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.
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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.


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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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

$50
$45
$40
$35
$30
$25
$20
$15
$10

$5

$0

USS billions

2001
2002
2003
2004
2005 @
2006
2007
2008 I
2009 I
2010
2011
2012
2013
2014
2015
2016
2017
2018

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.


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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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

Listed
Company
(Cayman
Islands)
Foreign
Chinese China
Individual
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(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
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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.
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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



186

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
*  protectionism: overcapacity: licenses: protectionism: employees:
29%
30% 29% 32% 28%

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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