach to Al standards); and (3) recruiting and training top Al
talent are dual objectives for guaranteeing China’s long-term com-
petitiveness.58

The 2017 Next Generation Al Development Plan marked a shift
in China’s approach to Al, from pursuing specific applications to
prioritizing Al as foundational to overall economic competitiveness.
The “centrally guided, locally implemented” framework has allowed
Chinese policies to absorb and build on previous industrial policies
that provide a foundation for quickly applying Al solutions to exist-
ing initiatives, such as upgrading industrial robotics promoted in
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Made in China 2025 to support machine vision and autonomous de-
cision making.5? Fifteen of 31 provincial-level governments released
their own Al plans by the end of March 2018, targeting gross indus-
try output of §429 billion by 2020, or nearly three times the national
target of $150 billion for the same period.6°

China Electronic Standardization Institute, a standards-making
body under the Ministry of Industry and Information Technology,
also led over 30 institutions and companies in drafting a white pa-
per to coordinate Al standards development, published in January
2018 (see Figure 1).61 The white paper frames an especially broad
approach to Al standards-setting, extending beyond Al technologies
like computer vision* or natural language processing to encompass
foundational elements of computing that underpin Al, as well as
products and services that incorporate Al applications.62

Figure 1: China’s Approach to AI Standards
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Note: The Chinese government released an Al Standards White Paper in January 2018 outlin-
ing an especially broad approach to Al-standards setting aimed at integrating Al into existing
fields.

Source: Adapted from Jeffrey Ding et al., “Chinese Interests Take a Big Seat at the AI Gover-
nance Table,” New America, June 20, 2018.

*Computer vision is any computational process to identify patterns in images, such as facial
recognition in surveillance system or smartphone locks, or object detection such as autonomous
vehicles recognizing stop signs.
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These plans and standards guidelines build on the progress of
earlier policy initiatives to improve digital infrastructure. These
initiatives have provided a technological foundation for quickly ad-
vancing Al subdomains.* For example, creating numerous cameras
and sensors to monitor traffic conditions as part of China’s smart
cities development program now provides the data for urban man-
agement systems like Alibaba’s City Brain in Hangzhou, which uses
Al to monitor and redirect traffic to reduce congestion.63

Industry Overview

China has emerged as a leader in several subdomains of Al, in
particular computer vision, digital lifestyle products (e.g., ride hail-
ing and delivery applications), robotics, and speech recognition.64
China is ahead of or on par with the United States in technologies
that are poised for transformational growth from the application of
Al, such as commercial and military strike-capable drones incorpo-
rating autonomous navigation.65 China trails the United States in
autonomous vehicle (AV) technology but is rapidly catching up.66

Many Chinese Al companies that appear most competitive vis-a-
vis the United States are an outgrowth of the country’s broad adap-
tion of mobile internet and use of mobile applications, which gives
China’s leading mobile platforms like Baidu, Alibaba, and Tencent
unparalleled access to consumer data.6” By contrast, China’s ad-
vances in industrial robotics have been driven by extensive govern-
ment support and overseas acquisitions,i as well as some spillover
from major international robot manufacturers locating production
facilities in China.®8

Computer vision falls somewhere in between, with private fund-
ing responding to a demand created by government policy. Chinese
image recognition startups outperform and are far better funded
than international peers, but China’s Ministry of Public Security is
a primary customer for facial recognition in surveillance systems
and the National Development and Reform Commission, an econom-
ic planning agency, has issued policy encouraging use of Al in facial
recognition.®9 China’s widespread use of surveillance applications of

*For instance, the white paper includes an appendix of ten applications of AI by Chinese com-
panies to provide a template for different Al standards, but these technologies were in many cas-
es supported by earlier industrial policies. In intelligent manufacturing, the white paper champi-
ons Haier’'s COSMOplat, a customizable manufacturing execution and supply chain management
system that was developed under Made in China 2025. Standards Administration of China and
China Electronic Standardization Institute, White Paper on Artificial Intelligence Standardization
O T8 BEbRHEAL 112 ), January 2018, 96-98. Translation.

TChlna s mobile internet ecosystem developed with minimal competition from foreign firms due
to mandated government monopolies in telecommunications, the Golden Shield Project (popularly
known as the “Great Firewall”) which prohibits access to popular foreign sites like Google and
Facebook from within mainland China’s borders, strict licensing requirements for provision of
content over the internet, including via mobile apphcatmns and increasingly demanding regula-
tions on management of user data. Hugo Butcher Piat, “Navigating the Internet in China: Top
Concerns for Foreign Businesses,” China Brteﬁng March 12, 2019; Ashwin Kaja and Eric Carlson,
“China Issues New Rules for Mobile Apps,” Inside Piracy, July 1, 2016.

#Chinese state-owned enterprises have concluded several major acquisitions of robotics and
automation firms since Made in China 2025 encouraged closing China’s technological gap through
acquiring foreign firms, including Chinese air conditioner and refrigerator manufacturer Midea
Group’s acquisition of a majority stake in German robot maker Kuka AG, the world’s largest
producer of robots used in auto factories. U.S.-China Economic and Security Review Commission,
Hearing on Technology, Trade, and Military-Civil Fusion, written testimony of Dan Coughhn
June 7, 2019, 4; Sun Congymg “Midea, Kuka Chase Automation Dreams with $1.6 Billion Park,”
Calxm March 29 2018; Sun Yuyao, “Overseas Mergers and Acqulsltmns Chinese Manufacturlng
Integrates into the Global Industrial System CiR4hFEMFF-IE b FI3E i A 2Bk A R),” Advanced
Manufacturing Daily, December 29, 2012.
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Al is driven in large part by the absence of privacy protections and
by government repression of ethnic groups.”® For example, law en-
forcement agencies across China are deploying facial recognition to
identify and track Uyghurs, a Muslim minority from northwestern
Xinjiang Province.”1

Both the government and private sector are substantial investors
in China’s Al In their AI development plans, the municipal govern-
ments of Shanghai and Tianjin each pledge to invest $15 billion in
Al close to Google’s parent Alphabet’s $16.6 billion in global R&D
expenditure during 2017.*72 However, China’s government guidance
funds do not always raise or spend the money as planned due to a
shortage of investors, inability to recruit qualified personnel to man-
age the funds, and lack of investment targets that meet the funds’
investment criteria, among other reasons.”? Nonetheless, in start-
up funding, technology market research firm CB Insights estimates
that Chinese companies (including Hong Kong-based companies)
received 48 percent of global Al equity investment in 2017, ahead
of the United States’ 38 percent and up from 11 percent in 2016.74
A handful of large foreign VC groups like Japanese conglomerate
SoftBank and U.S. VC firm Sequoia are active investors in China’s
AI market.?5

China’s AI “National Team”

In November 2017, China’s Ministry of Science and Technology
selected Baidu, Alibaba, and Tencent, as well as voice recognition
firm iFlytek, to form a “National Team” charged with develop-
ing Al in a range of subdomains.7 76 According to the government
plan, Baidu is to focus on autonomous driving, Alibaba is to fo-
cus on cloud computing and smart cities, Tencent is to focus on
Al-powered medical diagnosis, and iFlytek is to continue working
on voice intelligence.”” Hong Kong-based facial recognition start-
up SenseTime was subsequently tapped to focus on intelligent
vision.78

In both design and execution, the national team approach dif-
fers from overt promotion of national champions.f None of the
firms are state-owned and all had established capabilities in their
assigned subdomains before being selected.”® In some respects,

* Alphabet’s financial disclosures do not distinguish investments in AI from other capabilities
and products, but it is likely the world’s largest corporate spender on Al. Alphabet Inc., Form
10-K for the Fiscal Year Ended December 31, 2017, February 5, 2018, 36; Economist, “Google
Leads in the Race to Dominate Artificial Intelligence,” December 7, 2017.

TChinese agencies have occasionally designated a “national team” of companies with preex-
isting capabilities to focus on building up capacity in a particular field, such as the Ministry
of Commerce’s 2010 policy to support well-established brick and mortar retailers in developing
e-commerce operations. Companies in a national team do not receive anticompetitive policy sup-
port to the extent of national champions and have more autonomy to pursue business avenues
other than those directed by the government. U.S.-China Economic and Security Review Commis-
sion, Hearing on Technology, Trade and Military-Civil Fusion, written testimony of Jeffrey Ding,
June 7, 2019, 8. Tencent Technology, “China’s Ministry of Commerce’s Support for Three Large
Companies in the ‘Ecommerce National Team’ Revealed (745 #5571 95 “ BRI = KAk iz
%),” China Information Industry Network, March 3, 2010. Translation.

#National champions are large, often state-owned firms that advance state interests, whether
to establish capacity in a new sector or become competitive internationally in a particular sector.
Typically, they receive policy support to assist in advancing state objectives, including subsidies,
tax credits, guaranteed market share or monopoly access in certain industries, and supportive
regulation and financing to acquire or displace smaller competitors or vertically integrate within
other functions of an industry.
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China’s Al “National Team”—Continued

they also compete with each other. For instance, Baidu, Alibaba,
and Tencent are still developing computer vision capabilities de-
spite SenseTime’s designation as the intelligent vision leader.80
At the same time, the national team approach clearly signals
that these AI subdomains are policy priorities, reducing regula-
tory barriers to developing new technologies, improving access to
funding, and possibly diminishing market vitality by priveleging
national team incumbents and posing challenges to industry late-
comers.8!

U.S.-China Competition in Al

While Chinese firms are excelling at many subdomains of Al, the
United States is ahead in key inputs like talent and corporate R&D
funding, and maintains a decisive lead in the foundational platform
and support architectures that underpin many Al technologies and
applications.*82 Taken together, these advantages place the United
States ahead of China’s overall Al capabilities, but China’s mar-
ket structure and government intervention may undermine the U.S.
lead.

Multiple studies of international AI talent distribution place the
United States firmly in the lead, particularly in experts capable of
pushing the technological horizon forward.®3 To the extent that Chi-
na is catching up, it is mostly training engineers and developers ca-
pable of using existing Al software packages, rather than breaking
new ground.84 The United States is also far ahead in corporate R&D
expenditure, counting 12 out of the top-spending 20 software and
computer services firms globally in 2018, versus three in China.f
While Chinese researchers publish and patent more in total than
U.S. researchers, far fewer Chinese articles are accepted into the
most prestigious scientific journals and conferences or rank among
the most highly cited papers, and a much lower proportion of Chi-
nese Al patents are accepted at patent offices outside of China.85

Beyond these basic indicators, U.S. institutions develop and main-
tain the majority of foundational platform and support architectures
upon which Al technologies and applications are built. Analysis of
93 widely used open source Al software platforms by the Ministry
of Industry and Information Technology (MIIT) finds 61 of the plat-
forms were developed by organizations based in the United States,
compared to only 12 developed by institutions or individuals based

* Architectures guide how computers process information, from chip architectures that control
how software interfaces with hardware, to information architecture like metadata, which instruct
computers on how to organize data. Platforms provide ready-made toolkits that allow AI appli-
cation developers to deploy and tailor premade Al algorithms toward specific problems, rather
than always having to write code from scratch. Rob Thomas, “The Road to AI Leads through
Information Architecture,” Venture Beat, January 12, 2018; Mike Williams, “5 of the Best Al plat-
forms for Business,” TechRadar, January 10, 2018; Mostafa Abd-El-Barr and Hesham El-Rewini,
Fundamentals of Computer Organization and Architecture, Wiley-Interscience, 2005, 1-6.

TR&D expenditure at these firms extends beyond Al, but spending patterns by software and
computer services firms are indicative of corporate investment in Al. U.S.-China Economic and
Security Review Commission, Hearing on Technology, Trade and Military-Civil Fusion, written
testimony of Jeffrey Ding, June 7, 2019, 3; Timothy W. Martin, “American Tech Firms Are Win-
ning the R&D Spending Race with Chlna ” Wall Street Journal October 30, 2018; Economist,
“Google Leads in the Race to Dominate Artificial Intelligence,” December 7 s 2017.
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in China.*86 These architectures and open source platforms serve as
de facto standards for global AI development, and extend the influ-
ence of U.S. firms in shaping how Al evolves.87 The United States
also leads in some of the most critical subdomains of Al, such as
potentially lucrative AVs, as well as many business applications of
Al.s8

While the development of these capabilities are mostly driven by
the private sector, the U.S. government holds a convening role in
bringing together industry, government, and academia in setting
research priorities and balancing Al development with security. Fol-
lowing the February 2019 Executive Order on Maintaining Ameri-
can Leadership in Artificial Intelligence, the National Institute of
Standards and Technology (NIST) is coordinating between federal
agencies and the private sector to develop technical standards to
ensure systems using Al are robust, secure, and reliable.8°

Despite the United States’ strong positioning in AI, China’s gov-
ernment intervention, market structure, and construction of Al-en-
abling infrastructure affords Chinese Al firms unfair advantages.
China’s selection of an Al National Team encourages some degree
of competition, but also clearly designates and provides support for
certain companies to become champions in particular Al subdo-
mains.?0 Their reduced need to defend market share enables them
to allocate greater resources to R&D.91 The sheer size of China’s
market and diversity of consumer exposure to digital platforms pow-
ered by major tech conglomerates also provide these firms with both
greater breadth and depth of data than U.S. competitors.f For some
subdomains of Al, such as healthcare applications, China’s strict
data transfer regulations limit or outright prohibit U.S. firms’ ac-
cess to Chinese data, while Chinese firms have broad access to U.S.
data.?2 Lastly, China may leapfrog the United States in applications
of Al that require major infrastructure changes and strong national
coordination. For instance, the smart city pilot Xiongan, just outside
Beijing, will have a section that only allows AVs, creating an unprec-
edented testing ground.®3

The nature of global advances in Al also makes assessing national
capabilities difficult, as both commercial and theoretical Al devel-
opment are driven by exceptionally open publication and informa-
tion-sharing norms. While the openness of the Al research commu-
nity benefits latecomers like China because they do not need to
spend their own capital to reach a minimum baseline for any tech-
nology, the research culture and de facto standards are still driven
by the dominant institutions, which are almost exclusively located
or headquartered in the United States. Talent is also drawn to the

*Widely adopted open source software can amount to de facto industry standards. For in-
stance, in 2014 Google decided to make part of its proprietary machine learning library open
source. Called TensorFlow, this library has evolved into a community—composed of AI developers
and researchers—in which participants are highly incentivized to share findings and agree on
definitions and standardized documentation. The library is now used by many major enterpris-
es. U.S.-China Economic and Security Review Commission, Hearing on Technology, Trade and
Military-Civil Fusion, written testimony of Helen Toner, June 7, 2019, 8; Rajat Monga, Artificial
Intelligence (Al) Podcast, Podcast, June 3, 2019.

T For instance, Alibaba Group and its subsidiaries may serve as a consumer’s primary means to
shop online, pay for both digital and physical goods through other vendors, pay for utilities, invest
short-term savmgs and watch videos online. It has also invested in online healthcare services.
Nicole Jao, “Briefing: Alibaba Health gets a $290 million boost from Alibaba, Ant Financial,”
Technode, May 24, 2019; Ming Zeng, “Alibaba and the Future of Business,” Harvard Business
Review, September—October 2018.
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environment created by dominant institutions because they serve as
a platform to influence global Al development, whereas the Chinese
Al environment is generally more focused on commercialization of
existing techniques.?* Nonetheless, China’s government may com-
pel firms to pursue its strategic priorities, effectively guiding the
focus of Al application through policy incentives, or mandates. The
government can also use less formal channels of influence such as
leveraging CCP cells, which all firms are required to have, or assign-
ing local officials to oversee ostensibly private companies.®> It may
also shape the evolution of Al by guaranteeing a market for new
applications to overcome an initial lack of commercial interest.96 By
contrast, the U.S. government has fewer means and limited support
for directing the activity of multinational firms headquartered in
the United States.

Military-Civil Fusion and Al

Lieutenant General Liu Guozhi, director of the Science and Tech-
nology Commission within China’s Central Military Commission,
believes Al is a turning point at which China could catch up to and
surpass the United States in the next generation of warfare.?? Chi-
na’s strategists see Al as a force multiplier across systems, a poten-
tial asymmetric advantage against high-value conventional weapons
systems, and even a harbinger of a new mode of combat, where su-
perior algorithms prove operationally decisive.?8 Developing Al-en-
abled military systems dovetails with the PLA’s push to improve
coordination across domains through information networks—both
priorities stressed by General Secretary Xi in his October 2017 re-
port to the 19th Party Congress.* 99

New and Advanced Materials

New materials are synthetically derived materials that often have
properties not found in nature (e.g., the ability to not reflect light)
or greatly enhanced properties found in nature (e.g., conductivity,
flexibility, and strength). In research labs, the descriptor “new” dis-
tinguishes new materials from traditional metals, plastics, and ce-
ramics.190 New materials’ applications are virtually unlimited, from
improving the strength and durability of pedestrian materials like
concrete, to enabling biomedical breakthroughs like regrowth of
damaged nervous tissue (see Addendum II).101

Unlike AI, where major advances with commercial impact have
mostly occurred within the last decade, materials science has been
fundamental to many industrial advances since it emerged in the
1950s (e.g., in fiberglass widely used in automobile bodies and in-
teriors, or anticorrosive materials used to preserve steel in ship
hulls).102 The field relies on expensive equipment and specialized
knowledge to synthesize and manufacture new materials, and high-
er-value applicationst like aerospace and automobile manufacturing

*PLA strategists refer to these systems as “intelligentized,” including systems that are par-
tially or fully autonomous or in which Al augments human abilities, including enhancing or
replacing human decision making in command and control. U.S.-China Economic and Security
Review Commission, Hearing on China’s Advanced Weapons, written testimony of Elsa Kania,
February 23, 2017, 17, 19-20.

FIn order of decreasing technological intensity (i.e., amount of scientific knowledge required to
increase productivity), major industries include aerospace and defense, automotive, electronics,
marine applications, construction, and sporting goods. U.S.-China Economic and Security Review
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have coevolved with advances in computing, machine tooling, and
industrial robotics to apply scientific breakthroughs in new materi-
als on the factory floor at scale.103

Longer history and accumulation of technical know-how, close
linkages between science and manufacturing, and high equipment
costs create a steep learning curve for late entrants in new materi-
als, but Chinese policymakers and firms have prioritized overcoming
these barriers since the mid-1980s. Their success was initially lim-
ited to lower-value products like sporting goods, but improvements
in China’s machine tooling and robotics industries, fueled largely
by foreign joint ventures and acquisitions, have enabled China to
become competitive in more sophisticated applications. The risks to
the United States are twofold and urgent: (1) China’s robust man-
ufacturing base supports innovations on the factory floor that ad-
vance commercial applications more than scientific breakthroughs;
and (2) while other countries may continue to lead breakthrough
discoveries in materials science, the Chinese government is provid-
ing extensive support for a scientific and industrial infrastructure to
commercialize these discoveries ahead of other countries.

China’s Policy Objectives and Current Capabilities in New
Materials

Developing capabilities in new materials has been a staple of Chi-
na’s industrial policies, but emphasis has expanded from catching
up in materials essential in dual-use applications like aerospace to
a strategy of accelerating new materials used in disruptive technol-
ogies to gain a general technological edge. This shift in focus has
been accompanied by overseas acquisitions that improve Chinese
firms’ use of new materials in manufacturing and policy support for
materials science research.

The Chinese government first designated new materials as a pri-
ority area in the 863 Plan, an industrial policy launched in 1986
to jumpstart China’s science and technology development.194 Subse-
quently it incorporated them in five-year plans and in the seven ar-
eas targeted as Strategic Emerging Industries under Hu Jintao.* 105
These plans tended to focus on improving domestic capabilities in
producing high-performance composites and fibers. Made in China
2025 promoted new materials as one of the core ten industries cen-
tral to upgrading China’s overall manufacturing capabilities. The
most recent roadmap for implementation of Made in China 2025
divides these efforts by “advanced foundational new materials” such
as those used in infrastructure, “key strategic new materials” such
as those used in high-tech equipment, and “frontier new materials”
such as those used in additive manufacturing.196 From the 1980s,
Chinese economic planners sought to catch up in manufacturing
processes that utilize new materials, either through developing ca-
pabilities locally or obtaining foreign technology through legal ac-

Commission, Hearing on Technology, Trade, and Military-Civil Fusion, supplemental written tes-
timony of Dan Coughlin, June 7, 2019, 7

*The seven areas in the Strategic Emerging Industries initiative are: (1) energy-saving envi-
ronmental industry, (2) new information technology, (3) biology, (4) high-end equipment manufac-
turmg (5) new energy, (6) new materials, and (7) new energy automobiles. Tai Ming Cheung et
al., “Planning for Innovation: Understandmg China’s Plans for Technological, Energy, Industrial,
and Defense Development,” University of California Institute on Global Conflict and Cooperatwn
(prepared for the U.S.-China Economic and Security Review Commission), July 28, 2016, 36.
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quisition or theft. China counted notable early successes after the
launch of the 863 Plan in less advanced materials, like carbon fiber
used in sporting goods (e.g., fishing rods), but struggled to achieve
breakthroughs due to lack of investment in basic research.107

As advanced industrialized countries located more factory assem-
bly in China, domestic supply chains emerged for components used
in electronics, consumer goods, and to some extent automotive and
aerospace manufacturing. Integration into global supply chains and
foreign joint ventures has enabled Chinese firms to steadily make
inroads in materials used within these components. In other cases,
Chinese economic policy prompted advances in materials used in
wind mills and construction.108

While the United States has retained leadership in the most ad-
vanced manufacturing processes for materials used in aerospace
manufacturing,* China’s state-owned enterprises have actively
sought to build a domestic aviation industry. They have succeeded
in establishing a robust supply chain for aerospace components with
the help of foreign firms. U.S. and European aerospace manufac-
turers have provided Chinese joint venture partners with machine
tools and production techniques for building civilian aircraft parts,
while firms like U.S. structural composites maker Hexcel have sup-
plied advanced composite materials used in molding these parts.199
For example, in 1998 Boeing and Hexcel established a joint venture
with Chinese state-owned defense and aerospace conglomerate AVIC
to manufacture both structural (e.g., wings and fuselage) and inte-
rior (e.g., doors and linings) parts for commercial aircraft.119 Boe-
ing bought Hexcel’s stake in 2008, acquiring a majority in the joint
venture and expanding production in 2011. The joint venture now
produces parts for all of Boeing’s commercial aircraft models, and
also supplies local civil aviation firms.111 Since 2015, Chinese firms
have acquired several German aerospace materials companies, and
ChemChina acquired German machining and tooling firm Krauss-
Maffei.112 AVIC has also sought to obtain licensing for advanced
materials through overseas acquisitions.113

While these arrangements do not transfer high grade carbon fiber
or advanced machine tools used in stealth aircraft, the cumulative
knowledge and production techniques Chinese aerospace manufac-
turers have acquired through foreign partnerships and imports have
equipped Chinese manufacturers both with the capability to syn-
thesize high grade carbon fibers independently and build machine
tools that compete with foreign producers. Chinese military contrac-
tors are now able to produce carbon fibers they would not be able
to purchase from the United States because this type of material

*These advanced processes can be divided into three categories: (1) computer simulations of
synthetic materials behavior at different atmospheric conditions before any manufacturing be-
gins; (2) chemical and mechanical processes to synthesize and purify materials until they have
desired properties (e.g., lightness, strength, resistance to heat), which are often closely guarded
trade secrets; and (3) automated molding, casting, and other techniques to form materials into
specific parts, which often use large robotics operating at precise temperatures and building to
very exact specifications. Mary Jay Lou, “Rise of the Robots,” Composites Manufacturing, Septem-
ber/October 2017, 24-28; Aerospace Engineering, “Composites Manufacturing,” July 12, 2012; Cin-
cinnati Business Courier, “MAG Sells First Composite Tape-laying System to China,” February
15, 2012; Vicki McConnell, “The Making of Carbon Fiber,” Composites World, December 19, 2008;
Proceeding of the International SAMPE Symposium and Exhibition, “Advanced Technology Tape
Laying for Affordable Manufacturing of Large Composite Structures,” January 1, 2001.
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is subject to export controls.114 Nonetheless, Chinese producers are
still behind the highest strength fibers.115

For the past decade, China’s government has also broadened focus
from catching up in industrial applications of new materials to being
at the forefront of scientific discoveries by building research laborato-
ries; training and recruiting researchers; and fostering collaboration
between academia, industry, and the military.11¢ State funding for ma-
terials science has quadrupled since 2008, and Chinese universities
have been patenting research aggressively.l17 Patterns in patenting
trends suggest Chinese researchers are a few years behind the United
States, but are establishing foundational capabilities on par with global
counterparts.118 For instance, while graphene was first synthesized in
the United Kingdom at the University of Manchester in 2004, China
now accounts for 58 percent of global patents in graphene—with most
of its patenting activity occurring in the last seven years.*119 Univer-
sities lead graphene patenting in China while corporations hold most
graphene patents in the United States, suggesting patenting has been
driven by state interests in China.120

Unlike improvements in new materials widely used in manufac-
turing such as carbon fiber, scientific breakthroughs in materials like
graphene hold more potential to lead to rapid and disruptive changes
in technology. However, established applications hold much more mar-
ket value currently—aerospace, which depends heavily on carbon fiber,
is the United States’ largest export.!2! Moreover, the timeframe for
commercializing applications of cutting-edge materials is uncertain. As
a result, U.S. manufacturers tend to rely on materials already in mass
market use. By comparison, the Chinese government is providing sup-
port for firms to synthesize and use new materials, creating risk that
U.S. firms continue to use old technology.

U.S.-China Competition in New Materials

The most imminent threat posed to the United States by the Chi-
nese government’s policy approach in materials science is not loss of
absolute technological leadership, but loss of industries and manufac-
turing processes dependent on advances in new materials. National
economic and strategic competitiveness in new materials is often driv-
en by meeting demand from the industries that rely most heavily on
new materials and the ability of those industries to integrate basic
research discoveries into commercial application. However, it is also
dependent on a country’s manufacturing capabilities, not just within
individual companies but across supply chains that take materials
from raw ingredients to purified materials to finished parts.122 Because
many innovations in new materials are driven by adaptations in man-
ufacturing processes rather than breakthroughs in laboratory research
or design, countries with more manufacturing facilities are better posi-
tioned to commercialize advances in new materials.123

Although the United States has long held leadership in the most
technologically intensive industries that use new materials, respon-

*Graphene is single atomic layer of carbon, the element that has the strongest molecular bond.
It has two forms: “lens,” a single hlghly conductive and transparent atomic layer that has appli-
cations in electronics and optics; and “oxide,” a powder of graphene crystals that can be used as
a structural additive to strengthen other materials. U.S.-China Economic and Security Review
Commission, Hearing on Technology, Trade, and Military-Civil Fusion, written testimony of Alan
Hill, June 7, 2019, 1-2.
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sibility for funding translational R&D falls principally on U.S. cor-
porations,* which often prefer to conduct R&D in China due to its
extensive manufacturing network and cheaper access to materials
and components.124 China’s government, as well as governments of
other advanced industrialized nations, are far more active in sup-
porting R&D at this critical stage of commercialization than the
United States.125 Exact comparisons between Chinese and U.S.
translational R&D spending are difficult due to differences in sta-
tistical categories and economic structure, but there are some repre-
sentative examples.t In 2018, China’s MIIT alone spent $3.5 billion
(renminbi [RMB] 24.9 bllhon)i on applied R&D, which dwarfs the
U.S. government’s total $746 million on R&D related to industrial
production and technology for the same year.§ 126 The U.S. National
Science Foundation reported that overall U.S. corporate spending
on late stage R&D reached $277.6 billion in 2016, the latest year
available.127

Notably, Chinese firms also leverage international cooperation to
compensate for gaps in their capabilities, in particular benefiting
from partnerships with German and South Korean firms.J The risk
to U.S. competitiveness is particularly acute in emerging industries
dependent on new materials that are poised for rapid development,
like the urban air mobility market (e.g., delivery drones).128 If the
United States loses out on early stages of development, it could also
cede influence in international standards setting, and may be forced
to license technology from China or other countries.

*Translational research focuses on developing applications of basic research. In the context of
manufacturing and new materials, this typically involves developing prototypes, demonstrating
manufacturability, and identifying viable markets. Sridhar Kota and Thomas C. Mahoney, “Man-
ufacturing Prosperity: A Bold Strategy for National Wealth and Security,” Alliance for Manufac-
turing Foresight, June 2018, 2, 42.

FTBecause China’s corporate R&D statistics include state-owned enterprises, whose R&D activities
can be directed by the state, it is difficult to distinguish corporate from government R&D expendi-
ture in China. In assessing the allocation of government R&D subsidies, a 2014 Center for European
Economic Research study even found that China’s government subsidized minority state-owned firms
more than majority state-owned firms’ R&D, likely as a tactic to have greater influence over their
decision-making. Philipp Boeing, “China’s R&D Subsidies—Allocation and Effectiveness,” Center for
European Economic Research Discussion Paper 14-103, November 2014, 2, 9-10.

#Unless noted otherwise, this section uses the followmg exchange rate throughout $1 = RMB 7.06.

§ China’s Ministry of Industry and Information Technology regulates and plans industrial pol-
icy for much of China’s manufacturing sector, telecommunications, and other sectors. “Industrial
production and technology” includes R&D expenditure related to manufacturing; software pub-
lishing; computer programming, consultancy, and related activities; information service activities;
telecommunications; and engineering activities, technical testing, and analysis. Eva Benages et
al., “The 2018 PREDICT Dataset Methodology,” European Commission, 2018, 173, 175, 179.

f German partnerships range from well-established companies expanding operations in China
to startups forming strategic partnerships to access China’s consumer market. For instance, Ger-
man chemical makers BASF and Henkel announced plans in 2016 and 2017, respectively, to ex-
pand operations in Shanghai focusing on new materials used in automobile manufacturing, while
German fiber startup Compositence GmbH launched a partnership with Chinese fiber startup
GON Technology, based in the eastern port city of Qingdao, in 2017. South Korean firms have
similarly launched facilities in China in exchange for market access, such as LG Chem’s partner-
ship with Geely in electric vehicle batteries. Nonetheless, both German and South Korea firms
have expressed concerns about technology transfer to China. For instance, in 2018 a South Ko-
rean Court indicted nine Chinese individuals associated with Samsung’s Chinese supplier Toptec
Co., Ltd for leaking bendable display technology developed by Samsung. The stolen technology
included a spec1al lamination technique that took Samsung six years and $13.4 million to devel-
op. Reuters, “South Korea’s LG Chem to Team up with China’s Geely on EV Batteries,” June 12,
2019; Reuters, “South Korea Indicts Group for Leaking Samsung Display Tech to Chinese Firm,”
November 29, 2018; Li Dandan, “This Chinese Professor Filled the Domestic Carbon Fiber Gaps
for [Military Helicopter Models] Z-10 and A-19 (XA B AN T4 [ 2 LA T i B 10 B
19),” Aviation Manufacturing Technology, July 11, 2018. Translation; Jean-Francois Tremblay,
“For Chemical Makers, R&D in China Makes Sense Chemical and Engmeermg News, February
19, 2018; Composites World “Chinese Firm Invests in Advanced Preforming Technology, August
28, 2017.
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The United States is vulnerable from lack of alternate sources for
minerals and other naturally occurring materials that could become
vital to synthesizing important new materials. In 2017, President
Donald Trump issued an Executive Order requiring the Department
of the Interior, in coordination with several other executive agen-
cies, to establish a strategy for reducing U.S. reliance on critical
minerals, as well as improving domestic exploration and licensing
and accessing materials through alternative sources, such as recy-
cling.129 In implementing the Executive Order, the Department of
the Interior’s June 2019 assessment found the United States relies
on imports for more than 50 percent of supply for 31 of 35 miner-
als critical to U.S. manufacturing.13% According to U.S. Geological
Survey data, China accounted for more than half of global produc-
tion for 13 of these minerals in 2017.%¥131 Currently, North Ameri-
ca produces less than 5 percent of the world’s graphite and China
produces 70 percent; exfoliating graphite is the primary method of
synthesizing graphene.132 If graphene becomes essential in any of
the many potential applications currently being developed, such as
quantum computing chips, China may be positioned to develop com-
ponents much less expensively than the United States.133

U.S. Mineral Dependency and Supply Chain Control

China dominates global supply of numerous critical minerals and
metals used in energy storage and other advanced technologies,
creating supply risks for materials, components, and end products
sourced from China. The Chinese government’s approach to estab-
lishing dominance in global supply chains has been systematic, re-
quiring coordination between industrial policy, domestic geological
exploration, and commercial engagement in resource-rich developing
countries, all supported by substantial state funding.

Chinese firms have built up economies of scale in extracting,
separating, and processing critical materials, steadily increasing
market share at the expense of other producers. In their natural
form, many critical materials are mixed with other ores and min-
erals, some of which are radioactive, like thorium. Isolating these
materials can be a highly polluting process that requires expen-
sive technology to safely contain toxic byproducts, but China has
enabled its domestic processing industry to undercut established
international competitors by ignoring environmental costs and
labor standards.134 Chinese mining companies have also secured
access to critical materials outside of China’s borders, such as
cobalt and lithium.135 This ready supply of processed materials
makes China a global price setter, and grants Chinese compo-
nents manufacturers—the midstream segment of the supply
chain—cheap and abundant access to these materials.136

*These 13 minerals are: aluminum, for which China produced 54 percent of the global total
in 2017; antimony (72 percent); arsenic (69 percent); bismuth (80 percent of refinery produc-
tion, rather than mine production); fluorspar (62 percent); gallium (94 percent); germanium (56
percent, excluding U.S. production); graphite (70 percent); magnesium metal (89 percent); rare
earths (80 percent); tellurium (62 percent); tungsten (82 percent); and vanadium (56 percent). U.S.
Department of the Interior and U.S. Geological Survey, Mineral Commodity Summaries 2019,
February 2019, 21, 23, 25, 35, 61, 63, 69, 73, 103, 133, 167, 179, 181. Richard Silberglitt et al.,
“Critical Materials: Present Danger to U.S. Manufacturing,” RAND Corporation, 2013, xii, 3.
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Military-Civil Fusion and New and Advanced Materials

Efforts to leverage advances in Chinese commercial materials
production toward military applications have a decades-long history
and focus especially on catching up in materials used in aviation.
For example, in implementing the 863 Plan, Chinese firms had for
years struggled to produce high-grade carbon fibers used in military
applications because of their lightness and strength. In 2005, an
863 Plan review committee approved Chinese fishing tackle maker
Weihai Guangwei to develop carbon fiber for the military; today it
is one of the PLA’s largest suppliers of high-grade carbon fiber, and
is credited with ending China’s dependence on foreign sources.137

At the same time as China’s military is closing the gap for
high-performance materials used in aviation, it is also investing in
emerging applications of new materials that may give its weapons
systems an advantage over the United States. China has reported-
ly succeeded in using metamaterials to reduce the detectability of
its military aircraft by radar.138 Furthermore, China’s patenting in
metamaterials is highly concentrated in areas with dual-use poten-
tial, like antennae, suggesting a research focus on potential mili-
tary advances. 41 percent of Chinese metamaterials patents through
2017 are in antennae versus 19 percent for the United States.139

Energy Storage

China has pursued advances in harnessing and storing renew-
able energy sources (e.g., hydropower, solar, and wind energy), as
well as development of nuclear power to reduce its dependence of
fossil fuels (both for environmental and strategic reasons) and to
build capacity in clean energy technology.14? Environmental objec-
tives were initially secondary to these goals, and economic planners
encouraged the development of “green technology” as part of Chi-
na’s overall industrial growth—China’s solar technology was devel-
oped almost purely for export, rather than domestic use.14! Through
heavy subsidization and both licit and illicit technology transfers,
China emerged as a testbed for applying innovations in renewables
technology.142 It has established itself as a leading exporter in solar
panels and wind energy, displacing market incumbents like Danish
turbine manufacturer Vestas and General Electric.143 China’s con-
cept of green technology extends to all non-fossil fuel sources, and
the acquisition of foreign technologies and push to increase installed
capacity of clean energy also helped it develop a strong domestic
supply chain in nuclear reactor components.144

Though Chinese firms succeeded in becoming globally dominant
in wind and solar, industrial policies emphasizing top-down pursuit
of quantitative targets led to substantial wasted investment and
created overcapacity.14? Part of China’s success is owed to dumping
this excess capacity on world markets, which drove down prices to
the point that higher quality and more innovative products devel-
oped by U.S. firms were no longer competitive.146 An investigation
concluded in December 2014 by the U.S. Department of Commerce
found that Chinese solar panels and panel components exported to
the United States sold at between 21 and 62 percent below fair
market price.l*” Though the United State imposed antidumping
and countervailing duties in response, a 2018 follow up Section 201
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Investigation by the Office of the U.S. Trade Representative found
Chinese manufacturers evaded duties by locating production in oth-
er countries, prompting a 60 percent drop in price and 500 percent
surge in imports that effectively rendered domestic U.S. production
nonviable by 2017.148 Currently, China is repeating many of the
same industrial policies in growing its lithium-ion battery produc-
tion capacity to serve its ambitions to become the leading new ener-
gy vehicle manufacturer.149

China’s Policy Objectives and Current Capabilities in Energy
Storage

China’s production capabilities in lithium-ion batteries grew out
of the government’s concerted effort to dominate new energy vehi-
cle production, as China has yet to indigenously develop internal
combustion autos that compete with foreign producers.150 After new
energy vehicles were selected as one of seven Strategic Emerging
Industries by state planners in 2010, China’s provincial and local
governments quickly built up local battery production. However,
without consistent standards for batteries and charging stations,
this resulted in overcapacity and a fragmented national market.151
This accelerated investment in production capacity occurred with
comparatively little investment in technology, locking factories into
producing current lithium-ion technology, even if alternative forms
prove more viable. Nonetheless, the market impact is clear: Chi-
na increased global lithium-ion battery exports from $4.8 billion in
2013 to $8.0 billion in 2017.152

Since 2016, the Chinese government has focused on consolidat-
ing the industry, implementing consistent standards across provinc-
es and building a handful of national champions, including Shen-
zhen-based BYD, the world’s largest manufacturer of cellphone
batteries, and Contemporary Amperex Technology Co., Ltd., now the
world’s largest manufacturer of lithium-ion batteries.153 In 2018,
China accounted for 61 percent of global lithium-ion battery pro-
duction capacity, according to the Paulson Institute.l5¢ The United
States accounted for less than 10 percent, almost all of which was
attributable to Tesla’s Gigafactory* in Nevada.l55

Bloomberg Energy estimates China’s total planned production of
batteries would grow from 86.8 to 217.2 gigawatt hours (GWh) an-
nually.156 The national champions’ plans focus on expansion of mega
factories comparable to the Gigafactory, which would introduce scale
economies that bring down the price per unit.157

U.S.-China Competition in Energy Storage

The United States has lost many of its major battery manufactur-
ers, including several to Chinese acquisitions.f Since 2015, the Unit-

*Tesla claims its factory is the world’s largest, currently producing 20 GWh per annum, with
plans to expand to 35. Kirsten Korosec, “Tesla, Panasonic Modify Expansion Plans for Gigafacto-
ry,” TechCrunch, April 11, 2019; Damien Ma and Neil Thomas, “China Is Building the Batteries
of the Future,” Foreign Policy, April 2, 2019.

TProminent examples include Massachusetts Institute of Technology spinoff A123 Systems and
Aquion Technologies, both of which were acquired for low valuations after declaring bankrupt-
cy. Chinese car parts maker Wanxiang Group acquired A123 Systems’ automotive-battery unit,
which accounted for the vast majority of the company, in 2012 for $256.6 million, only three years
after the firm received a $249 million grant from the Department of Energy. In 2017 a subsidiary
of China Titans Energy Technology Group acquired long duration energy storage firm Aquion for
$9.2 million, a small fraction of the $190 million it had raised in VC funding. Christian Roselund,
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ed States has sourced around 50 percent of imported lithium-ion
batteries from China.l58 In 2018, the United States imported $1.5
billion worth of lithium-ion batteries from China, accounting for 47
percent of total imports, and 36 percent more than the $1.1 billion it
produced domestically.?5® Imports from China also total more than
imports from the United States’ next biggest suppliers, Japan ($520
million) and South Korea ($744 million), combined.160 Moreover,
while Panasonic and LG Chem are still major players in recharge-
able battery production, China’s planned mega factories may lift
it ahead of competitors, further increasingly global dependency on
China.161 Batteries are heavy and expensive to ship, so China will
likely use its strong market position to establish or acquire produc-
tion facilities close to automakers in other countries.162

In addition to accounting for 61 percent of global production, Chi-
na also has substantial control of the supply chains for materials
used in lithium-ion battery production. Upstream, it produces 77
percent of refined cobalt globally, a 10 percent increase in market
share from 2012, and it produced 70 percent of the world’s graphite
in 2018.163 Midstream, China accounts for a significant portion of
the four main components used in assembling batteries: 45 percent
of separators, 66 percent of anodes, 39 percent of cathodes, and 64
percent of electrolytes.164

Military-Civil Fusion and Energy Storage

China’s expanded capacity in new energy vehicle batteries will
likely have spillover benefits in other applications that require
lightweight batteries and batteries with increased storage ca-
pacity. Both these features could change military dynamics by
increasing China’s ability to project force without refueling.165
Currently, China is reportedly developing lithium-ion batteries to
power air-independent propulsion submarines, which can last un-
derwater much longer than conventional diesel-powered subma-
rines.166 Advanced batteries can also be used to power unmanned
aerial vehicles (UAVs) with strike capabilities or reconnaissance
drones.167

Aside from converting civilian capabilities to military use and
vice-versa, military-civil fusion aims to strengthen the economic
health of China’s defense sector. Battery and fuel cell manufacturer
China Shipbuilding Industry Group Power Co. is a textbook exam-
ple: the Mao-era company was established to supply the PLA Navy
and, after a series of state-directed mergers, it derives 20 percent of
its revenue from defense sales, 20 percent from commercial marine
products, and another 60 percent from other civilian products, such
as supplying Mercedes, Audi, and BMW’s conventional automobiles
with batteries in the Chinese market.168 The restructured state-
owned enterprise is being showcased as an example of revitalizing
China’s defense industrial base through economic reforms.162 At the
same time, China Shipbuilding Industry Group Power Co. continues
to pursue dual-use markets, such as nuclear marine propulsion and
fuel cells.170

“China Titans Swoops up Aquion for $9.2 Million,” PV Magazine, July 26, 2017; Patrick Fitzger-
ald, “Chinese Firm Wins Auction for U.S.-Backed Battery Maker,” Wall Street Journal, December
9, 2012; A123, “Our Story, Leadership, and Locations — Overview.”
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Civil Nuclear Power

In addition to transport and digital infrastructure projects, China
has used BRI to build future export markets for its nuclear reactors
and raise its international profile. At present, China has only export-
ed its indigenously developed Hualong One reactor to Pakistan and
is negotiating construction of a reactor in Argentina.l”! However, it
has signed agreements to establish future cooperation with several
sub-Saharan African countries, including Kenya, Sudan, and Ugan-
da.172 These agreements either explicitly involve China exporting
its Hualong One reactor, or lay the groundwork for China to become
a major exporter of components and services like waste disposal and
personnel training.173 China General Nuclear Power Group (CGN)
has also submitted a proposal to build a small plant in Namibia,
where it also owns and operates the world’s second-largest uranium
mine.174 China has also formed partnerships with advanced econo-
mies to gain know-how and increase its credibility as an exporter,
most notably CGN partnering with Electricité de France to finance
the Hinkley C Reactor in the UK.*175

Influence in Fourth Generation of Reactors

Chinese nuclear companies are also keen to gain a foothold in the
fourth generation of nuclear reactors, and have sought out partner-
ships to develop advanced reactors and gain influence in interna-
tional steering bodies.17¢ Seattle-based reactor designer TerraPower
was developing an advanced reactor with China National Nuclear
Corporation, but shelved the project in response to October 2018
regulations from the U.S. Department of Energy on nuclear technol-
ogy transfers to China. China National Nuclear Corporation is also
developing two advanced reactors with CANDU, a subsidiary of the
Canadian engineering firm SNC-Lavalin.177

A latecomer to the Generation-IV International Forum, an inter-
national body working to identify six types of reactors for the next
generation of nuclear technology, China is trying to increase its in-
fluence through investing heavily in domestic trials of the reactors
under consideration.l”® Lower demonstration costs from Chinese
nuclear power firms’ readiness to fund R&D and China’s robust do-
mestic supply chain for reactor components make it an attractive
destination to test new reactor designs.179

U.S.-China Competition in Nuclear Power

Historically, the United States was a leading exporter of nuclear
power technologies and exercised a dominant role in setting glob-
al nuclear governance norms through its own Nuclear Regulatory

*The planned reactor at Hinkley Point C has been met with fierce pushback from within the
UK due to high costs, questions over safety, and concerns about a Chinese company owning a 33
percent stake in critical infrastructure, as well as alarm over GCN’s 2016 espionage indictment
for attempting to steal U.S. nuclear technology. The U.S. Department of Commerce added CGN
to the Entity List in August 2019, and the Department of Energy introduced a presumption of
denial for exports to CGN in October 2018, citing concerns that civilian technology was being di-
verted to military use. Christian Shepherd, “US Blacklists Chinese Nuclear Company Over Theft
of Military Tech,” Financial Times, August 15, 2019; Holly Watt, “Hinkley Point: the ‘Dreadful
Deal’ Behind the World’s Most Expensive Power Plant,” Guardian, December 21, 2017.

FThe third generation of nuclear power included Westinghouse’s AP-1000. The internation-
al body overseeing the third generation, the Multinational Design Evaluation Program, was
launched by the U.S. Nuclear Regulatory Agency and France’s Nuclear Safety Authority. World
Nuclear Association, “Generation IV Nuclear Reactors,” April 2019.
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Commission and multilateral bodies like the International Atomic
Energy Agency.180 While the United States retains leadership in
advanced reactor design, the decline of the United States’ reactor
components production and lack of domestic demand make it likely
that advanced reactor demonstration will occur in other markets.181
Between decreased exports and low domestic appetite for R&D of
advanced reactors, the United States is in danger of losing techno-
logical leadership and its influence in international rule setting for
nuclear safety and security.182 Additionally, because of the high costs
of installation and long lifecycle of reactors, if the United States
does not participate in the next wave of global reactor installation,
it will likely be cut off from reentering lost markets for decades.183

Implications for the United States

U.S. technological leadership and the U.S. approach to innovation
are under threat in areas that will likely underpin the next gen-
eration of technology advancement. At present, the United States
retains leadership at the beginning and end of the supply chain for
many advanced technologies, which tend to capture the most val-
ue.* It produces a substantial portion of foundational research that
precipitates technological breakthroughs, and develops many of the
most innovative components to advance niche applications, which
often set the direction for and trickle down into mass market use.
Despite these advantages, U.S. economic competitiveness and na-
tional security are at risk from China’s far more aggressive efforts
to translate basic research to commercial application, systematic ap-
proach to controlling supply chains, attempts to influence interna-
tional standards setting, and other technology acquisition strategies.

Loss of U.S. production to China limits gains from innovation in
manufacturing processes, while China’s dominance of global supply
chains for critical materials and components creates further risks
to U.S. economic and national security.l®¢ Cheaper access to raw
materials and components compounds market distortions from Chi-
nese industrial overcapacity that undermine returns on innovation,
deterring U.S. firms from developing more advanced technologies. In
seeking to build an economic order that benefits Chinese firms, the
Chinese government is also promoting its own version of standards
and using commercial diplomacy to further its influence in interna-
tional governance. The confluence of these threats is most acute in
emerging technologies like Al, for which the Chinese government is
pursuing a systematic plan to achieve economic and military supe-
riority.

Valley of Death

While the U.S. government funds some basic research and offers
incentives like the R&D tax credit to spur innovation, the Chinese
government uses prescriptive and interventionist methods to build
supply, generate demand, and guarantee a market for nascent in-

*The founder of Taiwan electronics maker Acer, Stan Shih described the profitability of each
step of a global value chain as forming a smlhng curve,” " because upstream activities like R&D
and downstream activities like marketing and aftersales service have the most value added,
while manufacturing, in the middle, has the least value added. United Nations Conference on
Trade and Development “Tracing the Value Added in Global Value Chains: Product-Level Case
Studies in China,” 2015, 2.
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dustries. China’s approach helps new technologies overcome obsta-
cles to commercialization, often referred to as “the valley of death.”*
For instance, China jump-started its new energy vehicle industry
through heavy purchase subsidies offered only for domestic vehicles,
top-down industry consolidation, and building out urban charging
infrastructure.

Coupled with China’s extensive domestic supply chains for com-
ponents, similar policies lower the costs of innovation, incentivizing
firms to prototype and demonstrate new technologies, like advanced
nuclear reactors, in China. Due to this supportive policy environ-
ment, China is positioned to be a primary destination for research
collaboration and to leverage its strong manufacturing capabilities
to gain access to new markets. As China moves into new subdomains
of Al such as AVs, it may be able to catch up to the United States
or more successfully commercialize an inferior technology, due to
its ability to prototype cheaply and rapidly and its willingness to
provide policy support for emerging industries.

Spillover from advances in other technologies can present further
risk to the United States. For example, China’s existing advantages
in commercial drone manufacturing will improve as Chinese bat-
tery manufacturers develop cheaper, lighter, and longer-lasting lith-
ium-ion batteries. This positions China to dominate in production of
UAVs for industrial and service applications like fertilizing drones
or delivering drones, even if the United States has more sophisticat-
ed Al to drive UAVs.

Home Alone Effect

Once the critical parts of the U.S. manufacturing ecosystem move
overseas, it is difficult to maintain leadership at the high end of the
value chain because the United States will no longer benefit from
innovation that happens on the shop floor. For instance, most of the
advances enabling China to become a leader in lithium-ion battery
production are improvements in the manufacturing process, rather
than advances in the underlying technology. In fact, the foundations
of China’s lithium-ion battery industry stem partially from acquisi-
tions of U.S. companies that struggled to maintain profitability in
the United States.

China’s efforts to localize supply chains deepen this trend. For
example, ChemChina’s acquisition of German machine tooling firm
KraussMaffei will help China improve its engineering of compos-
ite materials and reduce dependence on foreign providers. Loss of
leadership in commercializing materials research would leave major
U.S. export industries like aerospace and automotive especially vul-
nerable to competition, both from the loss of a key export market in
China and with Chinese firms in third country markets.

*The “valley of death” refers to the period when basic research has established the potential
viability of a new technology, but lack of funding to take the technology from the laboratory to
early stages of commercialization prevents further development of that technology. Timothy M.
Persons et al., Nanomanufacturmg Emergence and Implications for U.S. Competitiveness, the
Environment, "and Human Health,” U.S. Government Accountability Office, GAO-14-181SP, Jan-
uary 2014, 25-27.
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China’s Growing Influence in International Standards Setting

Influencing global standards-setting bodies in favor of Chinese
firms and priorities is a key part of China’s technonationalist strat-
egy. The 2018 revision of China’s Standardization Law includes pro-
visions aiming to strengthen the role of Chinese standards in in-
ternational bodies and promote Chinese standards through BRI.185
Establishing influence in the global standards-making process is
central to China’s plans to become a world leader in AIl. Similarly,
China’s nuclear power development focuses on hosting prototypes
for the next generation of reactors and positioning itself to become
a leading exporter, both of which would allow it increased say in
multilateral governance organizations. Chinese institutions are also
expanding their participation in international standards-making
bodies like the Institute of Electrical and Electronics Engineers and
International Standards Organization, and may wield their influ-
ence to develop standards that favor Chinese technologies founda-
tional to developing Al subdomains.186

China’s government has been especially active in international
standards setting for technologies that will support application of
Al, such as the Internet of Things and 5G, aggressively seeking to
place Chinese nationals or companies in leadership positions with-
in the International Telecommunication Union and other bodies fo-
cused on connected technologies and coordinating between firms to
ensure their participation in international processes is unified.187
These efforts could undermine the United States’ ability to set in-
ternational norms for the application of sensitive technologies and
control their proliferation. In conjunction with commercial diploma-
cy aimed at fostering export markets and science and technology
collaboration through BRI, Chinese standards-making bodies could
wield expanded international influence to promote alternative tech-
nology standards that exclude U.S. firms.

Strategic Threat from Military-Civil Fusion

China’s military-civil fusion effort to make the military and ci-
vilian sectors mutually supportive poses a range of threats to U.S.
national security and economic competitiveness. Increased collabo-
ration between China’s military and civilian sectors and the PLA’s
adoption of next-generation systems stand in contrast to the United
States’ dependence on legacy platforms and weapons.188 As com-
mercial, rather than military, applications increasingly define the
technological frontier, the United States is at risk that advances in
Al, new materials, and new energy provide absolute or asymmetric
advantages in warfare. Although China’s current capabilities do not
appear to indicate any immediate substantial threat, the intent of
China’s industrial policy and military strategy is clear.

China’s broad-based efforts to harness civilian technology for mili-
tary use have focused especially on AVs, including unmanned vessels
and drones. For example, Chinese firms and research institutions
have achieved some drone swarm capabilities that surpass the Unit-
ed States.* Militarized application of commercial Al developments

*Drones swarms use Al to provide an asymmetric advantage against high-value targets like
aircraft carriers or submarines, as drones are cheap to produce and maintain, and have high
survivability in swarms. Chinese aerospace research firm China Electric Technology Corporation
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could also enable greater autonomy in other advanced weapons sys-
tems, such as hypersonic glide missiles, and allow the PLA to deploy
intelligent logistics and virtual reality combat simulations.18° Facial
recognition, voice recognition, and other biometric data analysis are
key enabling technologies within China’s surveillance state, and in
the future the PLA may leverage big data and Al to enhance propa-
ganda and psychological operations.190

On a national scale, the sheer breadth of China’s technology
demonstration platforms and local initiatives under the umbrella
of military-civil fusion allows the PLA to identify which civilian en-
terprises or research institutes have produced the most promising
technologies for militarization. The extensive and opaque network of
connections between civilian entities and China’ military sharply in-
creases the risk that U.S. universities and corporations become part-
ners in military-civil fusion, as research and collaboration ostensibly
conducted by the civilian sector can be made freely deployable by
China’s military.191 The decades-long pattern of Chinese research
partnerships, acquisitions, and economic espionage focused on sen-
sitive technologies makes clear that obtaining scientific knowledge
to close gaps in military capabilities is an unwavering priority, and
the influence of military institutions extends far into China’s civil-
ian sector.

also holds the record for largest fixed-wing aerial drone swarm, at 119. Unmanned vessel man-
ufacturer Yunzhou Tech has reportedly tested underwater “shark swarms.” U.S.-China Economic
and Security Review Commission, Hearing on Technology, Trade, and Military-Civil Fusion, writ-
ten testimony of Elsa Kania, June 7, 2019, 25; Elsa Kania, “Swarms at War: Chinese Advances in
Swarm Intelligence,” China Brief 17: 9, July 6, 2017.
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SECTION 3: GROWING U.S. RELIANCE ON
CHINA’S BIOTECH AND PHARMACEUTICAL
PRODUCTS

Key Findings

China is the world’s largest producer of active pharmaceuti-
cal ingredients (APIs). The United States is heavily dependent
on drugs that are either sourced from China or include APIs
sourced from China. This is especially true for generic drugs,
which comprise most prescriptions filled in the United States.
Drug companies are not required to list the API country of or-
igin on their product labels; therefore, U.S. consumers may be
unknowingly accepting risks associated with drugs originating
from China.

The Chinese government has designated biotechnology as a pri-
ority industry as a part of its 13th Five-Year Plan and the Made
in China 2025 initiative. The development of China’s pharma-
ceutical industry follows a pattern seen in some of its other
industries, such as chemicals and telecommunications, where
state support promotes domestic companies at the expense of
foreign competitors.

China’s pharmaceutical industry is not effectively regulated by
the Chinese government. China’s regulatory apparatus is inad-
equately resourced to oversee thousands of Chinese drug manu-
facturers, even if Beijing made such oversight a greater priority.
This has resulted in significant drug safety scandals.

The U.S. Food and Drug Administration (FDA) struggles to
guarantee the safety of drugs imported from China because of
the small number of FDA inspectors in country, the large num-
ber of producers, the limited cooperation from Beijing, and the
fraudulent tactics of many Chinese manufacturers. Because of
U.S. dependency on China as a source of many critical drugs,
banning certain imports due to contamination risks creating
drug shortages in the United States.

As a result of U.S. dependence on Chinese supply and the lack
of effective health and safety regulation of Chinese producers,
the American public, including its armed forces, are at risk of
exposure to contaminated and dangerous medicines. Should
Beijing opt to use U.S. dependence on China as an economic
weapon and cut supplies of critical drugs, it would have a seri-
ous effect on the health of U.S. consumers.

Lack of data integrity in China presents challenges for U.S.
and Chinese health regulators. In 2016, the China Food and
Drug Administration investigated 1,622 drug clinical trial pro-
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grams and canceled 80 percent of these drug applications after
it found evidence of fraudulent data reporting and submissions
of incomplete data, among other problems.

e China places great emphasis on genomic and other health-re-
lated data to enhance its biotech industry. Domestically, China
established national and regional centers focused on big data in
health and medicine. Investment and collaborations in the U.S.
biotech sector give Chinese companies access to large volumes
of U.S. medical and genomic data, but U.S. companies do not get
reciprocal access.

e Foreign firms continue to face obstacles in China’s health mar-
ket. These obstacles include drug regulatory approval delays,
drug pricing limitations, reimbursement controls, and intel-
lectual property (IP) theft. U.S. companies must also compete
with Chinese drug companies that introduce generic products or
counterfeit drugs to the Chinese market shortly after a foreign
patented drug is introduced.

e China is the largest source of fentanyl, a powerful synthetic opi-
oid, in the United States. Although the Chinese government made
multiple commitments to curtail the flow of illicit fentanyl to the
United States, it has failed to carry out those commitments.

Recommendations
The Commission recommends:

e Congress hold hearings assessing the productive capacity of the
U.S. pharmaceutical industry, U.S. dependence on Chinese phar-
maceuticals and active pharmaceutical ingredients (APIs), and
the ability of the U.S. Food and Drug Administration (FDA) to
guarantee the safety of such imports from China, with a view
toward enacting legislation that would:

o Require the FDA to compile a list of all brand name and ge-
neric drugs and corresponding APIs that: (1) are not produced
in the United States; (2) are deemed critical to the health and
safety of U.S. consumers; and (3) are exclusively produced—or
utilize APIs and ingredients produced—in China.

o Require Medicare, Medicaid, the U.S. Department of Veterans
Affairs, the U.S. Department of Defense, and other federally
funded health systems to purchase their pharmaceuticals only
from U.S. production facilities or from facilities that have been
certified by the FDA to be in compliance with U.S. health and
safety standards and that actively monitor, test, and assure
the quality of the APIs and other components used in their
drugs, unless the FDA finds the specific drug is unavailable
in sufficient quantities from other sources.

o Require the FDA, within six months, to investigate and certi-
fy to Congress whether the Chinese pharmaceutical industry
is being regulated for safety, either by Chinese authorities or
the FDA, to substantially the same degree as U.S. drug man-
ufacturers and, if the FDA cannot so certify, forward to Con-
gress a plan for protecting the American people from unsafe
or contaminated drugs manufactured in China.
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e Congress direct the U.S. Government Accountability Office to
update its 2016 report, Drug Safety: FDA Has Improved Its For-
eign Drug Inspection Program, but Needs to Assess the Effec-
tiveness and Staffing of Its Foreign Offices. The updated report
should focus on the U.S. Food and Drug Administration’s ability
to conduct inspections of Chinese drug manufacturing facilities.

¢ Congress consider legislation requiring generic drug manufac-
turers that sell medicines to the U.S. Department of Defense
and U.S. Department of Veteran Affairs to disclose which essen-
tial drugs are at risk of shortage or supply disruption because
the relevant products, active pharmaceutical ingredients, chem-
ical intermediates, and raw materials contained in them are
sourced from China.

e Congress enact legislation requiring drug companies to list active
pharmaceutical ingredients and their countries of origin on labels
of imported and domestically produced finished drug products.

e Congress enact legislation creating a risk-based system making
importers of active pharmaceutical ingredients (APIs) and fin-
ished products liable for any health risks incurred by consumers
in the event the product is proven unsafe due to contamination,
mislabeling, or other defects. Special attention should be paid to
finished drug products imported from China or containing APIs
sourced from China.

Introduction

China is a global source of critical generic drugs and pharmaceu-
tical ingredients, as well as health-related products like dietary sup-
plements, biotechnology products, and medical devices. It is also the
main source of APIs globally. Even India—the world’s leading sup-
plier of generic drugs—relies on China for 80 percent of its APIs.1
The United States sources 80 percent of its APIs from overseas,2
and a substantial portion of U.S. generic drug imports come either
directly from China or from third countries like India that use APIs
sourced from China.3 Drug companies are not required to list the
API country of origin on their product labels; therefore, U.S. con-
sumers may be unknowingly accepting risks associated with drugs
originating from China.

China’s government has invested significant resources into the
development of biotechnology products and genomics research, but
has not allocated the same resources toward developing necessary
regulatory oversight. As a part of this effort, the Chinese govern-
ment and affiliated companies and institutions have used licit and
illicit means to accumulate personal and medical data on millions of
U.S. persons in the process. China’s government also encourages in-
vestments—including mergers and acquisitions, as well as venture
capital (VC) investments—in U.S. biotech and health firms, leading
to technology transfer that has enabled the rapid development of
China’s domestic industry.

U.S. health and biotech firms in China, meanwhile, continue to
face regulatory and other market barriers that limit their ability
to compete with Chinese firms. The Chinese government has taken
steps in recent years to streamline regulatory procedures and allow
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foreign medical products to enter the market more quickly. However,
concerns remain over China’s commitment to protecting IP rights
and its continued favoritism of domestic providers of health prod-
ucts.

This section explores China’s role in global health industries and
the risks and opportunities posed for U.S. public health and national
security. It also examines the activities of Chinese health and biotech
firms in the United States and the ability of U.S. health and biotech
firms to operate in China. Finally, the section discusses U.S.-China
global health cooperation and analyzes remaining challenges in the
relationship that have the potential to impede further cooperation.
The section draws from the Commission’s hearing on “Exploring the
Growing U.S. Reliance on China’s Biotech and Pharmaceutical Prod-
ucts,” consultations with global health, pharmaceutical, and biotech
industry experts, and open source research and analysis.

Definition of Key Terms

This section uses several key terms in the pharmaceutical pro-
duction process. Pharmaceutical products can generally be broken
down into:

e APIs: The FDA defines an active ingredient as “any compo-
nent that provides pharmacological activity or other direct
effect in the diagnosis, cure, mitigation, treatment, or preven-
tion of disease, or to affect the structure or any function of
the body of man or animals.”4

e Finished dosage forms: Finished dosage forms (FDF) are
pills, capsules, and other finished products ready for sale and
use. Finished dosage drug facilities produce drugs in their
finished forms (e.g., tablets or capsules). The finished dosage
of a drug usually contains some kind of API and inactive
ingredients. Finished dosage forms can be brand name or ge-
neric drugs.

¢ Biologics: Biologics (also referred to as biological drugs or bio-
pharmaceuticals) are products created using living organisms
and can range from vaccines and tissues used in transplants
to cell and gene therapies. Biologics are produced using bio-
technology.

e Biosimilars: According to the FDA, biosimilars are biological
products that are “highly similar to and have no clinically
meaningful differences from” a biologic that has already been
approved by health regulators.5

U.S. Reliance on Chinese Pharmaceutical and Medical Prod-
ucts

China’s share of U.S.-bound exports of biotech products, medical
equipment and supplies, and pharmaceuticals has been on a steady
increase (see Figure 1). In 2018, U.S. imports of Chinese biotech
products were $266 million, up from $194 million in 2017.6 U.S. im-
ports of Chinese medical equipment have also increased significant-
ly over the past decade. In 2018, for example, they increased to $5.9
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billion, up 78 percent since 2010.7 U.S. imports of pharmaceuticals
directly from China increased to $3.1 billion in 2018, up 17 percent
year-on-year, and 76 percent since 2010.8

Figure 1: U.S. Imports of Health Products from China, 2010-2018
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Source: U.S. Census Bureau, USA Trade Online, June 17, 2019. ht¢tps://usatrade.census.
gov/data/Perspective60/View/dispview.aspx; U.S. Census Bureau, U.S. Trade with China in
Advanced Technology Products, December 2018. https://census.gov/foreign-trade/statistics/
product/atp/2018/12/ctryatp/atp5700.htm.

According to the FDA, in fiscal year 2018, 13.4 percent of all U.S.
drug imports, by import line,* originated directly from China.7 This
makes China the second-largest exporter of drugs and biologics to
the United States behind Canada.i However, the FDA acknowledges
these figures understate U.S. dependence on Chinese pharmaceu-
ticals because China is also the primary supplier of APIs for pro-
ducers located in other countries.® Given China’s dominance of the
global market for APIs, it is highly likely that most generic drugs
imported into the United States contain active ingredients sourced
from China.

China as a Global Source of Generic Drugs and APIs

China’s pharmaceutical industry consists of more than 4,000
drug manufacturers, which in 2017 recorded revenues of $127.8 bil-

*Import lines are products listed as separate items on entry documentation that an importer
submits to U.S. Customs and Border Protection. U.S. Customs and Border Protection transmits
this information to the FDA for those products that are FDA regulated. Federal Register, Submis-
sion of Food and Drug Administration Import Data in the Automated Commercial Environment,
July 1, 2016. hitps://www.federalregister.gov/documents/2016/07/01/2016-15684/submission-of-
food-and-drug-administration-import-data-in-the-automated-commercial-environment.

TAccording to the FDA, approximately 83 percent of drug imports from China are FDF drugs,
7.5 percent are APIs sourced directly from China, and 10 percent are animal drugs and medicated
animal feed. See U.S.-China Economic and Security Review Commission, Hearing on Exploring
the Growing U.S. Reliance on China’s Biotech and Pharmaceutical Products, written testimony of
Mark Abdoo, July 31, 2019, 1.

#1In fiscal year 2018, 19.4 percent of all imported drugs to the United States, by import line,
came from Canada. U.S. Food and Drug Administration, interview with Commission staff, October
3, 2019.
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lion.19 Its national pharmaceutical market is the second-largest in
the world by domestic health expenditures (behind only the United
States), and is expected to expand to $145-$175 billion by 2022.11
Unlike the United States, which produces costly, high-value com-
pounds, China’s pharmaceutical industry primarily produces inex-
pensive generic drugs and pharmaceutical ingredients.12

Government subsidies, a robust chemical industry, IP theft, lax
environmental protections, and regulations favoring domestic com-
panies contributed to China’s emergence as the world’s largest pro-
ducer of APIs. In 2008, the Chinese government designated pharma-
ceutical production as a “high-value-added industry” and bolstered
the industry through subsidies and export tax rebates to encourage
pharmaceutical companies to export their products.13 In 2017, Chi-
na earmarked approximately $13.2 billion for pharmaceutical re-
search and development (R&D), and its investment in this area is
expected to reach $29.2 billion by 2021.14

China’s drug industry is built on the foundations of its robust
chemical industry—which accounts for 40 percent of global chemi-
cal industry revenue—the world’s largest.1®> China’s chemical com-
panies have the capacity to produce a range of products, from fertil-
izer to drug ingredients, with relatively little regulatory oversight.16
Lack of robust environmental and labor protections, coupled with
poor enforcement of IP laws, have also fueled the growth of China’s
pharmaceutical industry.1?

With the growth of China’s chemical industry and its subsequent
dominance in API manufacturing, the world is becoming increas-
ingly dependent on China as the single source for life-saving drugs.
The U.S. generic drug industry can no longer produce certain critical
medicines such as penicillin and doxycycline, and the APIs needed
to make these antibiotics are sourced from China.18 The vastness of
the global medicine supply chain and the lack of sourcing transpar-
ency for key drug ingredients can obscure early indicators of supply
chain problems.?

Rosemary Gibson, senior advisor at the Hastings Center and au-
thor of China RX, noted in her testimony before the Commission
that the United States is losing its ability to produce generic drugs
because Chinese drug companies dumped low-price products into
the global market, which in turn pushed U.S., European, and Indi-
an producers out of the generic drug manufacturing business.2%Ac-
cording to Ms. Gibson, China is seeking to disrupt, dominate, and
displace U.S. pharmaceutical and other medical companies, and in
doing so limit the United States’ ability to produce its own medi-
cines, including critical antibiotics such as penicillin and even ge-
neric aspirin.2! She believes the United States could see its generic
drug industry made uncompetitive within five to ten years due to
the Chinese government’s policies (including subsidies and export
incentives) that allow Chinese pharmaceutical firms to undercut
prices and drive U.S. firms out of business.22

Dependency on China Creates Supply Chain Disruption Risks

Approximately 40 percent of the generic drugs sold in the United
States have just one manufacturer each, and a supply chain disrup-
tion could cause a serious drug shortage.23 The American Medical
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Association has called on the federal government to address the po-
tential for critical drug shortages as a national security concern and
offer incentives to boost domestic production of these drugs.*24 The
American Medical Association suggests mitigating drug shortages
would require drug manufacturers to increase transparency in the
global pharmaceutical supply chain by sharing information about
the location of drug production sites and the causes and duration of
drug shortages.25> The American Medical Association also called on
the U.S. government to include important drug production sites in
critical infrastructure planning.26

U.S. dependence on drugs from China—or drugs that use APIs
from China—raises the likelihood of drug shortages should the Chi-
nese supply be disrupted. For example, in 2017 an explosion at a
Chinese factory producing APIs for the antibiotic piperacillin/tazo-
bactam, a drug given to patients with severe infections, led to a
global shortage.2” Occurrences of adulteration or supply disruption
not only highlight the risks of relying on China as the only source of
important pharmaceutical ingredients, but also raise concerns that
these drugs and other medical products could lead to adverse health
impacts in the United States and elsewhere around the world. U.S.
policymakers have also expressed strong concern about the impact
of substandard health products on U.S. public health, and the na-
tional security implications of relying on China as a “single supplier
for such lifesaving goods.”28

In the past decade, U.S. consumers have been exposed to adul-
terated drug products made by Chinese manufacturers who em-
ploy dangerous manufacturing practices to save on cost. Last year,
the FDA announced that a probable carcinogen once used in the
production of rocket fuel was found in valsartan2? and two other
blood pressure medicines used in 30 countries by millions of people,
including in the United States.f3° The companies selling the con-
taminated medicine sourced APIs from one of China’s leading ge-
neric drug companies, Zhejiang Huahai Pharmaceutical Co., where
employees ignored signs that the company’s manufacturing practice
resulted in contaminated product.3! (For more information, see Ad-
dendum I, “FDA Letter to Zhejiang Huahai Pharmaceutical.”)

U.S. Armed Forces Vulnerable to Drug Shortages

China’s dominance as a global API producer and the United States’
growing reliance on Chinese pharmaceutical products puts U.S. con-
sumers—including active service members and veterans—at risk if
China cuts off drug supplies or hikes the cost of a given medicine
during heightened geopolitical tensions. Christopher Priest, princi-
pal deputy to the deputy assistant director of healthcare operations
of the Defense Health Agency, stated, “The national security risks
of increased Chinese dominance of the global API market cannot be
overstated ... Should China decide to limit or restrict the delivery of
APIs to the U.S. it would have a debilitating effect on U.S. domestic

*U.S. drug production involves a broad array of international players, including top interna-
tional generic drug companies such as Fresenius Kabi, Apotex, and Cipla.

TAs of September 2019, 140 lawsuits have been filed against Zhejiang Huahai Pharmaceutical
Co., other drug manufacturers whose products were recalled, and pharmacies that filled pre-
scriptions for valsartan. See Anna Edney et al., “Carcinogens Have Infiltrated the Generic Drug
Supply in the U.S.,” Bloomberg, September 12, 2019.
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production and could result in severe shortages of pharmaceuticals
for both domestic and military uses.”32 Many of these products may
be critical to life-saving or disease management regimens.

Supply shortages could significantly delay the delivery of critical
medicines to the battlefield. Mr. Priest emphasized the importance
of bolstering U.S. domestic manufacturing capability to provide an
alternate source for critical medicines. U.S. dependence on drugs
that contain APIs sourced from China can affect the availability
of remedies needed to respond to a public health crisis, including
incidents involving a chemical, biological, or radiological/nuclear
threat.?3 For example, in 2001 the U.S. government purchased 20
million doses of doxycycline, an antibiotic used to treat individuals
exposed to anthrax, from a European manufacturer that sourced the
API in its drug product from China.34

The Department of Defense (DOD) is responsible for purchasing
pharmaceuticals and medical devices used by U.S. military hospi-
tals both in the United States and overseas. All pharmaceuticals
purchased for use in military hospitals are required to be manufac-
tured in countries that have signed on to the Trade Agreements Act
(TAA)* of 1979, to which China is not a signatory.3

Although China is a non-TAA country—and is not eligible to di-
rectly receive U.S. government contracts—in the absence of other
suppliers, drugs and ingredients from China may receive exemp-
tions. The U.S. Defense Logistics Agency, which operates under DOD,
estimates 25 percent of pharmaceutical ingredients used in U.S. mil-
itary hospitals originate from China, even if the drugs themselves
are manufactured elsewhere.36 This occurs because companies in
TAA signatory countries like India rely on APIs from China. In some
cases, pharmaceutical companies with DOD contracts may even be
manufacturing products in China, despite the company being head-
quartered in a TAA signatory country.f DOD contracts require that
pharmaceutical suppliers disclose where they manufacture their
drugs and where they source their APIs. However, since there is no
national registry for API sources, Defense Logistics Agency has no
means to independently determine the origin of APIs.37

Mr. Priest expressed concern about supply chain disruptions and
the potential for drug shortages as a result of China’s control over
critical APIs.38 Of the approximately 6,800 drugs DOD purchases
annually, 147 are sourced from non-TAA countries.3® According to
Mr. Priest, the Trump Administration is in the process of identifying
which of these drugs are most vulnerable to risks associated with
the U.S. reliance on Chinese drug and medical products.4©

*The TAA requires products used by the U.S. government to be manufactured in the United
States or in a designated country with which the United States has a free trade agreement or
special trade-related arrangement. The U.S. government is able to source non-TAA-compliant
products when TAA-compliant products are not available.

TThe TAA requires the end product being delivered to the U.S. government to be “substantially
transformed” in the United States or a “designated country identified in the Federal Acquisi-
tion Regulation (FAR).” Therefore, the location where a finished drug product is manufactured,
rather than the origin of the drugs APIs, determines whether a drug product is TAA comphant
U.S.-China Economic and Security Review Commission, Hearing on Exploring the Growing U.S.
Reliance on China’s Biotech and Pharmaceutical Products oral testimony of Christopher Priest,
July 31, 2019, 21.
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Illicit Fentanyl Flows from China

According to the U.S. Department of Justice, China is the larg-
est source of illicit fentanyl and fentanyl-like substances in the
United States.#! Fentanyl is a synthetic painkiller about 50 times
more potent than heroin and 100 times stronger than morphine.42
Fentanyl has legitimate medical uses,*3 but has also become one
of the most frequently abused drugs. Synthetic-opioid-related
deaths in the United States rose from approximately 3,000 in
2013 to more than 30,000 in 2018, and fentanyl is now the cause
of twice as many deaths as heroin.44

As a result of ongoing U.S.-China counternarcotic negotiations,
the Chinese government implemented new comprehensive mea-
sures to control “all fentanyl-like substances” in May 2019.* In
September 2019, the Chinese government released a statement
on fentanyl, saying that it has broadly defined “fentanyl-like sub-
stances” in order to prevent drug producers from creating new
fentanyl substances not covered by the ban.4> The statement
claims that the ban has been a success thus far: “Thanks to ear-
nest implementation of various measures, significant progress has
been achieved. China’s law enforcement authorities have obtained
information about 91 key enterprises and 234 key individuals in-
volved with fentanyl-like substances across the county, and put
all of them under strict supervision.”46

The Chinese government’s decision to control all fentanyl-type
substances is an important step in U.S.-China counternarcotic ef-
forts. However, concerns remain about the Chinese government’s
willingness and commitment to effectively curtail the flow of il-
licit fentanyl to the United States.4? Although the Chinese gov-
ernment made multiple promises to the United States to address
the fentanyl problem, three troubling trends speak to its failure
to carry through on those commitments:

e First is a recent resurgence in fentanyl flows into the United
States. In fiscal year 2019 through August, the U.S. Customs
and Border Protection Office of Field Operations seized 2,350
pounds of fentanyl, a 32 percent increase over seizures in
fiscal year 2018.48

e Second is the Chinese government’s failure to arrest individ-
uals indicted for illicit fentanyl production and trafficking.
Between 2017 and 2018, the U.S. Justice Department indict-
ed eight individuals from China for crimes related to fentan-
yl production, trafficking, and financing.4® As of September
2019, all of the individuals charged remain free.5°

*According to a Chinese government announcement: “Fentanyl-type substance” means a sub-
stance having one or more of the following chemical structures compared to fentanyl: (1) the use
of other acyl groups in place of propionyl groups; (2) the use of any substituted or unsubstituted
monocyclic aromatic groups; a group replacing a phenyl group directly bonded to a nitrogen
atom; and a substituent such as an alkyl group, an alkenyl group, an alkoxy group, an ester
group, an ether group, a hydroxyl group, a halogen group, a halogenated alkyl group, an amino
group, and a nitro group; (3) the use of any other group (except hydrogen atoms) instead of
phenethyl. See People’s Daily, “Three Departments Make Joint Announcement: Regulations on
Fentanyl-Type Substances to Go Into Effect May 1st,” (=#81 1K A A5 7 1HEX 55K J K47
S B85 (BUR K A)) April 2, 2019. Translation. http://paper.people.com.cn/rmrb/html/2019-
04/02/nw.D110000renmrb_20190402_4-02.htm.
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Illicit Fentanyl Flows from China—Continued

e Third, the Chinese government continues to provide val-
ue-added tax (VAT) rebates and other incentives to chemical
producers, including fentanyl manufacturers.51 As of Septem-
ber 2019, China’s State Administration of Taxation’s website
shows fentanyl receives a 10 percent VAT rebate and several
i))ther fentanyl-related products receive a 13 percent VAT re-

ate.52

U.S. Government Oversight of Health Imports from China

Both Chinese and U.S. health regulators face challenges in in-
specting Chinese drug manufacturing facilities for quality and ad-
herence to manufacturing standards. The sheer size of China’s phar-
maceutical industry, further enlarged by the integration of China’s
pharmaceutical and chemical industries, impacts regulatory capac-
ity. Corruption and fraud persist in China’s drug industry due to
poor regulatory oversight, leading to the production of adulterated
and ineffective medicine. These regulatory issues have directly im-
pacted the health of consumers.

In bilateral forums, such as the now discontinued U.S.-China
Strategic and Economic Dialogue (S&ED),* China has acknowledged
the need to work toward improving the quality of its generic drug
and API exports. During the sixth meeting of the S&ED in 2014,
the United States and China agreed to “advance the shared goal
of ensuring access to safe and high-quality medicines for patients
and protect supply chain integrity ... and to fight against illegal
actions to manufacture, distribute, and export counterfeit and sub-
standard active pharmaceutical ingredients.”53 Although China has
committed to better oversight of its drug industry, poor manufac-
turing practices, corruption, and product contamination persist five
years later.

Chinese Health Regulators Struggle with QOuversight

As China’s pharmaceutical industry expanded rapidly over the
years, its regulatory framework struggled to maintain strong over-
sight. Understaffing and retention issues have impacted the ability
of China’s Food and Drug Administration (renamed China’s Nation-
al Medical Products Administration in 2018), the government entity
responsible for oversight of food and drug imports and products, to
regulate effectively. Furthermore, the fragmented nature of China’s
regulatory framework itself has caused difficulties with intergovern-
mental coordination and created unclear jurisdictions for oversight
responsibilities.5¢

Corruption, fraud, poor product quality, or contamination have
occurred due to weak oversight capacity. In her testimony before
the Commission, Katherine Eban, investigative journalist and au-
thor of Bottle of Lies: The Inside Story of the Generic Drug Boom,
cited data that show Chinese drug manufacturers received more

*The S&ED, established during the Obama Administration, was a bilateral forum for the Unit-
ed States and China to discuss issues within U.S.-China relations. The dialogue was held annu-
ally from 2009 to 2016.
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warning letters* from the FDA over the past decade than any
other country.55

One of the most notorious scandals occurred in 2007, when the
former head of China’s then State Food and Drug Administration,
Zheng Xiaoyu, confessed to accepting bribes from drug companies
to approve hundreds of untested medicines.5¢ A number of food and
drug quality scandals have arisen since then, including a vaccine
scare in 2018 after health regulators discovered that Changsheng
Biotechnology Co. and a separate company in Wuhan falsified data
to obtain approval for a diphtheria, pertussis, and tetanus (DPT)
vaccine, affecting over 250,000 dosages and 400,000 injections, re-
spectively.®7 The incident stirred up public distrust in China toward
Chinese drugs, especially after faulty vaccines led to the hospital-
ization of hundreds of children and some deaths in China in 2010
and 2013.58

The Chinese government has made efforts to crack down on cor-
ruption and consolidate its food and drug regulatory regime to im-
prove drug quality and bolster China’s image as a global producer
of pharmaceuticals. In 2016, China’s Food and Drug Administration
investigated 1,622 clinical trial programs of drugs that were pend-
ing production approval and canceled 80 percent of these drug ap-
plications after it found evidence of fraudulent data reporting and
submissions of incomplete data, among other issues.5° The following
year, Chinese courts determined that penalties should be strength-
ened for researchers who submit faulty data to obtain drug approv-
als, which could include the death penalty for instances where a
drug causes harm to consumers.6© The Chinese government is in-
creasing oversight of its pharmaceutical industry by requiring ge-
neric drugs approved for production prior to 2008 to be evaluated
for quality and revoking licenses or denying government tendering
for products that fail to pass the evaluation. This effort could close
smaller manufacturers that produce low-quality drugs out of the
market.61

In 2018, the 13th National People’s Congress approved a plan
to form the State Market Regulatory Administration in order to
strengthen China’s regulatory system. The restructuring involved
consolidating China’s Food and Drug Administration; the General
Administration of Quality Supervision, Inspection and Quarantine;
the State Administration of Industry and Commerce; and subdivi-
sions of other agencies into one ministry called the State Adminis-
tration of Market Regulations.62

FDA Faces Impeded Access in China

The FDA is the primary U.S. government agency tasked with en-
suring commercial pharmaceutical and health products meet U.S.
health and safety standards. The FDA maintains one field office
(with 16 FDA officials) in Beijing to train local Chinese regulators

*The FDA issues a warning letter to manufacturers when they have “significantly violated
FDA regulations.” The letter documents the nature of the violation, which can include but is not
limited to “poor manufacturing practices, problems with claims for what a product can do, or
incorrect directions for use.” A company that is issued a warning letter must respond with how it
will remedy the issue and provide a timeline for next steps. The FDA then verifies whether the
corrections were made. See U.S. Food and Drug Administration, “About Warning and Close-Out
Letters.” https://lwww.fda.gov/inspections-compliance-enforcement-and-criminal-investigations/
warning-letters/about-warning-and-close-out-letters.


https://www.fda.gov/inspections-compliance-enforcement-and-criminal-investigations/warning-letters/about-warning-and-close-out-letters
https://www.fda.gov/inspections-compliance-enforcement-and-criminal-investigations/warning-letters/about-warning-and-close-out-letters
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and share information with Chinese counterparts.* FDA officials
have had difficulty securing visas for new inspectors deploying to
China and have also faced obstacles conducting unannounced facto-
ry inspections, which are routine in the United States.63

In 2016, a U.S. Government Accountability Office (GAO) inves-
tigation found the FDA may have never inspected approximately
1,000 overseas drug manufacturing facilities, 243 of which were lo-
cated in China.5* The GAO report states these facilities lacked an
inspection history due to FDA data management issues, and the
FDA was in the process of inspecting all facilities in its catalog with
no prior inspection history.6> The GAO report also states,

FDA does not know whether or for how long these establish-
ments have or may have supplied drugs to the U.S. market, and
has little other information about them. While the agency has
made progress in reducing this knowledge gap, it is important
to note that the overall number of foreign establishments with
no surveillance inspection history ... remains large.66

Since 2015, there have been 87 cases involving Chinese firms that
have either refused FDA inspections or caused a delay in inspec-
tions.67 Denial of inspection by a foreign facility may cause the FDA
to deem a drug product adulterated and place the drug on import
alert, which “allows FDA to refuse admission of future shipments
of an imported drug product.”6® There are currently 51 Chinese
companies that export to the United States medical devices, dietary
supplements, and drug products placed on import alert due to in-
spection refusal or poor manufacturing practices.}

Beginning in 2012, the FDA established a team responsible for
reporting on and assessing drug shortages for high-risk pharmaceu-
tical and medical products.®® By ensuring potential shortages are
detected and addressed immediately, the FDA has additional time
to work with manufacturers and other stakeholders to identify ways
to maintain treatment options and prevent a shortage.”® As of Oc-
tober 2019, the FDA has determined 113 drugs were in shortage in
the United States.”? There is insufficient information to determine
which of these 113 drugs are sourced from China either in their
finished form or as active ingredients. The risks of these shortages
have been exacerbated by a growing reliance on China as the source
of U.S. generic pharmaceuticals.

FDA Inspection Regime

The FDA follows the same protocols for domestic and overseas
inspections, including drug preapproval review processes, premar-
ket inspections, and surveillance inspections.

Drug preapproval review process and premarket inspec-
tions: The FDA can examine the process and technology used to
manufacture generic and/or brand name drugs before the drug is

*In the past, the FDA also had offices in Shanghai and Guangzhou; however, these offices
closed in 2014. U.S. Food and Drug Administration, interview with Commission staff, July 22,
2019.

FFor a full list of companies, see U.S. Department of Health and Human Services, Import Alert
99-32, September 30, 2019. https:/ /www.accessdata.fda.gov/ecms_ialimportalert_521.html.


https://www.accessdata.fda.gov/cms_ia/importalert_521.html
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FDA Inspection Regime—Continued

approved and introduced to the market. This preapproval review
process allows the FDA to assess the quality of the manufactur-
ing process as well as the quality of the product itself.72

The FDA can also conduct premarket inspections, which in-
volves assessing whether a drug manufacturing facility is in com-
pliance with regulations.”? The FDA additionally requires drug
producers to provide notification of changes to their manufactur-
ing process or facilities before or after the drug is introduced to
the market.”* After market introduction, the FDA tests selected
finished drug products and APIs to ensure the “potency, quality,
and consistency of generic medicines meets the standards estab-
lished for the specific drug.”?5

Current Good Manufacturing Practice (CGMP) surveil-
lance inspections: FDA officials conduct surveillance inspections
of foreign drug manufacturing facilities using a risk-based site se-
lection model that maximizes resources by prioritizing inspections
of sites that “pose the greatest potential risk for problems that
could harm patients.”7¢ Sites that produce inactive ingredients
or drugs only for clinical trials are not prioritized unless deemed
necessary. If a quality issue is suspected, there are a number of
ways the FDA can respond, including: making an unannounced
visit to the facility for further inspection, placing companies on
import alert, seizing products from warehouses or facilities, or
testing imports at points of entry, among other actions.?”

According to Ms. Eban, the FDA and other regulators have strug-
gled to properly inspect the manufacturing and export of Chinese
pharmaceutical and medical products brought to the United States.”8
Around 90 percent of U.S. dietary supplement products, for example,
are imported from China.”® However, because its jurisdiction does
not extend to pre-inspection of dietary supplements, the FDA does
not approve their safety before they enter the U.S. market, poten-
tially exposing U.S. consumers to products that are unsafe or do not
contain the proper ingredients.*

In her book, Ms. Eban documents FDA officials in China frustrat-
ed by pharmaceutical companies’ efforts to manipulate or obscure
their operations.89 Chinese pharmaceutical firms sometimes invest

n “show” factories, or factories that are open to inspectors but are
not the true source of the company’s products.8!

The FDA has the authority to inspect Chinese pharmaceutical
facilities and withhold import licenses from Chinese companies that
do not comply with U.S. regulatory standards. However, Ms. Eban’s
research demonstrates that when the FDA does find safety viola-
tions in Chinese plants, it sometimes does not sanction them for
fear of creating drug shortages in the United States.82 For example,

*The FDA regulates dietary supplements under a different set of regulations than those cov-
ering drug products. Firms are responsible for evaluating the safety and labehng of their dietary
supplement products before they reach the market, but the FDA is responsible “for taking action
against any adulterated or misbranded dietary supplement product after it reaches the market.”
See U.S. Food and Drug Administration, Dietary Supplements, August 16, 2019. ht¢tps://www.fda.
gov/medial104838/download.


https://www.fda.gov/media/104838/download
https://www.fda.gov/media/104838/download
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Ms. Eban reports that in May 2017, an FDA inspector determined
that Chinese drug manufacturer Zhejiang Hisun was hiding the re-
sults from pretests of its drug samples.83 The FDA initially restrict-
ed imports of 30 Zhejiang Hisun products, but lifted the restriction
on half of the drugs because those particular drugs, used in cancer
treatments, were in short supply in the United States.34

China’s Pharmaceutical and Biotech Activities in the United
States

China maintains a comprehensive, long-term strategy to become
a leader in biotechnology, seeking to create globally competitive do-
mestic biotech firms and incentivize biotechnology manufacturing,
design, and operations to move to China. The Chinese government
designated biotechnology as a Strategic Emerging Industry in 2010,
and prioritizes state support for this industry in state plans such
as Made in China 2025 and the Precision Medicine Initiative.85 As
part of the goals set out in the Made in China 2025 plan, the Chi-
nese government identified the kinds of medicines and technology it
aims to develop (e.g., new vaccines and antibody drugs), and plans
to increase the domestic market share for biopharmaceutical core
components to 70 percent by 2020.86 Through the Precision Medi-
cine Initiative, the Chinese government is investing $9.3 billion in
various genome sequencing and clinical data acquisition projects
over a 15-year period.8?

In biotechnology as in other high-tech industries, the Chinese gov-
ernment wants to move away from reliance on foreign companies
and imports for both economic and national security reasons. Al-
though the United States is currently the world’s leading developer
of biotech products, China is an increasingly important player in
this space. According to a Gryphon Scientific report prepared for the
Commission in 2019, China’s biologics market revenue in 2016 was
between $4.7 billion and $6.2 billion, while its agricultural biotech
market revenue was around $8.1 billion, compared to U.S. biologics
and agricultural biotech markets at $118 billion and $110 billion, re-
spectively.88 China’s government prioritized biotechnology as a Stra-
tegic Emerging Industry for two overlapping reasons. First, there is
a high demand for biopharmaceuticals in the Chinese health market
because noncommunicable diseases are a major public health con-
cern with roughly 85 percent of deaths linked to noncommunicable
diseases such as cancer, cardiovascular diseases, and respiratory
diseases.8? Second, biotechnology is a high-tech, high-value industry,
with potentially significant long-term economic benefits.

China’s biotechnology development is focused on three areas: (1)
creating biopharmaceuticals to treat chronic diseases; (2) implement-
ing contract research and manufacturing; and (3) conducting DNA
sequencing.?® A number of biologics used in China are imported, and
Chinese companies aim to increase domestic market share.! Many
of these drugs are not innovative, but rather are biosimilars.?2 Drug
companies in China often rely on contracted research organizations *
to navigate China’s regulatory framework and provide preclinical

*A contract research organization is a company that provides support to the pharmaceutical,
biotechnology, and medical device industries in the form of research services outsourced on a
contract basis.
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and clinical drug testing services for drug candidates.?3 According to
research by Gryphon Scientific, of the 1,100 contracted research or-
ganizations worldwide in 2017, 400 wer