U.S.-China Economic and
Security Review Commission

Economics and Trade Bulletin

January 7, 2020

Highlights of this Month’s Edition

Bilateral Trade: The U.S. goods trade deficit with China totaled $26.4 billion in November 2019, 30.4 percent
down year-on-year; U.S. soybean exports to China rose in anticipation of a Phase One trade deal.

Bilateral Policy Issues: Phase One trade agreement between the United States and China leaves structural
issues in China’s state-led economic model unaddressed.

Policy Trends in China’s Economy: Beijing emphasizes stability over reforms at the 2019 Central Economic
Work Conference; details come to light on last August’s bailout of Hengfeng Bank, the fourth bank to receive
a government bailout amid rising concerns about the stability of China’s financial system; foreign life insurers
allowed full participation in China’s economy 19 years after China’s WTO accession; Chinese government
agencies will phase out foreign technology products within three years.

In Focus — Index Inclusions Increase Foreign Holdings of Chinese Securities: Over the last two years,
several major global index providers have moved to include RMB-denominated securities in key indexes,
leading to a projected $405 billion expansion of foreign portfolio investment in China.
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Bilateral Trade

The U.S. trade deficit in goods with China totaled $26.4 billion in November 2019, the lowest monthly level since
March 2019 and a 30.4 percent decrease year-on-year (see Figure 1) as imports declined and exports grew.! U.S.
imports from China continued to fall, down 21.6 percent year-on-year to $36.5 billion.? U.S. exports to China grew
16.6 percent year-on-year to $10.1 billion, the greatest year-on-year increase in 2019 so far.®

According to customs data, China’s imports of soybeans in November saw year-on-year growth of 53.7 percent
following the announcement of a Phase One trade deal (see next section).* Chinese news outlets reported soybean
imports specifically from the United States totaled 2.6 million tons, more than twice the amount in October 2019.°

Year-to-date, the U.S. goods deficit with China stood at $320.1 billion, a 16.1 percent decrease year-on-year. ®
Figure 1: U.S. Exports, Imports, and the Trade Deficit with China, January 2018-November 2019
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Source: U.S. Census Bureau, Trade in Goods with China, January 7, 2020. https://www.census.gov/foreign-trade/balance/c5700.html.
Bilateral Policy Issues

United States and China Reach Phase One Deal, Structural Issues Remain Unsettled

On December 13, the Trump Administration announced the United States reached a Phase One trade agreement
with China.” Beyond commitments to increase purchases of U.S. goods and services, particularly agriculture,
Beijing’s other pledges made as part of the agreement—such as ending forced technology transfers—are reiterations
of previous promises.” The repetition of hitherto unfulfilled assurances, together with the agreement’s minimal

* The Chinese government originally agreed to not force technology transfer from multinational enterprises operating in China when it
acceded to the World Trade Organization in 2001. However, according to the Office of U.S. Trade Representative’s Section 301 report
concerning China’s unfair trade practices related to technology transfer, intellectual property protection, and innovation, multinational
enterprises’ access to the Chinese market continues to be conditioned on the transfer of technology despite the Chinese government
making ten bilateral commitments to the contrary from 2010 to 2016. For example, though General Secretary Xi Jinping said China
would commit to not advancing policies or practices that require the transfer of intellectual property or technology as a condition for
market access in 2015 in a meeting with President Barack Obama, this commitment has not been codified in Chinese law, and China’s
regulators continue to coerce multinational enterprises to provide their IP and technology as part of their joint venture agreements with
Chinese firms. Office of the U.S. Trade Representative, 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, 6-10.
https://ustr.gov/sites/default/files/Section%20301%20FINAL.PDF.
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details on implementation and enforcement, leaves open the possibility that Beijing will maintain economic policies
contrary to U.S. interests absent more comprehensive negotiations or structural economic reforms.

According to the factsheet from the Office of the U.S. Trade Representative (USTR), the Chinese government will
expand imports of U.S. goods and services over the next two years by $200 billion relative to 2017 levels, as well
as improve intellectual property (IP) rights protection, curb forced technology transfer, remove barriers to trade in
agriculture, open China’s financial services sector, and not engage in currency manipulation.® In exchange, the
United States will modify Section 301 tariffs imposed on Chinese imports, including the cancellation of planned 10
percent tariffs on $156 billion worth of Chinese imports originally slated to take effect on December 15.”° In
addition, 15 percent tariffs targeting $120 billion worth of Chinese imports imposed in September 2019 will be
halved, though 25 percent tariffs covering $250 billion worth of Chinese imports otherwise remain in effect.
President Donald J. Trump said he will sign the agreement with “high level representatives of China” at a ceremony
in the White House on January 15.*

While the agreement immediately deescalates bilateral trade frictions, observers criticized it for offering minimal
details on implementation and enforcement, and not addressing longstanding U.S. concerns over China’s state-led
economic model. In a press briefing following the announcement of the deal, U.S. Trade Representative Robert
Lighthizer said Beijing committed to buying $40 billion worth of U.S. agricultural products annually in 2020 and
2021, significantly higher than the $21 billion recorded in 2017 before trade frictions deepened.!? However, an
official statement on the deal from China’s State Council does not mention this commitment; neither was it
confirmed at a Ministry of Commerce press briefing.!® The agreement’s mandated Chinese purchases of U.S. goods
and services may reinforce the Chinese government’s control of the economy, as Beijing would need to direct state-
owned enterprises and other firms to buy U.S. goods and services in order to meet the purchase commitments.

Precise details on how the Chinese government will honor pledges to address longstanding issues in the bilateral
economic relationship, including IP theft and forced technology transfer,” were not provided. Other issues, such as
industrial subsidies and cybertheft, were not explicitly mentioned in the USTR s fact sheet on the agreement.*

Policy Trends in China’s Economy

Beijing Emphasizes Stability over Reforms for 2020 at the Central Economic Work
Conference

On December 10-12, 2019, Chinese Communist Party (CCP) leaders met in Beijing for the Central Economic Work
Conference (CEWC), an annual meeting where policymakers review the previous year’s economic performance
and set policy goals for the coming year.* The CEWC, China’s most important economic policy conference,
attracted even greater attention this year due to concerns over a continued slowdown.*®

Although the proceedings of the CEWC are kept secret, the state-run media outlet Xinhua published a summary of
the conference. The Xinhua readout stated that “major steps have been made toward finishing the building of a
moderately prosperous society,” but also reflected concern over global economic headwinds.® While the readout
did not specifically mention ongoing trade tensions with the United States, it noted that “sources of turbulence have
substantially increased” and that China needed to be “well-prepared with contingency plans.”*’

* China’s Ministry of Finance also announced it would not impose duties that were to take effect alongside the Trump Administration’s
planned December 15 tariffs, and that it would continue to suspend retaliatory tariffs on U.S. automobiles and auto parts that were
scheduled for reinstatement on the same date. China’s Ministry of Finance, State Council Customs and Tariff Commission
Announcement on Tariffs on Goods Imported from the United States, (45 B B 23 51 2 9 T8 AR S vt J5 7= 126 [ (1356 33t
7 I AE SR8 it A 45), December 15, 2019. http://gss.mof.gov.cn/zhengwuxinxi/zhengcefabu/201912/t20191215_3441954.html.

 The Chinese government previously described U.S. accusations of Chinese companies’ theft of IP and the U.S. requirement that foreign
firms share technology with domestic business partners as “unfounded fabrications,” suggesting the Chinese government may not
adequately resolve issues it otherwise alleges have not occurred in the first place. Xinhua, “U.S. Accusation of China IP Theft, Forced
Technology Transfer Unfounded: White Paper,” June 2, 2019. http://www.xinhuanet.com/english/2019-06/02/c_138110222.htm.

£ For highlights from the 2018 Central Economic Work Conference, see U.S.-China Economic and Security Review Commission,
Economics and Trade Bulletin, January 11, 2019, 2-3.
https://www.uscc.gov/sites/default/files/Research/January%202019%20Trade%20Bulletin.pdf.

U.S.-China Economic and Security Review Commission


http://gss.mof.gov.cn/zhengwuxinxi/zhengcefabu/201912/t20191215_3441954.html
http://www.xinhuanet.com/english/2019-06/02/c_138110222.htm
https://www.uscc.gov/sites/default/files/Research/January%202019%20Trade%20Bulletin.pdf

In light of these headwinds, the Xinhua’s readout of the CEWC said ensuring stability was a top priority—the first
time since 2013 that the conference planners explicitly discussed the importance of ensuring economic stability in
the following year.!® But the government issued a strong signal that no new stimulus was forthcoming in 2020. In
terms of fiscal policy, the readout mentions implementation of last year’s tax cuts but does not propose any
additional cuts. As for monetary policy, the readout’s goal of a continuation of “prudent” policy suggests that
stimulus will remain moderate, a sentiment echoed by the People’s Bank of China Governor Yi Gang in a statement
issued last weekend.*®

The meeting also reaffirmed the importance of adhering to the “Six Stabilities” policy first articulated in 2018."
Specific economic targets for 2020, such as gross domestic product (GDP) and inflation, will not be made public
until the meeting of the National People’s Congress and the Chinese People’s Political Consultative Congress in
March, known as the “two sessions” meeting.?° According to foreign observers, policymakers will likely continue
to aim for GDP growth of around 6 percent, although analysts widely doubt the accuracy of official growth figures.?

While the Xinhua readout made no mention of concrete policy measures to support the economy, the CEWC
identified six broad priorities for 2020:

1. Carrying out China’s “new development concept” (H7 & JE #%5).F 2

2. Fighting the “three major battles” against poverty, environmental degradation, and risks to financial
instability such as uncontrollable debt growth.?

3. Ensuring people’s livelihood, and in particular guaranteeing and improving the basic livelihood of people
in need, including stabilizing national employment, ensuring timely payment of pensions, and improving
housing security for urban residents.?* Notably, the Xinhua readout repeated Chinese President and General
Secretary of the CCP Xi Jinping’s statement from 2017 that “housing is for living in, not for speculating.”?

4. Continuing to implement a proactive fiscal policy and a prudent monetary policy. According to the Xinhua
readout, proactive fiscal policy must pay greater attention to structural adjustment and decrease general
expenditures while supporting basic livelihood, while prudent monetary policy involves increasing the
supply of social financing while reducing the cost of financing. The readout in particular highlighted the
need for adequate financing for the manufacturing industry as well as for small and medium private
enterprises. The summary also stated that fiscal and monetary policies should coordinate to encourage
investment in areas such as advanced manufacturing and infrastructure.?

5. Promoting “high-quality development” in various respects, such as ensuring adequate agricultural
production (including of pork),* deepening technological reform while providing for the active role of state-
owned enterprises (SOES) in innovation, supporting the development of strategic industries, dealing with
“zombie enterprises,” upgrading the manufacturing industry, developing the digital economy, constructing
infrastructure such as rural roads and “cold chains” for the transportation of food, and promoting
environmental protection.?’

6. Deepening economic reform and speeding up the creation of a high-standard market system, including
through reforming SOEs, improving the protection of property rights, reforming land planning methods,
improving the quality of companies listed on capital markets, guiding large banks in lessening their focus
on service, pushing small and medium banks to focus on their main business, continuing to open up to the
outside world, promoting the stability of foreign trade, reducing overall tariffs, playing an active part in

* The “Six Stabilities” policy, formulated by the Politburo, seeks to achieve stability of employment, financial markets, trade, investment,
foreign investment, and market expectations. Cary Huang, “China Returns to Growth to Offset U.S. Trade Risk, but Is It the Right
Move?” South China Morning Post, December 30, 2018. https://www.scmp.com/week-asia/opinion/article/2179840/china-returns-
growth-offset-us-trade-war-risk-it-right-move.

f China’s “new development concept,” first proposed by Chinese President and General Secretary of the CCP Xi Jinping in 2015, refers to
attempts to avoid the “middle-income trap” by pursuing high-quality growth with an emphasis on innovation, environmentalism,
coordination, openness, and distribution of income. Taiyan Huang, “Economic Theory Innovation and China’s Development Practice,”
China Political Economy 1:1 (2018): 55-66.

£ For more on the shortage of pork in China, see U.S.-China Economic and Security Review Commission, Economics and Trade Bulletin,
October 9, 2019, 9-11. https://www.uscc.gov/trade-bulletins/october-2019-trade-bulletin.

U.S.-China Economic and Security Review Commission


https://www.scmp.com/week-asia/opinion/article/2179840/china-returns-growth-offset-us-trade-war-risk-it-right-move
https://www.scmp.com/week-asia/opinion/article/2179840/china-returns-growth-offset-us-trade-war-risk-it-right-move
https://www.uscc.gov/trade-bulletins/october-2019-trade-bulletin

global economic governance, participating in World Trade Organization (WTQ) reform, and speeding up
the negotiation of multilateral free trade agreements.?

The readout from the CEWC suggests Chinese policymakers will continue to prioritize short-term stability over
pursuing deeper structural reforms. Although the readout mentioned initiatives such as supply-side reform and
dealing with zombie enterprises, the reference to an “active” role of SOEs in innovation signals a continuation of
China’s state-led economic model, even as policymakers publicly acknowledge the need to increase support for
private firms.

New Details on Hengfeng Bank Bailout amid Widespread Commercial Bank Strain

In August 2019, Chinese state media reported Shandong-based Hengfeng Bank would receive a bailout from the
government—the fourth bank to receive such a bailout in 2019.” % Details emerged in December of Hengfeng Bank
issuing a nonpublic offering of 100 billion shares at a combined estimated value of $14 billion (renminbi [RMB]
100 billion).* Sixty billion shares were purchased by Central Hujin Investment, a wholly state-owned state entity
authorized by the State Council to make investments in key state-owned financial enterprises on behalf of the state.®
Thirty-six billion shares were purchased by regional government investment entity Shangdong Financial Assent
Management Co., and Singapore-based United Overseas Bank purchased 1.86 billion.3? After the offering, Central
Hujin became the majority shareholder of Hengfeng Bank.*

Hengfeng has not publicly released a report of its accounts since 2016, leaving the state of its portfolio up to
speculation. Prior to the $14 billion offering, Hengfeng possessed $1.7 billion (RMB 11.21 billion) in registered
capital.*® Baoshang Bank," Bank of Jinzhou,* and Harbin Bank® also received government bailouts in 2019.% While
Baoshang Bank was taken over by Chinese regulators, Bank of Jinzhou and Harbin Bank were recipients of state-
led investment through equity share purchases.®” Unlike Hengfeng, these purchases occurred through existing
shares rather than new share issuances. In 2018, Anbang Insurance underwent a regulatory takeover and government
bailout similar to Baoshang Bank.®

Though the structure of its assistance differs from Bank of Jinzhou and Harbin Bank, Hengfeng’s issuance of
additional shares to raise capital and counteract losses is not an isolated case. South China Morning Post reported
in December that since January, 29 rural banks had applied to the China Securities Regulatory Commission (CSRC)
for permission to sell new shares to replenish capital, ten of which reported a nonperforming loan ratio exceeding
the 5 percent threshold permissible under the China Banking and Insurance Regulatory Commission’s (CBIRC)
credit risk guidelines.® According to a concurrent article from Beijing Business Today, 15 filings occurred since
November, among which were eight banks with nonperforming loan ratios exceeding 10 percent.*

Over the course of 2019, national-level regulators have notably been selective about which institutions receive
direct intervention as they try to balance reducing moral hazard among bank managers and shareholders with
preventing investor panic.*! In past years, it was widely assumed that the government would intervene in the event
of bank distress. Some analysts believe the differing approaches in bank bailouts in 2019 indicate Beijing is
signaling its support for high-priority financial entities while not guaranteeing backing for smaller entities.*?

The recent stress on commercial banks is attributed to pressure on individual industries (Chinese commercial banks
often concentrate on specific sectors), rising difficulty for small and medium banks to raise money on the interbank
market, and overall economic slowdown in China’s economy.*

Senior Hengfeng executives face legal penalties for their actions while managing the bank. On December 26, former
chairman Jiang Xiyun was sentenced to death (with a two-year reprieve) for embezzling $108 million (RMB 754

* To date, four banks have received a bailout from China’s government—Baoshang Bank, Bank of Jinzhou, Harbin Bank, and Hengfeng
Bank. Unlike the other three banks, which received financial support from central government entities, Harbin Bank was bailed out
exclusively by provincial and city-level government entities.

f For more on the Baoshang Bank takeover, see U.S.-China Economic and Security Review Commission, Economics and Trade Bulletin,
July 3, 2019, 6. https://www.uscc.gov/sites/default/files/trade_bulletins/July%202019%20Trade%20Bulletin.pdf.

£ For more on the Bank of Jinzhou bailout, see U.S.-China Economic and Security Review Commission, Economics and Trade Bulletin,
August 5, 2019, 10. https://www.uscc.gov/sites/default/files/Research/August%202019%20Trade%20Bulletin.pdf.

§ For more on the Harbin Bank bailout, see the U.S.-China Economic and Security Review Commission, Economics and Trade Bulletin,
December 5, 2019, 4. https://www.uscc.gov/sites/default/files/2019-12/December%202019%20Trade%20Bulletin.pdf.
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million) from the company and accepting over $8.6 million (RMB 60 million) in bribes.** Former head financial
manager Zhao Chunying was sentenced to 12 years in prison for embezzlement, and former head of Hengfeng’s
credit risk monitoring department Zhang Wenkai was sentenced to 34 months for illegally issuing guarantees worth
$570 million (RMB 3.7 billion) under orders from Jiang. *° Sun Jinguang, a relative of Jiang, was sentenced to 33
months in prison and fined $2,870 (RMB 20,000) for destroying records of $95 million (RMB 660 million) worth
of illegal transactions.*

China’s financial bailouts have coincided with the ongoing anticorruption campaign and have led to multiple
disappearances and prison sentences. In May 2018, chairman of Angbang Insurance Group Wu Xiaohui was
sentenced to 18 years in prison for fraud and embezzlement; Wu’s lawyers report being denied communication with
their client since his conviction.*” In 2017, Xiao Jianhua, chairman of Tomorrow Holdings (an entity with an 89
percent controlling stake in Baoshang Bank, a 26.5 percent stake in Harbin Bank, and reported by South China
Morning Post to be affiliated with Hengfeng Bank), was abducted by Chinese authorities from his Four Seasons
apartment in Hong Kong and has yet to be formally charged.*®

Foreign Insurers Granted Full Ownership of Chinese Life Insurance Companies

On December 6, the CBIRC lifted foreign ownership limits on Chinese life insurance companies, effective January
1, 2020, paving the way for foreign insurance companies to purchase larger stakes in their joint ventures in China
or set up new wholly owned life insurance companies.*® The policy fulfills a July 2019 pledge by Premier Li
Kegiang to eliminate foreign ownership caps for life insurance companies. These ownership caps have been revised
several times, including—most recently—in 2018, when foreign insurers were permitted to own 51 percent of joint
ventures in China.>®

China has accelerated opening financial services to foreign investment in 2019, following promises to remove
restrictions after President Trump’s 2017 visit to China.®* The relaxed restrictions—promoted by the need to attract
foreign capital to offset slowing investment growth and industrial output—mark a sudden change after more than a
decade of foot-dragging by China’s government.>? Under its 2001 WTO accession protocol, China promised to
remove market access restrictions for foreign financial institutions.>® At the time, China committed to a five-year
phase-in for banking services and assured foreign insurers they would be permitted to set up wholly owned life
insurance companies by 2006." >

Beyond attracting foreign capital as domestic investment slows, Chinese policymakers are eager to bring foreign
expertise to improve the sophistication of China’s financial services. Allowing foreign fund managers to invest in
key areas like Chinese pension funds could foster China’s nascent pension management market and reverse a trend
of low returns on retirement savings—a critical need as China faces declining labor force participation and likely
pension fund shortfalls.>® Removing other restrictions could also encourage foreign financial institutions to enter
China’s distressed debt market, as the country continues a multiyear effort to reduce high inventories of
nonperforming corporate loans.

In other areas, such as life insurance, Chinese companies have established secure market share and are well
positioned against foreign competition.>® Foreign joint ventures in this vast segment, which accounted for $313
billion or 54 percent of China’s $575 billion insurance premiums in 2018, do not have the distribution network of
local competitors and have not grown as quickly.>’

Removing legal restrictions to foreign participation in China’s financial services market does not guarantee foreign
companies will gain quick access. Financial regulators may impose many additional licensing requirements and
license application processing times can stretch for years, incentivizing foreign firms to expedite market entry
through costly domestic acquisitions. PayPal first applied for a payments license in China in 2011. It was finally
able to obtain approval to conduct online payments in September 2019 via a different licensing regime by acquiring

* For banking, the People’s Bank of China took steps that appeared to keep pace with the timeline established under China’s WTO
commitments, but restricted the ability of foreign banks to enter and operate in China, for instance by imposing excessive working
capital requirements (that far exceeded requirements for domestic banks). In other areas, such as limits on foreign banks establishing
joint ventures with domestic banks, Chinese regulators delayed removing restrictions for more than a decade. Office of the U.S. Trade
Representative, 2018 Report to Congress on China’s WTO Compliance, February 2019, 147-148.
https://ustr.gov/sites/default/files/2018-USTR-Report-to-Congress-on-China%27s-WTO-Compliance.pdf.
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a 70 percent stake in domestic competitor GoPay.” °® Moreover, regulation can be highly fragmented for similar
financial activities. For instance, foreign firms investing in domestic asset managers face different ownership
restrictions and are regulated by different agencies depending on whether they are investing in the asset management
business of a securities firm or a bank.>®

More importantly, greater opening of foreign investment in financial services is not synonymous with liberalization
of China’s financial system. Continued restrictions on cross-border capital flows and government intervention in
the financial system could expose foreign financial institutions operating in China to political risk. On January 2,
2020, China temporarily suspended new listings on the Shanghai-London Stock Connect," allegedly in response to
the United Kingdom’s stance on the Hong Kong protests.®® The CSRC initially declined to comment, then denied
reports of the suspension and claimed the Connect was operating normally, despite a delayed listing by a Chinese
company.5!

Directive Orders Government Offices to Stop Using Foreign Tech in Three Years

An internal directive circulated among Chinese government agencies has ordered offices to phase out use of foreign
hardware and software by 2023, according to an investigation by the Financial Times.%? The directive could benefit
local producers as Chinese policymakers seek to reduce China’s dependence on foreign technology, but runs counter
to China’s obligation to give foreign enterprises equal treatment in government procurement. As required by its
2001 WTO accession protocol, China has repeatedly promised to treat foreign enterprises equally in government
procurement, most recently in its new Foreign Investment Law.®

Excluding foreign technology from government offices would automatically create an enormous market for Chinese
hardware manufacturers, but technology experts question whether the short timeline is even feasible. Asset manager
Jeffries estimates foreign firms’ technology revenues in China from both private and government purchases total
$150 billion annually.®* Analysts at broker China Securities estimate the policy would impact 20-30 million
desktops and other pieces of hardware, raising questions over whether China’s government would earmark funds
to replace working technology currently in use.® Truly “domestic” products may not even be possible to acquire,
as Chinese hardware manufacturers like Lenovo remain highly dependent on foreign components in their
manufacturing process.®® Implementing the directive may be even more difficult on the software side. China’s
homegrown alternatives to the dominant operating systems of Windows and Apple are not widely used and have
few developers, leading to a dearth of options for compatible software.®’

Analysts from China Securities claim the directive originated from the CCP Central Office, a powerful
administrative organization overseeing the CCP’s internal function.®® Chinese officials have denied the veracity of
these reports. When asked about this during an interview with the Financial Times Chinese edition, China’s
ambassador to the EU, Zhang Ming, said the Chinese Embassy in the EU had not received the directive and claimed
China’s economy was free of preferential treatment and subsidies.®®

Reports of the Central Office directive came just before China’s new Foreign Investment Law took effect on January
1, 2020. Under the new law, foreign companies will purportedly receive equal treatment in government
procurement.” Chinese policymakers have historically used government procurement as an industrial policy tool,
creating sheltered markets for domestically produced technology by requiring agencies to purchase domestic.”

* Terms of the deal, which was completed on December 19, 2019, have not been disclosed. The only other foreign online payments license
holder, German fintech group Wirecard AG, similarly bought its way into China’s market in November 2019 by acquiring an 80 percent
stake in Beijing-based AllScore Payment Services for up to $81 million. Sarah Perez, “PayPal Completes GoPay Acquisition Allowing
the Payments Platform to Enter China,” TechCrunch, December 19, 2019. https://techcrunch.com/2019/12/19/paypal-completes-gopay-
acquisition-allowing-the-payments-platform-to-enter-china/; Huang Dazhi, “Third Party Payments Industry Changes from 2017 to 2019
(M 2017 & 2019 EE=F{F1T = 2%),” Sina Finance, December 7, 2019. Translation.
https://finance.sina.com.cn/money/bank/dsfzf/2019-12-07/doc-iihnzahi5922394.shtml; Jan-Patrick Barnert and Eyk Henning,
“Germany’s Wirecard Buys Chinese Payments Provider AllScore,” Bloomberg, November 5, 2019.
https://www.bloomberg.com/news/articles/2019-11-05/germany-s-wirecard-buys-chinese-payments-provider-allscore.

T The Shanghai-London Stock Connect, launched in June 2019, allows Chinese companies listed in Shanghai to raise capital overseas and
allows foreign companies to list in mainland China. London Stock Exchange Group, “Shanghai-London Stock Connect.”
https://www.lseg.com/markets-products-and-services/our-markets/shanghai-london-stock-connect.
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In Focus: Index Inclusions Increase Foreign Holdings of Chinese
Securities

Historically, foreign investment flows into China have been dominated by foreign direct investment (FDI) due to
strict foreign ownership restrictions on RMB-denominated securities. However, the composition of foreign
investment in China has changed dramatically in the last few years amid a series of regulatory reforms adopted by
Beijing. Portfolio investment is now on track to eclipse FDI in terms of annual flows (see Figure 2). Foreign
investment in fixed income securities has grown particularly quickly after the Hong Kong Bond Connect program
launched in July 2017, with annual flows increasing from $27.1 billion in 2016 to $99.5 hillion in 2018.7

Figure 2: Foreign Investment in China, 2011-2018
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Source: China State Administration of Foreign Exchange via CEIC database.

A major contributor to rising portfolio investment is the inclusion of Chinese securities into several key global
investment indexes, against which an estimated $8.4 trillion in assets under management is benchmarked.” ”® These
inclusions will lead to a projected $405 billion in new portfolio inflows over the next 2-3 years.” Until at least
2014 foreign investors had limited access to onshore Chinese securities due to a variety of regulatory obstacles that
prevented them from trading freely. Index providers were concerned that if they included Chinese securities, funds
could not easily replicate the index in their trading books.” These concerns began to ease following the launch of
the Shanghai- and Shenzhen-Hong Kong Stock Connect programs in April 2014 and August 2016, respectively.’
Then, in April 2018 the CSRC raised the daily quota for northbound transactions through the Stock Connect
program from RMB 13 billion to RMB 52 billion ($1.8 to $7.2 billion), opening the door for the subsequent
inclusion of A-shares' into several benchmark MSCI and FTSE Russell indexes in 2018-2020.7

Between 2017—when the Bond Connect program launched—and 2019, Chinese regulators worked to eliminate
lingering obstacles to similar inclusions into global fixed income indexes. In September 2018, regulators rolled out

* This estimate does not include the estimated $3 trillion in assets under management benchmarked against the FTSE Russell World
Government Bond Index, as FTSE Russell has not yet set a date for a China bond inclusion. Bobby Lien and David Sunner,
“Liberalization of China’s Portfolio Flows and the Renminbi,” Reserve Bank of Australia Bulletin, September 19, 2019.
https://www.rba.gov.au/publications/bulletin/2019/sep/liberalisation-of-chinas-portfolio-flows-and-the-renminbi.html

 A-shares are RMB-denominated securities of companies incorporated in China that trade on either the Shanghai or Shenzhen stock
exchanges. A-share trading is restricted to Chinese residents, and foreigners can only access the A-shares market through special
investment programs such as the Qualified Foreign Institutional Investor program and the Stock Connect programs. A-shares are distinct
from other Chinese share classes such as H-shares (shares in Chinese incorporated companies listed on the Hong Kong Stock Exchange),
trading of which is not restricted to Chinese residents. FTSE Russell, “Guide to Chinese Share Classes,” May 2019.
https://research.ftserussell.com/products/downloads/Guide_to_Chinese_Share_Classes.pdf.
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Delivery versus Payment (DvP) settlement” for the Bond Connect, removing a key source of risk for foreign
investors.”® Two months later, the State Taxation Administration announced that foreign bond investors would
enjoy a three-year exemption from corporate and value-added taxes.” Collectively, these reforms addressed
concerns around investor confidence and market accessibility that were raised by Bloomberg and other index
providers, and resulted in a wave of inclusions of Chinese securities over the last two years (see Figure 3).8°

Figure 3: Timeline of Chinese Securities’ Inclusion into Global Indexes, 2017-2019
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So far, four major index providers have announced or begun implementing inclusions of Chinese securities into key
global indexes, and a fifth is expected to soon follow suit. All four have opted for a phased inclusion approach,
which allows them to monitor the replicability of the index with each increase to the weighting of Chinese securities
and adjust as necessary.%!

e MSCI: In June 2017, U.S. investment research firm and index provider MSCI announced it would begin
including A-shares in its benchmark Emerging Market (EM) Index and All Country World Index (ACW]1).82
The initial inclusion took place in May 2018 and added 230 large cap® A-shares at an inclusion factor* of 2.5
percent.® MSCI subsequently raised the inclusion factor in several phases to its current 20 percent and increased
the number of shares to 472.84 Following the completion of this process in November 2019, A-shares represent
4 percent of MSCI’s EM Index and 0.5 percent of its ACWI Index.® Applying these weightings to total assets
under management currently benchmarked against the two indexes generates a projection of $60 billion and

* DVP is a settlement process that enables the simultaneous payment for and delivery of financial securities within the SWIFT messaging
system. DvP removes settlement-date-related risks for buyers of securities.

 Large cap, mid cap, and small cap are commonly used classifications that refer to the size of listed companies measured by market
capitalization (the number of outstanding shares multiplied by the share price). Although in the United States $10 billion is the typical
threshold for a company to be considered large cap, private financial institutions will sometimes use their own definitions. MSCI
frequently adjusts its minimum thresholds for classifying securities as small, mid, or large cap, but as of April 2018 it applied a cutoff of
$8.6 billion for the large cap classification in emerging markets. Tom Gresham, “What Is the Difference between Large Cap & Small
Cap Stocks?” Zacks, April 25, 2019. https://finance.zacks.com/difference-between-large-cap-small-cap-stocks-4117.html; MSCI, “MSCI
Global Investable Market Indexes Methodology,” May 2018, 21.
https://www.msci.com/egb/methodology/meth_docs/MSCI_GIMIMethodology May2018.pdf.

1 The assigned weighting of a security or group of securities within an equities index is in part determined by an “inclusion factor,” defined
as the proportion of total investable market capitalization included in the index. In the Chinese context, market capitalization is adjusted
to account for foreign ownership restrictions. Although the inclusion factor is expressed as a percentage, this should not be confused with
the security’s weighting within an index (also expressed as a percentage). In other words, an inclusion factor of 20 percent indicates that
20 percent of the relevant security’s market capitalization is used for index construction, and does not mean the security will have a 20
percent weighting within the index. FTSE Russell, “China A-Shares Inclusion—Seven Key Points,” June 24, 2019.
https://www.ftserussell.com/blogs/china-shares-inclusion-seven-key-points; MSCI, “China A Shares Inclusion: Implementation Q&A,”
July 2018, 6. https://www.msci.com/documents/1296102/1330218/CNA_Incl_QA.pdf/acc8h584-ccec-4483-958f-fc2f558ddbla.
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$16 billion in inflows, respectively.® After completing the inclusion process, MSCI announced it would not
consider any further A-shares weighting expansions until outstanding regulatory issues—namely lack of access
to derivatives, options contracts, and other hedging instruments—are resolved.®’

e FTSE Russell (equities): In September 2018, London Stock Exchange subsidiary and indexing services
company FTSE Russell announced it would promote the A-shares market to “secondary emerging market
status,”” a change that made A-shares eligible for inclusion in FTSE Russell’s benchmark Global Equity Index
Series (GEIS).88 FTSE Russell simultaneously announced plans for an A-shares inclusion in three tranches from
June 2019 to March 2020.%° Similar to MSCI’s phased weighting expansion, each tranche raises the inclusion
factor—with the three tranches set at 5 percent, 15 percent, and 25 percent, respectively—and increases of the
number of securities included.®® FTSE Russell’s indexes already include a broader set of Chinese equities (1,093
distinct securities as of September 2019) than MSCI because they do not restrict inclusions by size, whereas
MSCI’s only include large cap and mid cap equities.*

e Bloomberg: In March 2018, Bloomberg announced it would include RMB-denominated sovereign and policy
bank bonds in its Bloomberg Barclays Global Aggregate Index.® The inclusion schedule is phased over a 20-
month period that began in April 2019 and is expected to result in a 6 percent weighting of Chinese securities
within the index with associated projected inflows of $150 billion.%®

e JP Morgan: In September 2019, JP Morgan announced plans to include nine Chinese government bonds with
five- and ten-year maturities in its Government Bond Index-Emerging Markets (GBI-EM) series beginning in
February 2020.%* The biggest impact will be on the GBI-EM Global Diversified index, which has an estimated
$202 billion in assets under management benchmarked against it. J> Morgan will implement the inclusion in
this index over a period of ten months, increasing the weighting of Chinese bonds by 1 percent each month until
their representation reaches a cap of 10 percent.®® The weighting cap assigned to Chinese bonds within other
indexes in the series will range from 10 percent to 15 percent.®® JP Morgan estimates that the inclusion of
Chinese securities into its GBI-EM index series will lead to inflows of between $22 billion and $24 billion.*’

e FTSE Russell (fixed income): Chinese bonds currently remain on the watch list for inclusion into FTSE
Russell’s World Government Bond Index (WGBI) after the company declined to follow its competitors in its
last review in September 2019.% However, FTSE Russell is widely expected to move forward with an inclusion
in the future and the company’s head of fixed income index policy, Nikki Stefanelli, noted in September that
she sees “significant progress toward a future upgrade.”®

Although MSCI is so far the only company to complete its scheduled inclusion of Chinese securities, the inclusions
announced by other index providers also imply a significant future inflow of funds based on the total assets under
management benchmarked against the indexes. Factoring in a potential inclusion of Chinese bonds by FTSE
Russell, the combined projected inflow would reach $405 billion over the next 2-3 years (see Figure 4).1%° The
majority of this investment will be in China’s bond market, which accounts for $322 billion of the projected total.1%!

* FTSE Russell uses a proprietary classification methodology to categorize equities markets across four tiers: developed, advanced
emerging, secondary emerging, and frontier. The GEIS—FTSE Russell’s main set of global indexes—only includes securities from
developed, advanced emerging, and secondary emerging markets. FTSE Russell, “FTSE Equity Country Classification Process,”
September 2019. https://research.ftserussell.com/products/downloads/FTSE_Equity_Country_Classification_Paper.pdf; FTSE Russell,
“Product Highlights: FTSE Global Equity Index Series.” https://research.ftserussell.com/products/downloads/geis-cut-sheet.pdf.
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Figure 4: Projected Inflows from Onshore Securities Inclusions
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Compared to China’s vast domestic debt market—which the Bank for International Settlements estimated at $35.6
trillion in the second quarter of 2019—$322 billion is a relatively small amount.1% Even after all currently scheduled
inclusions are completed, the weighting of Chinese securities in global indexes will remain far from commensurate
with China’s share of the global economy. However, several factors will drive further expansion by index providers
of Chinese securities—particularly in fixed income. First, yields on Chinese government bonds remain high
compared to most developed markets. As of January 2020, the yield on ten-year Chinese government bonds was
3.17 percent, compared to 1.88 percent for Treasuries and 0.83 percent for Gilts of the same maturity.*%* Moreover,
widespread negative interest rates in developed markets—ten-year Japanese government bonds, for example, have
a yield of -0.02 percent as of January 2020—will intensify investors’ search for stronger returns and increase the
attractiveness of investing in Chinese debt.’® Second, market weights within fixed income indexes are partly
determined by the size of outstanding public debt.’% As local governments in China have spent heavily to combat
the economic slowdown, public debt could be set to rise in coming years, which would in turn increase China’s
weight within the indexes.2%’

Disclaimer: The U.S.-China Economic and Security Review Commission was created by Congress to report on the national
security implications of the bilateral trade and economic relationship between the United States and the People’s Republic of
China. For more information, visit www.uscc.gov or follow the Commission on Twitter at @USCC_GOV.

This report is the product of professional research performed by the staff of the U.S.-China Economic and Security Review
Commission, and was prepared at the request of the Commission to support its deliberations. Posting of the report to the
Commission’s website is intended to promote greater public understanding of the issues addressed by the Commission in its
ongoing assessment of U.S.-China economic relations and their implications for U.S. security, as mandated by Public Law 106-
398 and Public Law 113-291. However, it does not necessarily imply an endorsement by the Commission, any individual
Commissioner, or the Commission’s other professional staff, of the views or conclusions expressed in this staff research report.
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