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U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION

NOVEMBER 17, 2021

The Honorable Patrick Leahy

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

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

DEAR SENATOR LEAHY AND SPEAKER PELOSI:

On behalf of the U.S.-China Economic and Security Review Com-
mission, we are pleased to transmit the Commission’s 2021 Annual
Report to Congress. This Report responds to our mandate “to moni-
tor, investigate, and report to Congress on the national security im-
plications of the bilateral trade and economic relationship between
the United States and the People’s Republic of China.” The Commis-
sion reached a broad and bipartisan consensus on the contents of
this Report, with all 11 members (one appointment remains vacant)
voting unanimously to approve and submit it to Congress.

In accordance with our mandate, this Report, which is current as
of October 8, includes the results and recommendations of our hear-
ings, research, and review of the areas identified by Congress in our
mandate, as defined in Public Law No. 106-398 (October 30, 2000)
and amended by Public Laws No. 107-67 (November 12, 2001), No.
108-7 (February 20, 2003), 109-108 (November 22, 2005), No. 110-
161 (December 26, 2007), and No. 113-291 (December 19, 2014). The
Commission’s charter, which includes the 11 directed research areas
of our mandate, is included as Appendix I of the Report.

The Commission conducted seven public hearings, taking testimo-
ny from 75 expert witnesses from government, the private sector, ac-
ademia, think tanks, research institutions, and other backgrounds.
For each of these hearings, the Commission produced a transcript
(posted on our website at www.uscec.gov). This year’s hearings in-
cluded:

e U.S.-China Relations at the Chinese Communist Party’s Cen-
tennial;

e Deterring PRC Aggression toward Taiwan,;

e U.S. Investment in China’s Capital Markets and Military-Indus-
trial Complex;

e An Assessment of the CCP’s Economic Ambitions, Plans, and
Metrics of Success;

e China in Latin America and the Caribbean;
e China’s Nuclear Forces; and
e U.S.-China Relations in 2021: Emerging Risks.

The Commission received a number of briefings by executive
branch agencies and the intelligence community, including both un-
classified and classified briefings on net assessments of U.S. and
Chinese military capabilities, the cross-Strait military balance, Chi-
na’s nuclear forces, the effects of China’s termination of Hong Kong’s
autonomous status, U.S. responses to the growth of China’s mili-
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tary power, and developments in China’s biotechnology sector. The
Commission also received briefings by foreign diplomatic officials as
well as U.S. and foreign nongovernmental experts. The Commission
includes key insights gained through these briefings either in its
unclassified Annual Report or, as appropriate, in a classified annex
to that Report.

The Commission was unable to conduct official travel this year
due to the COVID-19 pandemic. We adapted and increased our vir-
tual discussions with interlocutors to ensure the continued diversity
of perspectives heard by the Commission. The Commission also re-
lied substantially on the work of our excellent professional staff and
supported outside research (see Appendix IV) in accordance with
our mandate (see Appendix I).

The Report includes 32 recommendations for congressional con-
sideration. The Commissioners agreed that ten of these recommen-
dations, which appear on page 21, are the most important for
congressional action. The complete list of recommendations appears
on page 491 at the conclusion of the Report.

We offer this Report to Congress in the hope that it will be useful
for assessing progress and challenges in U.S.-China relations. Thank
you for the opportunity to serve. We look forward to continuing to
work with Members of Congress in the upcoming year to address
issues of concern in the U.S.-China relationship.

Yours truly,

Carolyn Bartholomew Robin~ Cleveland
Chairman Vice Chairman
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EXECUTIVE SUMMARY
Chapter 1: U.S.-China Global Competition

Section 1: The Chinese Communist Party’s Ambitions and
Challenges at Its Centennial

For the Chinese Communist Party (CCP), 2021 has been a mo-
mentous year. As it celebrated the hundredth anniversary of its
founding, the CCP aimed to show the world that it has transformed
China into a prosperous and powerful country that is prepared to
assume and is deserving of a greater leadership role in internation-
al affairs. Undeniable successes, such as the fact that hundreds of
millions of people rose out of poverty over the past several decades,
have emboldened CCP leaders and contributed to their belief in Chi-
na’s supposedly inexorable rise. The CCP’s triumphalism likely de-
rives both from a genuine belief in its own superiority and from the
need to legitimize and sustain its one-party rule. This triumphalist
propaganda, however, hides the CCP’s rising concerns that failing
to demonstrate the superiority of its model and address longer-term
challenges could jeopardize the Party’s domestic control and inter-
national influence.

While China’s leaders may have envisioned 2021 as a showcase
for China’s rejuvenation under the CCP, the year also made clear
the profound internal and external challenges facing the Party. The
ongoing economic shocks and international scrutiny of the CCP’s
handling of the novel coronavirus (COVID-19) pandemic, along
with growing international pushback against the CCP’s repressive
policies in Xinjiang, violation of its commitment to maintain Hong
Kong’s autonomy, and increasingly aggressive posture regarding
Taiwan, provide a stark contrast to the optimistic image promoted
by Beijing. China’s economy is also confronted with a range of struc-
tural challenges, including rising debt, an imbalanced growth model,
demographic decline, and environmental degradation. Politically, the
CCP faces internal disunity manifested not only among CCP mem-
bers but also in the highest levels of the policymaking apparatus.
The CCP’s insistence on its superiority and inability to admit failure
limit its ability to effectively address these challenges.

Regardless of whether future developments cause the Chinese gov-
ernment to feel more or less secure, it will likely react by becoming
even more assertive. China’s leadership is increasingly uninterested
in compromise and willing to engage in destabilizing and aggres-
sive actions in its efforts to insulate itself from perceived threats
or to press perceived advantages. As Beijing views itself facing a
more adversarial international environment, its attempts to impede
political and economic coordination between the United States and
other democracies will likely intensify. China’s increased emphasis
on self-sufficiency will also lead to continued difficulties, such as
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discriminatory treatment of U.S. firms hoping to participate in Chi-
na’s market. The CCP will likely continue escalating its combative
approach absent coordinated action from the United States and its
allies and partners.

Key Findings

The CCP views the 2021 centennial of its founding as a time
for both great confidence and great caution as it seeks to con-
solidate domestic and international support ahead of key polit-
ical goals in 2035 and 2049. Through a widespread propaganda
campaign, it has promoted a triumphalist narrative while omit-
ting any mention of the CCP’s serious shortcomings and heavily
censoring dissenting opinions. The CCP’s triumphalism derives
both from a genuine belief in its own superiority and from the
need to sustain its authoritarian system.

CCP leaders publicly express confidence that China will prevail
in an ideological and civilizational clash with the United States
and other democracies they refer to as “the West.” Chinese lead-
ers portray the United States as a waning superpower on a
path toward inevitable decline and believe China will be able to
continue expanding its power and influence globally.

China confronts a range of challenges that undermine the CCP’s
triumphalist narrative. Economically, China faces a set of struc-
tural problems, including growing debt, income inequality, de-
mographic decline, and technological dependence on the United
States and other advanced democracies that policymakers have
been only partly willing or able to address. Politically, the CCP
is concerned about internal disunity, corruption, and a lack of
ideological conviction within its ranks.

The CCP also perceives the international environment as be-
coming increasingly hostile to the Party’s aims. This view has
sharpened as the United States and other countries have more
firmly pushed back against China’s actions, including its poli-
cies in Xinjiang and Hong Kong, its handling of the COVID-19
pandemic, economic coercion, and Chinese diplomats’ aggressive
approach to foreign policy. External pressure has increased CCP
paranoia about the potential for external forces to amplify in-
ternal dissent and threaten its regime.

Both the CCP’s confidence and its insecurity have contributed
to an uncompromising approach domestically and to the outside
world. Regardless of how China’s internal and external environ-
ments develop, the CCP’s aggressive posture will likely harden
further as Chinese leaders confront the tensions between their
rhetoric and their challenges. The CCP is now likely to react in
an aggressive manner either in order to defend itself against
perceived threats or to press perceived advantages.

Section 2: China’s Influence in Latin America and the

Caribbean

China’s role in Latin America and the Caribbean has become less
constrained and increasingly visible over the past decade. Economic
interests drive China’s engagement in the region as it seeks com-
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modities and raw materials to fuel its economy while building for-
eign markets for its companies and technologies. China has become
a critical trading partner, investor, and bilateral financier for many
Latin American and Caribbean countries. As it has become more
economically embedded within the region, China has also devoted
increasing attention to promoting its political interests, such as iso-
lating Taiwan, expanding the Belt and Road Initiative, and defend-
ing itself from criticism of its human rights abuses.

In pursuit of its goals in the region, China has cultivated rela-
tionships in Latin American and Caribbean countries at all levels
of government, across the political spectrum, and with nongovern-
mental actors. China leverages centralized control over its own
economy and political apparatus to enhance its negotiating power
across seemingly unrelated issue areas, such as by attempting to
use provision of vaccines to pressure countries to terminate diplo-
matic relations with Taiwan. China has previously leveraged its eco-
nomic and political influence to establish a space tracking station in
Argentina under the control of the People’s Liberation Army (PLA),
and it continues to deepen its involvement both in the financing and
development of potential dual-use infrastructure and in the region’s
emerging space sector.

While China’s economic engagement in the region has support-
ed growth, its trade and investment relations risk stunting Latin
American and Caribbean countries’ development by increasing their
economic dependence on commodity exports to China. To solidify its
access to regional commodities like lithium, China couples trade
with strategic investments and financing that increase its control
over entire supply chains. Cementing its central position in some
countries’ economies, China plays a major role in providing financ-
ing for the region’s much-needed infrastructure. This economic en-
gagement often contributes to worsening environmental, social, and
governance conditions in the region, as many governments compro-
mise their own laws and regulatory regimes to attract Chinese in-
vestment.

China’s deepening engagement with Latin American and Caribbe-
an countries reinforces trends that run counter to U.S. values and
interests. Through trade, loans, and political backing, China has pro-
vided an economic lifeline to authoritarians like the Maduro regime
in Venezuela while supporting democratic backsliding elsewhere in
the region. China’s expanding control over entire supply chains in
the region may also harm U.S. competitiveness and threaten U.S.
access to critical inputs for emerging technologies. Finally, by ex-
panding its economic, political, and security relationships in the re-
gion and building dependencies in select countries, China is laying
the groundwork for deepening influence and presence in a region of
particular strategic significance for the United States.

Key Findings
e China has expanded and diversified its relationships with Lat-
in American and Caribbean countries over the past decade. Al-
though economic interests are the main driver for its activities

in the region, China is devoting increasing attention to pursu-
ing political and to some degree security objectives, including
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gaining international support for its diplomatic initiatives, pres-
suring countries to sever relations with Taiwan, and deepening
military relationships.

China employs a whole-of-government approach in its relation-
ships with Latin American and Caribbean countries, often by-
passing national governments to advance its interests at the lo-
cal level. Beijing’s strategy coordinates efforts by China’s official
government representatives, such as embassies and political
influence entities, state and nonstate companies, and quasi-gov-
ernmental entities, to influence decisions across unrelated issue
areas. China adapts its approach to individual countries’ politi-
cal and social structures, cultivating relationships with national
governments, subnational governments, and nongovernmental
organizations.

China’s economic importance and targeted political influence
encourage Latin American and Caribbean governments to make
domestic and foreign policy decisions that favor China while
undermining democracies and free and open markets. China’s
position as a top trading partner and bilateral lender for many
countries gives it economic and political leverage. Substantial
foreign direct investment from China is a tool of influence, as
accumulation of assets affords Chinese companies the power to
impact local and domestic prices in key sectors, such as miner-
als and energy.

China has closely collaborated with authoritarian regimes in
the region, such as the Maduro regime in Venezuela, and en-
abled democratic backsliding in other countries, such as Ecua-
dor and Bolivia. By selling digital and surveillance technologies
to regimes in the region, China has enabled them to surveil and
repress their populations, critics, and opponents. China has also
provided significant financial support to these governments,
thereby extending them an economic lifeline when they were
cut off from international financial markets.

Although China’s demand for commodities has boosted regional
economic growth, it has also encouraged its trading partners’
overreliance on natural resource extraction at the expense of
higher-value-added activities. Many countries voluntarily com-
promise their own environmental, social, and governance regu-
lations to attract Chinese investment. Due to the region’s weak
institutions, China’s expanding influence may also facilitate cor-
ruption and increase risks to countries’ resource security and
national interests.

China aspires to deepen its military engagement in Latin America
and the Caribbean, although its current security activities in the
region are limited in scope. Beijing has previously leveraged its
economic and political influence in Argentina to establish a space
tracking station operated by the PLA. Influence gained by financ-
ing and constructing potential dual-use infrastructure such as
ports and supporting space programs throughout the region posi-
tions China to further increase its military presence in the future.
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Chapter 2: U.S.-China Economic and Trade Relations

Section 1: Year in Review: Economics and Trade

In 2021, China’s economy continued to confront immediate disrup-
tion caused by the COVID-19 pandemic as well as long-term chal-
lenges to economic dynamism and financial stability predating the
outbreak. Consumed with shoring up short-term growth and project-
ing an image of strength on the eve of the CCP’s centennial, China’s
leadership resorted to a familiar playbook of government support for
industry. The resulting rebound deepened already acute financial
risks, and China’s significant debt buildup became a renewed focus
for Chinese policymakers. In particular, the Chinese government’s
attempts to rein in debt-fueled expansion of the property sector led
to a sharp contraction in one of the country’s main economic drivers
and prompted a series of corporate defaults.

China’s government initiated numerous regulatory actions against
data-intensive industries throughout 2021, particularly in fintech,
ecommerce, and online education. The unprecedented regulatory
tightening reflected the CCP’s desire to reassert control over non-
state tech behemoths, such as Alibaba. The effects were felt in inter-
national financial markets, underscoring the distinct political risks
to U.S. investors posed by U.S.-listed Chinese companies. Chinese
regulators’ scrutiny of Chinese companies, including ride-sharing
app Didi Chuxing immediately following its July 2021 initial public
offering on the New York Stock Exchange, led to hundreds of billions
in lost market capitalization on U.S. exchanges.

Despite continued tense rhetoric between Washington and Beijing
during 2021, bilateral trade is returning to pre-tariff levels and U.S.
capital flows to China are on the rise. As commercial and financial
flows weave the economies closer together, the Biden Administration
is consolidating a complex mix of the Trump Administration’s policy
initiatives with its own to defend against China’s unfair economic
policies and threats to U.S. national security. The Biden Administra-
tion has signaled that its priorities are to secure U.S. supply chains,
boost U.S. competitiveness, and coordinate with U.S. allies and part-
ners. Many U.S. multinational corporations, meanwhile, continue to
view China as a priority market despite rising concerns about Chi-
na’s protectionist business environment.

In 2021, China focused on using its economic heft for both eco-
nomic gain and geopolitical leverage. The Chinese government sig-
nificantly expanded its use of economic coercion to punish critics
and compel behavior it desires from foreign countries and firms. In
late 2020 and 2021, the Chinese government also moved quickly
in developing a legal and regulatory framework to counter foreign
restrictions on Chinese companies and individuals. A central objec-
tive in China’s expanding legal arsenal is to impose costs on foreign
companies complying with U.S. laws that limit technology transfer
to China.

Key Findings

¢ Though China was the first among major economies to recov-
er following the fallout from the COVID-19 pandemic, topline
growth figures mask an unbalanced and potentially unsustain-
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able recovery. China’s short-term rebound relied on government
transfers to boost local spending and support firms, exacerbat-
ing the country’s substantial debt load. The government’s ap-
proach failed to revive household consumption.

China’s economic rebound in 2020 into 2021 does not repre-
sent a fundamental departure from a decade-long slowdown
trend. The 14th Five-Year Plan (FYP) acknowledges underlying
structural problems, such as declining investment returns, that
prevent the economy from transitioning to a more sustainable
model. China’s leaders believe they can address these chal-
lenges through more state-led technology development and by
strengthening, rather than loosening, the government’s control
over the economy.

Escalating defaults by Chinese property developers show the
challenge regulators face in reining in the highly indebted sec-
tor. Cash-strapped developer Evergrande’s debt troubles have
the potential to trigger broader financial instability given Ever-
grande’s significant footprint within China’s economy, including
its connections to Chinese households, contractors and suppliers
in the property sector, banks, and local government finance ve-
hicles.

Chinese policymakers seek a self-sufficient technology sector
that not only is under the CCP’s control but also plays a critical
international role. In 2021, the Chinese government expanded
the breadth of its efforts to foster local technology champions,
but it also initiated a range of enforcement actions against ma-
jor nonstate Chinese tech firms. This crackdown is partly moti-
vated by a desire for greater control of nonstate firms’ collection
and storage of data, which the government views as a strategic
resource and national security priority.

U.S.-China economic integration is strengthening in some areas
but weakening in others. Bilateral trade flows and U.S. portfolio
investment into China are increasing. Bilateral foreign direct
investment flows are down, but there is an increase in venture
capital, private equity, and other investments, and the types of
acquisition targets are changing. Despite ongoing political fric-
tions and concerns about discriminatory treatment, many U.S.
companies remain committed to the Chinese market.

The Biden Administration is building on the Trump Administra-
tion’s assertive approach to addressing China’s unfair economic
practices, threats to U.S. national security, and denial of human
rights by engaging U.S. allies and international institutions in
confronting Beijing. Despite tense rhetoric, China’s government
seeks to prevent commercial tensions with the United States
from escalating in order to maintain economic stability, even as
both countries seek to strengthen supply chain security.

China’s government is formalizing a legal and regulatory frame-
work to counter foreign trade restrictions and sanctions, aimed
especially at U.S. export controls on Chinese companies and fi-
nancial sanctions on Chinese individuals. The most sweeping of
these new measures is the June 2021 Anti-Foreign Sanctions
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Law, which prohibits companies operating in China from com-
plying with foreign sanctions the Chinese government deter-
mines are “discriminatory.”

Section 2: The Chinese Communist Party’s Economic and
Technological Ambitions: Synthetic Biology, New Mobility,
Cloud Computing, and Digital Currency

The Chinese government sees itself as competing directly with
the United States for global economic leadership, a rivalry in which
technological prowess will play a central role. The 14th FYP, Chi-
na’s economic policy blueprint issued in March 2021, emphasizes
innovation and development not only for economic growth but more
importantly for technological self-sufficiency, national security, and
international influence. Chinese policymakers have diminished the
potential role of the market and have strengthened the hand of the
state to direct innovation in emerging technologies. Even where Chi-
na is not able to succeed in its ambitious goals, its implementation
of a grand strategy can still have significant consequences for U.S.
national security, competitiveness, and jobs.

The 14th FYP builds on a strategy seen in the CCP’s Made in
China 2025 plan, augmenting state support for emerging technolo-
gies. Not only does innovation in these fields have great commercial
potential, but Chinese policymakers also see it as instrumental in
resolving key issues currently facing China’s economy and society,
from an aging population to environmental degradation. Such tech-
nologies include the following:

e Synthetic biology has the potential to transform nearly every
sector of China’s economy while addressing important quali-
ty-of-life issues the CCP views as underpinning its own legit-
imacy. The CCP has prioritized the collection of genomic data
both domestically and internationally to gain global leadership
and commercial advantages.

e New mobility, which captures everything from ride-hailing ser-
vices to autonomous vehicles, is a strategic imperative for the
CCP as it seeks both to lower China’s carbon emissions and to
improve domestic transportation. Heavy subsidization of new
energy vehicle production and autonomous vehicle development
challenges U.S. leadership in these sectors and undercuts global
competition.

e Cloud computing is both a critical channel of information flows
and an essential component of advancing all other digital ser-
vices in the economy as it facilitates data collection, transfer,
and storage. Chinese cloud companies have succeeded in a pro-
tected domestic market and are encroaching on U.S. leadership
in developing economies.

The CCP has also prioritized the development of a central bank
digital currency to increase its control over and improve transaction
efficiency within China’s financial system. Through the introduction
of a digital renminbi (RMB), the CCP hopes to reassert the govern-
ment’s role in digital payments and reduce the influence of nonstate
payment platforms Alipay and WeChat Pay while preempting po-



8

tential challenges from cryptocurrencies, such as Bitcoin. A digital
RMB will also increase the CCP’s ability to monitor financial trans-
actions, including any transactions involving non-Chinese users of
the digital RMB. While the CCP’s immediate motivations are pri-
marily domestic, it views the digital RMB as a potential geopolitical
tool that can help China reduce reliance on current international
financial systems, evade U.S. financial sanctions, and increase its in-
fluence over international standards-setting for digital technologies.

Key Findings

e The CCP views achieving technological self-sufficiency as es-
sential for both economic growth and political survival. China’s
leaders believe they can rely on the domestic development of
emerging technologies not only to address long-term structur-
al challenges, such as falling productivity growth, demographic
decline, and environmental degradation, but also to strengthen
Party control and stability while reducing dependency on for-
eign technology and products.

e Under General Secretary of the CCP Xi Jinping, the Party has
increased its control over China’s economy in ways that have
further enhanced the links between China’s state and nonstate
sectors. The CCP believes state control rather than economic
liberalization is essential to achieving economic growth while
maintaining political stability.

e To achieve dominance in emerging technologies like cloud com-
puting, synthetic biology, and new mobility, Chinese policymak-
ers are relying on extensive subsidization and other tactics
similar to those previously used for industries such as ship-
ping, telecommunications, and conventional vehicles. With few
internationally accepted standards or rules, Chinese companies
and other entities are actively shaping standards in collecting,
protecting, and governing data. Chinese efforts to build tech-
nological capacity could have lasting negative consequences for
the future of U.S. technological leadership.

e The CCP is working to establish China as a global leader in
synthetic biology, motivated by the prospective economic ben-
efits and also the potential for synthetic biology to mitigate
structural problems such as deficiencies in China’s healthcare
system and scarce natural resources. The United States leads
in most applications of synthetic biology, but Chinese synthetic
biology firms receive generous state subsidies and have begun
supplementing domestic genomic data collection with interna-
tional collection efforts.

e With its advancements in new mobility, China is positioned to
contest U.S. leadership in various technologies. The Chinese
government has prioritized development of new energy vehicle
technology through extensive subsidies and protectionist poli-
cies while capturing every stage of the supply chain for new
energy vehicle batteries. In autonomous and connected vehicles,
global competition is increasing as Chinese companies are en-
gaged in pursuit of international markets.
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e U.S. global dominance in cloud computing may be challenged
by Chinese competitors in developing markets. Chinese cloud
computing companies have thrived in a protected home mar-
ket and with few exceptions can operate freely in the United
States, while U.S. companies face barriers in China. Protecting
its cloud computing sector to control information and data flows
is a national security priority for China as well as a strategic
imperative to support other key emerging technologies, such as
new mobility, artificial intelligence, biotechnology, smart cities,
and big data applications.

e China leads among major economies in the development of a
central bank digital currency. The CCP’s promotion of a digital
RMB is motivated by several factors, including a desire to in-
crease control and surveillance of financial transactions by state
and nonstate companies, foreign firms operating in China, and
individuals. China’s digital RMB does not present an immedi-
ate challenge to the U.S.-led global financial system, but in the
long term it could undermine the status of the U.S. dollar and
efficacy of U.S. financial sanctions.

Section 3: The Chinese Government’s Evolving Control of the
Corporate Sector

Maintaining strict control over commercial activity is an increas-
ingly urgent priority for the CCP. While the Chinese government
has long managed the allocation of resources and shaped market
outcomes in the Chinese economy, this capability is under growing
strain. In 2021, CCP leaders grappled with the market power of the
country’s nonstate technology sector and credit events that threat-
ened financial stability and renewed concerns about China’s debt
sustainability. As the CCP comes to grips with the scale of these
problems, it seeks to assert unassailable authority over all manner
of companies and fortify supervision of an increasingly complex Chi-
nese economy.

The Chinese government exercises control through various
channels to guide corporate decision-making in service of policy
priorities. Chinese law already affords the state privileged status
in the governance of any corporation for which it is a sharehold-
er. This makes any state-invested enterprise subject to Beijing’s
influence and control, no matter how small its investment. The
Chinese government’s recent acquisition of a 1 percent stake in
social media giant and TikTok parent company ByteDance, for
example, affords it a board seat in one of the firm’s subsidiar-
ies. Under General Secretary Xi, the Chinese government has ex-
panded such investment in the nonstate sector to bring broader
swathes of commercial activity under the state’s control. China’s
government also deploys policy incentives, including subsidies,
grants, and tax breaks, to ensure corporate activity aligns with
the CCP’s policy interests.

In contrast to the Chinese government’s de jure mechanisms
for intervention and influence, the CCP is not bound by legal con-
straints. Within state-owned, nonstate, and foreign enterprises alike,
CCP committees exert growing influence over corporate governance
by overseeing personnel appointments and monitoring employee be-
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havior. Within capital markets, the CCP is also superseding the role
of regulators in enforcement.

The Chinese government’s evolving control over China’s corporate
sector blurs the relationship between commercial actors and the
state, ultimately making distinctions between “state” and “nonstate”
companies less meaningful. Instead, China’s economy today is one
in which the government maintains a ready and rapidly expand-
ing ability to intervene in any company’s operations. This ability is
fundamentally reshaping government-corporate relations in China
and underscores that the state-directed operation of the Chinese
economy is wholly distinct from what is observed in market-orient-
ed economies elsewhere. As the CCP further cultivates and bolsters
this ability, U.S. businesses and investors must recognize that their
participation in the Chinese economy is conditioned by the CCP’s
policy priorities and subject to its control.

Key Findings

e China’s government has developed numerous avenues through
which to monitor corporate affairs and direct nonstate firms and
resources toward advancing CCP priorities. Within this expand-
ed framework of government control, traditional definitions of
state control in an entity no longer apply because any entity
may be compelled to act on behalf of the Chinese government’s
interest, regardless of the state’s formal ownership.

e Control of Chinese firms is blurred, contrary to the precise di-
vision between state and nonstate firms implied in corporate
ownership registration. Historically, nonstate firms have sought
state investment to overcome political and regulatory barri-
ers. China’s government is also now increasing investments
in nonstate firms to advance its technology development goals
and policy objectives, further obscuring the distinction between
state and nonstate.

¢ Under General Secretary Xi, the Party has systematically ex-
panded its representation in corporate governance. Whereas
traditional regulatory intervention in corporate affairs occurs
through Chinese bureaucratic mechanisms prescribed by law,
there are no such constraints on the CCP. Consequently, it can
lf)le impossible to identify the extent of the exercise of CCP in-
uence.

e The CCP is also supplanting the role of Chinese government
agencies in market monitoring and regulatory enforcement.
While this may create the appearance of better regulated mar-
kets, replacing routine bureaucratic functions with CCP inter-
vention both acknowledges the inherent weakness of Chinese
state institutions and further undermines their effectiveness.

e Chinese corporate law affords the state unique and substantial
governance rights as an investor and imposes a legal obliga-
tion to serve state development goals on all firms. By contrast,
nonstate minority shareholders of publicly traded companies,
including U.S. investors in China’s domestic equities market,
are afforded minimal protections.
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Section 4: U.S.-China Financial Connectivity and Risks to
U.S. National Security

The Chinese government is engineering capital markets to but-
tress state-led efforts to advance national development objectives.
China’s strategic use of capital markets seeks to facilitate a more
diversified funding of state priorities, leveraging nonstate and for-
eign capital to bolster technology development and contribute to
military modernization. This reflects a shift in how Chinese leaders
see financial markets. Whereas stock markets were first developed
largely as a means to bail out China’s heavily indebted state sector,
Chinese policymakers today see the Shanghai and Shenzhen Stock
Exchanges as pivotal vehicles to ensure capital flows to where the
state needs capital most.

Since 2014, the Chinese government has taken an array of steps
to gradually expand foreign access to China’s financial markets,
and since 2018 it has encouraged foreign financial services firms
to establish a presence in the Chinese market. The Chinese gov-
ernment’s strategic financial opening has resulted in increased U.S.
and foreign investor participation in China’s financial markets,
with major investment indices adding Chinese securities to their
benchmarks. These inclusions are automating U.S. asset allocations
toward the Chinese market and redefining Chinese securities as
standard features of a well-diversified investment portfolio. The ex-
panded presence of prominent U.S. asset managers in the Chinese
market further facilitates perceptions of China’s financial markets
as sophisticated and stable, amplifying U.S. investor interest in Chi-
nese securities.

China’s tightened integration with global financial markets poses
distinct economic risks to U.S. investors and national security risks
to the United States. Increased U.S. and foreign investor participa-
tion in China’s capital markets coincides with Beijing’s tightened
control over China’s corporate sector. Beijing also uses a host of
investment vehicles, such as government guidance funds and mili-
tary-themed investment products, to steer capital toward companies
contributing to China’s military industrial complex. These various
investment vehicles contribute to a capital market whose basic func-
tion prioritizes development objectives that may run counter to U.S.
interests.

The convergence of tightened U.S.-China financial connectivity
with the Chinese government’s strategic use of financial markets
presents novel challenges to U.S. policymakers. U.S. capital and
expertise may unwittingly contribute to improvements in China’s
military capabilities or support a Chinese startup whose underde-
veloped technology today may be used to abuse human rights tomor-
row. This risk becomes more acute as Beijing’s control over China’s
commercial ecosystem blurs the lines between civilian and defense
activities of Chinese companies. Chinese firms’ potential government
and military ties challenge traditional U.S. policy approaches to re-
stricting trade and investment with problematic partners. This is
because U.S. trade and investment screening focuses on individual
entities or transactions, an approach that cannot keep pace with the
Chinese government’s military-civil fusion strategy. Policy solutions
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targeting only the most overtly threatening Chinese companies may
miss the diversity of actors in China’s military-industrial ecosystem.

Key Findings

e A surge of U.S. investor participation in China’s markets is
outpacing the U.S. government’s defense against the diverse
threats to U.S. national and economic security posed by U.S.
investment in some problematic Chinese companies. This inflow
of U.S. capital into China’s economy is occurring as the Chinese
government strengthens its ability to direct nonstate firms and
resources toward advancing strategic priorities that may harm
U.S. interests and as Beijing further fuses military and civilian
corporate operations.

e The Chinese government permits the participation of foreign
firms and investors in the Chinese market only when it suits
its national interest. As a result, nominal financial “opening”
in China in reality is a carefully managed process designed to
reinforce state control over capital markets and channel foreign
funding toward fulfilling the Chinese government’s national de-
velopment objectives.

e China’s military-industrial ecosystem encompasses state and
nonstate firms, research institutes, and investment funds, all
acting in concert in service of China’s military modernization
objectives. These coordinated efforts may advance an agenda
that threatens U.S. national security but is not always evident
at the level of individual entities or transactions. Traditional
legal remedies, such as trade and investment restrictions, are
limited in their ability to fully address these threats, and cur-
rent tools may be inadequate.

e The U.S. government’s defense against these challenges is fur-
ther constrained by strong U.S. investor interest in Chinese
markets and the outsized influence of unregulated investment
indices in steering global capital flows. The substantial increase
in the inclusion of Chinese securities in investment indices au-
tomates U.S. investor allocation toward Chinese companies.
Because passively managed index funds replicate these indices
and actively managed funds seek to at least outperform them,
index providers have played a pivotal yet unregulated role in
guiding foreign portfolio investment toward Chinese companies.

e Compared to portfolio investment, private equity and venture
capital investment present a unique set of challenges. Critical
technical knowledge, managerial expertise, and business connec-
tions often flow to the investment target in addition to funding.
Lack of transparency in private transactions compounds both
oversight challenges for U.S. regulators and potential risks to
U.S. economic and national security interests.
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Chapter 3: U.S.-China Security, Politics, and Foreign Affairs

Section 1: Year in Review: Security, Politics, and Foreign
Affairs

In 2021, China’s leaders made plain their ambition to present the
CCP’s one-party rule to the world as a superior political, econom-
ic, and moral model to democracy and capitalism. Amid the trium-
phant celebrations surrounding the centennial of the Party’s found-
ing, however, the message of senior leaders was sober. Rather than
evince satisfaction that China’s economic development had ushered
in a new era of peace and prosperity, CCP leaders assessed that
internal and external threats from “enemy forces” were intensifying
and could grow into systemic risks affecting regime security. Today,
the regime is both confident and paranoid, insistent on its superior-
ity but increasingly fearful of subversion and failure.

In its campaign to eradicate perceived harmful influences, over
the past year the CCP expanded efforts to control all aspects of
Chinese society and culture it viewed as threatening. It issued new
counterespionage rules for organizations and enterprises in China
responding to intensified “infiltration” by hostile forces. Meanwhile,
the Chinese government continued its repression of ethnic minori-
ties in the frontier regions of Xinjiang, Tibet, and Inner Mongolia.
Based on reports of authorities’ forced sterilizations, coerced abor-
tions, and other human rights abuses against Uyghurs and other
ethnic and religious minorities in Xinjiang, the United States for-
mally determined the Chinese government to be committing geno-
cide and ongoing crimes against humanity.

Meanwhile, Beijing stepped up its use of military coercion in the
East and South China Seas, the Taiwan Strait, and along the Indi-
an border while encouraging the PLA to establish itself as a global
force able to defend China’s overseas interests. Chinese diplomats
matched the uncompromising tone set by CCP leadership, abandon-
ing much of their remaining decorum as they deepened an embrace
of confrontational “wolf warrior” behavior. Claiming that its aggres-
sive approach was morally justified, Beijing refused to countenance
criticism of its actions. Instead, it demanded that the United States
and other countries alter their own policies, abandoning actions Bei-
jing viewed as competitive and remaining silent on the Chinese gov-
ernment’s destabilizing behavior toward Taiwan and human rights
violations in Hong Kong, Tibet, and Xinjiang. U.S. policy toward
China remained remarkably consistent across the outgoing Trump
Administration and new Biden Administration, with senior officials
in both administrations describing China as the United States’ fore-
most geopolitical challenge of the 21st century.

Key Findings

e In 2021, the CCP marked the centennial of its founding by in-
structing Party members and the Chinese people to prepare for a
decades-long confrontation with the United States and other de-
mocracies over the future of the global order. Chinese leaders grew
more uncompromising in pursuing their interests as they insisted
historical trends proved the inferiority of democracy to the politi-
cal, economic, and normative model of their one-party rule.
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e In an apparent paradox, the CCP assessed that internal and
external threats facing the regime were intensifying and that
its rule was becoming less secure despite the growth of Chinese
power. CCP leaders vowed forceful measures against officials
and Party members wavering in the face of international pres-
sure and continued their repressive campaigns in Hong Kong
and against the Uyghur people, Tibetans, and other ethnic mi-
nority groups.

¢ Beijing reaffirmed its intent to maintain high levels of defense
spending to transform the PLA into a powerful force able to
operate in and beyond the Indo-Pacific region. Chinese leaders
showed new levels of frustration with the PLA’s lagging efforts
to improve its training and personnel quality amid perennial
concerns about the force’s lack of warfighting experience. The
PLA continued to commission advanced warships and field new
aircraft capable of projecting force beyond China’s borders. Bei-
jing also signaled its interest in establishing additional over-
seas military bases, reportedly including locations on Africa’s
west coast.

e China’s diplomats deepened their embrace of a belligerent and
uncompromising approach to foreign relations. The foreign min-
istry’s disregard for the reputational cost of its strident rhetoric
reflected domestic incentives that reward efforts to raise Chi-
na’s global standing while discrediting the United States and
other democracies. As it grew more confrontational toward dem-
ocratic countries, Beijing expanded its partnerships with Russia
and Iran and attempted to cast itself as a leader of developing
countries across Africa, the Middle East, and Central Asia.

e China’s aggressive tone and military coercion of its neighbors
prompted deepening cooperation between Indo-Pacific countries
and new efforts by the EU and others to increase their diplo-
matic and military presence in the region. China continued its
military tensions with India, building illegal military outposts
in neighboring Bhutan and launching cyberattacks that may
have caused blackouts across India.

e U.S. concerns over the growing national security threat from
China continue. Beijing’s refusal to cooperate in investigat-
ing the origins of the COVID-19 pandemic and demands that
the Biden Administration cease all criticism of China’s human
rights abuses and abandon other policies opposed by the CCP
undermined Beijing’s initial hopes for a reset in bilateral ties.

Section 2: China’s Nuclear Forces: Moving beyond a Minimal
Deterrent

China is engaged in an unprecedented buildup of its nuclear forces.
The PLA is constructing hundreds of new silos for its intercontinen-
tal ballistic missiles, growing its stockpile of warheads, developing a
nuclear triad, and improving the accuracy of its delivery systems. At
the same time, the PLA is enhancing the intelligence, surveillance,
and reconnaissance (ISR) capabilities essential for strategic early
warning, ballistic missile defense, and rapid retaliation. These qual-
itative and quantitative changes to China’s nuclear forces signal a
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clear departure from the country’s historically minimalist nuclear
posture.

The modernization, expansion, and diversification of China’s nu-
clear forces raise concerning questions about Chinese leaders’ in-
tentions. A larger, enhanced nuclear arsenal could reinforce the
country’s longstanding nuclear strategy, which achieves deterrence
by maintaining the means to survive and retaliate against an ene-
my’s nuclear first strike. Yet recent improvements in China’s nucle-
ar forces clearly allow Chinese leaders to pursue a more ambitious
nuclear strategy of limited first use if they wish to do so. Moreover,
the growing technological sophistication of China’s nuclear forces
could enable it to adopt more destabilizing nuclear postures, such
as launch-on-warning, which heightens the risk of an accidental nu-
clear exchange.

China’s nuclear buildup creates new risks and planning dilemmas
for the United States. Most importantly, China’s growing nuclear
capabilities raise the risks of unintentional nuclear escalation or a
deliberate nuclear exchange during a conventional conflict in the In-
do-Pacific. An offensive nuclear strategy could strain U.S. extended
deterrence by emboldening Chinese leaders to pursue convention-
al aggression or nuclear coercion against U.S. allies and partners.
Moreover, improvements in China’s nuclear forces could complicate
U.S. nuclear deterrence planning if the United States is forced for
the first time to account for contingencies involving two peer nucle-
ar-armed adversaries. Beijing’s longstanding refusal to participate
in arms control also inhibits deeper arms reductions by the United
States, exacerbates the anxiety of U.S. allies, and threatens to ignite
a global arms race.

Finally, the proliferation of dual-use items with nuclear and mis-
sile applications by China-based entities challenges regional securi-
ty and the global nonproliferation regime. The nuclear and ballistic
missile technologies provided to Iran, North Korea, and Pakistan in
violation of various international agreements restricting the trans-
fer of nuclear and missile technologies over the years continue to
threaten the security of U.S. allies and partners, such as Israel,
Saudi Arabia, South Korea, Japan, and India. Combined with the
direct threat posed by the PLA’s growing nuclear arsenal, the indi-
rect threat posed by such proliferation will increase the pressures
on U.S. allies and partners to develop missile defenses and credible
second-strike capabilities of their own.

Key Findings

e The People’s Republic of China is carrying out its most substan-
tial effort to expand, modernize, and diversify its nuclear forces
since first acquiring nuclear weapons in the 1960s. The PLA is
developing a nuclear triad; fielding new, more mobile, and more
accurate nuclear weapons systems; and significantly expanding
its stockpile of nuclear warheads. The PLA has also enhanced
its ISR systems.

e China’s nuclear buildup puts it on a trajectory to become a nu-
clear peer of the United States in qualitative terms. Qualitative
nuclear parity could entail diversified, reliable, and survivable
delivery systems; highly precise missiles; warheads of various
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yields; robust command and control processes; and sophisticated
ISR, all of which enable a truly secure second-strike capability
and options for calibrated, offensive nuclear use. Current pub-
lic projections suggest China could also become a quantitative
peer in the number of land-based strategic missiles it deploys
by 2030.

Strategic and political forces are driving China’s departure from
a minimalist nuclear posture. For most of its modern history,
China maintained a small nuclear stockpile mainly suitable for
minimal retaliation against an adversary’s nuclear attack. Gen-
eral Secretary Xi’s ambitions for great power status, combined
with military objectives beyond minimal retaliation, have likely
motivated the recent buildup of China’s nuclear arsenal.

At minimum, China’s nuclear buildup enhances its current re-
taliatory strategy by better enabling its nuclear forces to deter
or respond in kind to a nuclear attack. Chinese leaders may
worry that innovations in other nuclear weapon states have
undermined their nuclear deterrent, requiring them to make
changes in order to keep up.

The scale of China’s nuclear buildup, however, suggests it could
also be intended to support a new strategy of limited nucle-
ar first use. Such a strategy would enable Chinese leaders to
leverage their nuclear forces to accomplish Chinese political
objectives beyond survival, such as coercing another state or
deterring U.S. intervention in a war over Taiwan.

Uncertainties created by China’s nuclear buildup heighten the
risk of an accidental nuclear exchange or unforeseen nuclear
escalation during a regional conflict. Specific risks of nuclear es-
calation stem from entanglement between China’s nuclear and
conventional capabilities, its desperation to avoid losing a con-
ventional war in the region, and false alarms that could result
from its possible shift to a launch-on-warning posture.

The PLA’s growing arsenal also casts “nuclear shadows” over
China’s disputes with its neighbors, many of whom are U.S. al-
lies and partners. Improved nuclear capabilities could encour-
age Chinese leaders to coerce or initiate a conventional conflict
against U.S. allies or partners in the region if they believe their
nuclear capability would deter the United States from inter-
vening.

China has continued to play a concerning role in the global pro-
liferation of missile and nuclear technologies, though the man-
ner in which this proliferation occurs has evolved over time.
Whereas two decades ago the Chinese government and state-
owned enterprises were the main source of missile and nuclear
technologies, Chinese companies and private individuals now
play a dominant role in the proliferation of such goods to coun-
tries of concern. The Chinese government turns a blind eye to,
and in some cases tacitly supports, these illicit activities.
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Chapter 4: A Dangerous Period for Cross-Strait Deterrence:
Chinese Military Capabilities and Decision-Making for a
War over Taiwan

Decades of concerted modernization by the PLA have shifted the
military balance in the Taiwan Strait and dangerously weakened
cross-Strait deterrence. Today, the PLA either has or is close to
achieving an initial capability to invade Taiwan—one that remains
under development but that China’s leaders may employ at high
risk—while deterring, delaying, or defeating U.S. military interven-
tion. The PLA’s development of this capability has involved years of
campaign planning and advancements in anti-access and area de-
nial capabilities. China has also demonstrated significant improve-
ments in its shipbuilding capacity to bolster amphibious and civilian
sealift, both of which the PLA has used in amphibious landing ex-
ercises. The PLA will continue to develop all of these capabilities to
enhance Chinese leaders’ confidence that it can successfully execute
an invasion campaign.

Cross-Strait deterrence still holds today because Chinese leaders
remain deeply concerned about the uncertain success of an attempt-
ed invasion as well as its risks and consequences. Failed attempts
by the PLA to invade Taiwan or to counter U.S. intervention risk
undermining the CCP’s legitimacy. The PLA still suffers from sig-
nificant weaknesses in joint operations and personnel quality, con-
tributing to uncertainty among China’s top leaders. A decision to
invade Taiwan also risks destabilizing regional trade flows and sup-
ply chains, damaging the most productive segments of the Chinese
economy and threatening other economic and political objectives as-
sociated with China’s national rejuvenation. Lastly, Chinese leaders
must consider the difficulty of controlling Taiwan’s population after
an invasion and responding to the international fallout from a con-
flict. U.S. measures that deepen Chinese leaders’ anxieties about
these risks are likely to enhance deterrence.

Taiwan is an important U.S. partner and a beacon for democracy
in the region. Taiwan President Tsai Ing-wen has taken important
initial steps to address the cross-Strait military imbalance by in-
creasing Taiwan’s defense budget and fostering Taiwan’s indigenous
defense industry. Nevertheless, the deterrence challenge facing U.S.
and Taiwan leaders will continue to grow more acute as the PLA
improves its capabilities. The United States has historically leaned
on its conventional military advantages to deter China. The ques-
tion is whether and to what extent those tools will be effective if
the PLA continues to consolidate its military advantages within the
first island chain.

Key Findings
e Cross-Strait deterrence is in a period of dangerous uncertainty.
Improvements in China’s military capabilities have fundamen-
tally transformed the strategic environment and weakened the
military dimension of cross-Strait deterrence. China’s increas-
ingly coercive approach to Taiwan puts almost daily pressure

on the cross-Strait status quo and increases the potential for a
military crisis.
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e Chinese leaders likely set 2020 as a key milestone for the PLA
to develop the capabilities needed to invade Taiwan. To achieve
this goal, for nearly two decades the PLA has systematically
planned, trained, and built the forces it believes are required to
invade the island. The PLA has already achieved the capabili-
ties needed to conduct an air and naval blockade, cyberattacks,
and missile strikes against Taiwan. PLA leaders now likely as-
sess they have, or will soon have, the initial capability needed
to conduct a high-risk invasion of Taiwan if ordered to do so by
CCP leaders. They will continue enhancing this capability in
the coming years.

e Any near-term PLA invasion would remain a high-risk option.
Such an operation would rely on the success of the PLA’s more
developed cyberattack, missile strike, and blockade capabilities
to sufficiently degrade, isolate, or defeat Taiwan’s defending
forces as well as its anti-access and area denial capabilities to
prevent decisive U.S. intervention. The PLA’s current military
sea and air lift capacity could carry an initial landing force of
25,000 or more troops. China has developed substantial capa-
bilities to use civilian ships in military operations, providing
capacity for the PLA to land additional troops on Taiwan after
securing a beachhead.

e Given these developments, it has become less certain that U.S.
conventional military forces alone will continue to deter China’s
leaders from initiating an attack on Taiwan. A deterrence fail-
ure is most likely to occur if Chinese leaders believe the United
States is not militarily capable of or politically willing to in-
tervene, or if they interpret ambiguities in U.S. policy to mean
that opportunistic Chinese aggression against Taiwan will not
provoke a decisive U.S. response. General Secretary Xi’s higher
tolerance for risk and desire to establish a lasting legacy could
also contribute to a decision by China’s leadership to attack Tai-
wan despite U.S. warnings.

e Still, whether and when to invade Taiwan is a political rather
than a military question for CCP leaders, who continue to face
substantial constraints on any decision to use force. These in-
clude the inherent uncertainty of a military confrontation with
the United States, the extensive damage that would likely re-
sult to the Chinese economy, and the risk that an attack on
Taiwan could prompt the formation of a coalition of countries
determined to constrain any further growth in China’s power
and influence.

e Taiwan has taken important steps toward asymmetrically de-
fending against a PLA attack, achieving successes in develop-
ing indigenous missiles threatening a PLA invasion or blockade.
Nevertheless, Taiwan faces significant challenges from decades
of underinvestment in defense, leaving it with low stockpiles of
critical resources for enduring a PLA blockade. Some military
leaders are also resisting steps to adopt a more asymmetric pos-
ture.
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Chapter 5: Hong Kong’s Government Embraces
Authoritarianism

Hong Kong has long been recognized as a center for global busi-
ness and a vibrant multinational culture, but these advantages are
at risk as the government rapidly dissolves freedoms in the city.
The 1,283 U.S. companies and estimated 85,000 U.S. citizens resid-
ing in Hong Kong, as well as any who transit the territory, must
now contend with the possibility of arrest. Although the Hong Kong
government continues to emphasize its openness to business and
promote new investment mechanisms, it is increasingly difficult to
determine which business activities will remain safe from political
intervention. This blurred line, along with the fear of being charged
under the National Security Law, presents growing risks not only to
Hong Kongers but also to the future of U.S. businesses, nonprofits,
and employees in Hong Kong.

A year since the Chinese government directly implemented the
National Security Law in the territory, the Beijing-controlled Hong
Kong government has transformed the city into a police state. De-
spite the Hong Kong government’s assurances that the law would
not be enforced retroactively, prosecutors have frequently cited
once-legal activities as evidence to charge defendants with what are
now considered to be national security crimes. The introduction of
the National Security Law destroyed the legal system that had pre-
vailed in Hong Kong since 1997, rendering meaningless the rights
enshrined in the Basic Law, Hong Kong’s mini constitution. Hand-
picked judges now oversee all national security cases, and even if
defendants are ultimately acquitted, their inability to obtain bail
means they may still face years in prison simply for being charged
with a crime.

Authorities have gone to great lengths to intimidate prodemocracy
advocates, eliminate any potential sources of dissent, and effectively
erase Hong Kong’s civil society. In January 2021, Hong Kong police
arrested dozens of would-be opposition candidates en masse, setting
the tone for a year of systemic repression across all institutions in
the city. In March, the central Chinese government approved new
rules designed to guarantee that only pro-Beijing candidates would
be able to run for office in Hong Kong, setting the conditions for
deepening authoritarianism in the territory. The Hong Kong govern-
ment and pro-Beijing entities stripped Hong Kong media organiza-
tions of their independence, resembling censorship observed in the
Mainland’s heavily constrained media environment. Changes to ed-
ucational curricula force Hong Kong’s educators to parrot CCP-ap-
proved propaganda, while civil servants must swear a new loyalty
oath to the Hong Kong and central Chinese governments.

Key Findings

e In the past year, the CCP-controlled Hong Kong government’s
implementation of the National Security Law upended the city’s
social and political environment. The government now views
peaceful political participation as inherently subversive, and
the authorities are targeting many across a broad cross-section
of the population under the new law.
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Changes to Hong Kong’s elections and the composition of its
legislature now ensure pro-Beijing lawmakers will always have
a majority, turning the once-competitive Legislative Council
into a rubber-stamp parliament.

In the year since the imposition of the National Security Law,
Hong Kong experienced a net outflow of 87,100 permanent and
nonpermanent residents. A new immigration bill that entered
into force in August 2021 gives the Hong Kong government the
power to block travel. The government now has the legal au-
thority to enact “exit bans” or to prevent critics of the Hong
Kong government or China’s central government from entering
the territory.

Changes to Hong Kong’s educational curricula under the Na-
tional Security Law now require teachers to promote the CCP’s
interpretation of history, and authorities are using these new
powers to fire them for unapproved speech. Educators are forced
to distort reality and history to portray the Party in a positive
light.

Judges overseeing national security cases in Hong Kong are now
chosen from a list compiled under the supervision of the terri-
tory’s new national security apparatus, effectively stripping the
Hong Kong judiciary of its former independence. The changes en-
able the Hong Kong government to ensure all national security
cases are assigned to progovernment preferred judges, guaran-
teeing outcomes favorable to the government and the CCP.

The National Security Law allows the Hong Kong government
to curtail the city’s freedoms with little notice or process. Au-
thorities introduced strict film censorship rules overnight in
June 2021, and independent and prodemocracy media orga-
nizations have been systematically dismantled. Prodemocracy
Chinese-language newspaper Apple Daily was shut down after
the government froze its assets and arrested senior personnel,
having previously arrested its owner. Remaining media orga-
nizations have lost key staff and resources, and in other cases
mainland investors are acquiring control of publishers. The city
can introduce comprehensive internet censorship similar to the
Mainland’s Great Firewall at any time.

Strict implementation of the National Security Law is strip-
ping Hong Kong of long-held advantages that made it a global
financial center. While Beijing relies on Hong Kong to boost cap-
ital flows and innovation in the Guangdong-Hong Kong-Macau
Greater Bay Area, foreign companies are now more likely to find
it advantageous to operate elsewhere in Asia, including in main-
land China. Changes diminishing corporate transparency and
weakening rule of law endanger U.S. businesses in Hong Kong.

Hong Kong’s business environment is increasingly “Mainlan-
dized,” which is likely to increase as the city is integrated fur-
ther into the Greater Bay Area. Chinese companies are growing
their presence in Hong Kong as both the Chinese and Hong
Kong governments build greater incentives for Mainland immi-
gration into the territory.
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THE COMMISSION’S KEY RECOMMENDATIONS

The Commission considers 10 of its 32 recommendations to Con-
gress to be of particular significance. The complete list of recommen-
dations appears at the Report’s conclusion on page 491.

The Commission recommends:

1. Congress consider comprehensive legislation to address risks to
U.S. investors and U.S. interests from investments in Chinese
equity, debt, and derivative instruments by:

¢ Prospectively prohibiting investment in Variable Interest En-
tities (VIEs) linked to Chinese entities.

e Absent prohibition, ensuring that the risks of investments in
VIEs linked to Chinese entities are more prominently identi-
fied for investors, including that the VIE structure is illegal
under Chinese law, and that taxpayer subsidies do not sup-
port investments in such entities. Provisions that should be
considered in support of this goal include:

o Requiring prominent identification of the potential high
risk for investments in VIEs linked to Chinese companies
by:

= Identifying VIEs linked to Chinese companies as such in
their stock trading symbols on U.S. exchanges.

= Requiring that broker-dealers provide risk warning la-
bels on the potential lack of legal recourse for investors
for their investments in VIEs linked to Chinese entities.

o Prohibiting preferential federal tax treatment on losses and
gains on investments in VIEs linked to Chinese entities
made after the passage of appropriate statutory provisions.

¢ Directing the U.S. Securities and Exhange Commission (SEC)
as part of its evaluation of potential guidance on reporting
on environmental, social, and governance matters by publicly
traded companies to require reporting of:

o Sourcing and due diligence activities of such companies in-
volving supply chains that are directly or indirectly linked
to products and services utilizing forced labor from Xinji-
ang.

o Transactions with companies that have been placed on the
U.S. Department of Commerce’s Entity List or those desig-
nated by the U.S. Department of the Treasury as Chinese
Military-Industrial Complex Companies.

¢ Requiring index providers that include within their indices
securities issued on mainland Chinese exchanges or the Hong
Kong Stock Exchange, securities of China-headquartered
companies listed on U.S. exchanges through a VIE, or deriva-
tive instruments of either of the preceding types of securities,
be subject to regulation by the SEC.

2. Congress take urgent measures to strengthen the credibility of
U.S. military deterrence in the near term and to maintain the
ability of the United States to uphold its obligations established
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in the Taiwan Relations Act to resist any resort to force that
would jeopardize the security of Taiwan, including:

e Authorizing and funding the deployment of large numbers of
antiship cruise and ballistic missiles in the Indo-Pacific;

e Authorizing and funding the requests of U.S. Indo-Pacific
Command (INDOPACOM) for better and more survivable in-
telligence, surveillance, and reconnaissance in the East and
South China Seas;

¢ Authorizing and funding the requests of INDOPACOM for
hardening U.S. bases in the region, including robust missile
defense;

e Authorizing and funding the stockpiling of large numbers of
precision munitions in the Indo-Pacific; and

e Authorizing and funding programs that enable U.S. forces to
continue operations in the event central command and con-
trol is disrupted.

. Congress ensure the effective implementation of the Export
Control Reform Act of 2018 and the Foreign Investment Risk
Review Modernization Act of 2018 by enacting legislation that:

e Creates a Technology Transfer Review Group (TTRG) with-
in the Executive Office of the President responsible for iden-
tifying emerging and foundational technologies. The TTRG
should be chaired by the secretary of defense and include the
director of the Office of Science and Technology Policy along
with Cabinet-level secretaries or their designees from the U.S.
Departments of Commerce, Energy, and Homeland Security.

e Authorizes the TTRG to direct the Department of Commerce’s
Bureau of Industry and Security to implement export con-
trols following the identification of these technologies.

e Authorizes and requires the TTRG to oversee multilateral
engagement related to export controls, foreign investment
screening, and regulations over technology transfer by rele-
vant agencies to ensure that such engagement does not un-
dermine U.S. national and economic security interests.

e Require that additional resources be provided to improve and
expand end-user verification of export controls. Export licens-
es to the following entities should receive strict scrutiny:
end-users identified as Chinese Communist Military Compa-
nies per section 1237 of the National Defense Authorization
Act for Fiscal Year 1999, those identified as contributors to
China’s military-civilian fusion activities per section 1260H of
the National Defense Authorization Act for Fiscal Year 2021,
entities with direct and formal ties to the Chinese Commu-
nist Party (CCP) or government, and entities identified by the
U.S. Trade Representative, U.S. Department of Justice, and
Federal Bureau of Investigation as being linked to efforts to
steal or coerce the transfer of U.S. intellectual property. The
inability to identify end-user facilities and, if identified, the
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lack of adequate and timely access to these facilities should
strongly inform investigating officials and licensing officials.

e Require that the TTRG engage with the Department of Jus-
tice, the Department of Commerce’s Bureau of Industry and
Security, and other relevant agencies to align “deemed export”
controls with engagement on knowledge transfer and expert
recruitment strategies such as the 1,000 Talents Program as
well as investigations of the CCP’s United Front Work De-
partment and other entities and programs of the CCP de-
signed to acquire U.S. technology and capabilities.

. Congress consider legislation to create the authority to screen
the offshoring of critical supply chains and production capabili-
ties to the People’s Republic of China (PRC) to protect U.S. na-
tional and economic security interests and to define the scope
of such supply chains and production capabilities. This would
include screening related outbound investment by U.S. entities.
Such legislation would direct the secretaries of defense and
commerce, along with the U.S. Trade Representative, to develop
procedures to evaluate existing and proposed supply relation-
ships with the PRC and identify whether critical U.S. interests
are being adversely affected, including the loss of domestic pro-
duction capacity and capabilities. The legislation would autho-
rize the president to take appropriate action, including prohib-
iting supply relationships or certain transactions to protect U.S.
national security.

. Congress enact legislation expanding the jurisdiction of existing
U.S. investment restrictions targeting Chinese entities placed
on the Non-Specially Designated Nationals (SDN) Chinese Mil-
itary-Industrial Complex (NS-CMIC) Companies List as well as
the scope of entities to be targeted by such restrictions. Such
provisions should include:

e Expanding the prohibitions relating to transactions and sup-
porting work by U.S. persons in NS-CMIC securities covered
by Executive Order 14032 to include the execution, support,
or servicing of transactions by U.S. persons in any market or
for any other person, including both U.S. and non-U.S. per-
sons; and

¢ Providing additional resources to ensure that a more com-
prehensive list of entities engaged in supporting the Chinese
military-industrial complex be published and that subsidiar-
ies supporting such entities be included on the list. In iden-
tifying entities that should be evaluated for inclusion in such
designations, authorities should include companies designat-
ed by Chinese securities issuing and trading entities as sup-
porting the military-industrial complex.

. Congress prevent the erosion of U.S. strategic nuclear superior-
ity and respond to China’s qualitative and quantitative theater
nuclear advantages by directing the Administration to continue
implementation of the Obama-Trump Program of Record for nu-
clear modernization.
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Congress direct the SEC to require that publicly traded U.S.
companies with facilities in China report on an annual basis
whether there is a CCP committee in their operations and sum-
marize the actions and corporate decisions in which such com-
mittees may have participated.

Congress consider comprehensive legislation to ensure Chinese
entities sanctioned under one U.S. authority be automatically
sanctioned under other authorities unless a waiver is granted
by the president or the authority applying the initial sanction.
This legislation should rationalize existing U.S. sanctions tar-
geting adversarial Chinese entities to ensure, for example, Chi-
nese firms placed on the Entity List and/or Military End User
List of the Department of Commerce are also placed on the NS-
CMIC and vice versa.

Congress mandate from Treasury an annual update of the ac-
curate U.S. portfolio investment position in China since 2008,
including money routed through offshore centers, such as the
Cayman Islands. This should include exposure for:

e Individual Chinese sectors;
e U.S. institution types, such as state pension funds;

e Sanctioned Chinese entities (Entity List, NS-CMIC List, and
others);

¢ Individual Chinese recipients who receive more than a mini-
mum amount, such as $100 million; and

¢ Individual U.S. investors with more than a minimum share of
the total, such as 2 percent.

Congress direct U.S. Customs and Border Protection to initiate
action to impose a region-wide Withhold Release Order on prod-
ucts originating from Xinjiang, China. In addition, Congress
should require the Department of Homeland Security to provide
a comprehensive list of technologies needed and an outline of
the resources required to enforce the Withhold Release Order
and address other instances of China’s use of forced labor.



INTRODUCTION

In 2021, the Chinese Communist Party (CCP) marked the cen-
tennial of its founding with boastful confidence, declaring the supe-
riority of its system over a supposedly declining United States and
liberal international order. The CCP not only celebrated its success-
es in overseeing China’s transformation into a formidable power on
the world stage but also presented its political and economic model
to the world as superior to democracy and capitalism. General Sec-
retary of the CCP Xi Jinping reflected this outlook in a July speech
in Tiananmen Square marking the Party’s centennial celebration,
claiming the CCP had used Marxism to “seize the initiative in his-
tory” and create a “new model for human advancement.”*

Behind the CCP’s outward confidence, however, top leaders in-
creased their warnings to guard against threats to the regime. In
late 2020, citing General Secretary Xi’s collection of speeches, The
Governance of China, a new Party study guide warned that the
economic, social, and technological challenges facing China were
long-term and would only become more severe. To overcome these
challenges, the study guide concluded that the CCP must act force-
fully to defuse risks and neutralize potential threats. Channeling
this guidance, in 2021 Chinese leaders grew increasingly willing to
wield all tools of national power.

The application of these tools had clear patterns:

1. Increased internal repression in Hong Kong, Xinjiang, and
Tibet coupled with greater willingness to respond to ensuing
foreign criticism using economic coercion. In the past, Chi-
na tended to avoid such economic conflict with the United
States. Over the past year, the United States may have been
the main target.

2. Broadened state intervention in the economy to achieve the
CCP’s economic, social, and political goals. This was unsur-
prising after the novel coronavirus (COVID-19) outbreak but
evolved in mid-2021 into a crackdown on nonstate sector cap-
ital raising. Along with the financial weakness demonstrated
by Evergrande, the CCP’s crackdown poses risks that pas-
sive U.S. investors may not understand. At the same time,
Chinese policymakers are courting foreign capital and fund
managers as they work to make China’s capital markets
serve as a vehicle to fund the CCP’s technology development
objectives and other policy goals.

3. Expanded capabilities of the People’s Liberation Army em-
phasizing a buildup in nuclear forces. This expansion backed

*Xinhua, “Xi Jinping: Speech at the Celebration of the Centenary of the Founding of the Chi-
nese Communist Party” (15 78 Pl A 2= 40 s — 1 48 K2 B HEE), July 1, 2021. Trans-
lation.
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confrontational behavior with India and Taiwan, among oth-
ers. In Taiwan in particular, the United States faces doubts
about U.S. deterrence which can only intensify in the short
term without decisive steps to address them.

China’s strengths and the threats it presents to U.S. interests
are considerable. At the same time, the CCP’s own challenges are
numerous. Increasing rigidity within the CCP’s decision-making
process has allowed little course correction from existing policy di-
rection, even when those policies appear to be ineffective. In consol-
idating power and ideological authority, General Secretary Xi has
contributed to CCP leaders’ unwillingness to tolerate criticism or
admit policy failure. Doing so would negate the Party’s narrative of
superiority and call into question its prediction of eventual triumph
over the United States and other democratic countries. As Gener-
al Secretary Xi attempts to further consolidate power ahead of the
CCP’s 20th National Congress next year, the Party’s decision-mak-
ing process is likely to become even more inflexible and brittle.

The CCP was and is aggressively advancing its economic interests
to control global resources and markets and influence decision-mak-
ers. Its path through Africa and Latin America offers a clear exam-
ple of its new way of colonizing. Combined with the escalation in
projection of power across land, sea, space, and the cyber domain,
China is engaged in a systematic effort to attack, oppress, erase, and
marginalize the people whose opinions, sociocultural and education-
al values, religion, and ethnicity it sees as threats to its goals and
approach. Whether spreading fake information designed to interfere
in elections in Australia; gutting the education system and judiciary
in Hong Kong; or carrying out belligerent military incursions across
the borders or into the airspace of India, Japan, and Taiwan, China
has transitioned from shaping global institutions from within to us-
ing punishing sanctions and economic, political, and military power
in a campaign to bend the will and destroy the identities of individ-
uals and nations to serve a narrative of a rising China.

As Beijing attempts to curb the aspirations of a rising generation
of entrepreneurs, leaders, and advocates of democracy, the message
is clear. National sovereignty along with constitutional rights, civil
and human liberties, and free market economic values are impedi-
ments to the CCP goals of a “community of common human destiny,”
which in simplest terms is the Party’s ever-expanding control over
its own people and other nations’ citizens as well.

At stake in this clash of identities and sovereignty is the safe-
ty and security of the United States and its partners, friends, and
allies. The CCP is a long-term, consequential, menacing adversary
determined to end the economic and political freedoms that have
served as the foundation for security and prosperity for billions
of people. Each decision the United States makes over the coming
months and years must be taken in consultation with concerned
partners and be purposefully directed at upholding an international
system that has largely served us well. Otherwise, we will continue
to see the slow but certain erosion of the security, sovereignty, and
identity of democratic nations.



CHAPTER 1

U.S.-CHINA GLOBAL COMPETITION

SECTION 1: THE CHINESE COMMUNIST
PARTY’S AMBITIONS AND CHALLENGES AT
ITS CENTENNIAL

Key Findings

The Chinese Communist Party (CCP) views the 2021 centennial
of its founding as a time for both great confidence and great
caution as it seeks to consolidate domestic and international
support ahead of key political goals in 2035 and 2049. Through
a widespread propaganda campaign, it has promoted a trium-
phalist narrative while omitting any mention of the CCP’s se-
rious shortcomings and heavily censoring dissenting opinions.
The CCP’s triumphalism derives both from a genuine belief in
its own superiority and from the need to sustain its authoritar-
ian system.

CCP leaders publicly express confidence that China will prevail
in an ideological and civilizational clash with the United States
and other democracies they refer to as “the West.” Chinese lead-
ers portray the United States as a waning superpower on a
path toward inevitable decline and believe China will be able to
continue expanding its power and influence globally.

China confronts a range of challenges that undermine the CCP’s
triumphalist narrative. Economically, China faces a set of struc-
tural problems, including growing debt, income inequality, de-
mographic decline, and technological dependence on the United
States and other advanced democracies that policymakers have
been only partly willing or able to address. Politically, the CCP
is concerned about internal disunity, corruption, and a lack of
ideological conviction within its ranks.

The CCP also perceives the international environment as be-
coming increasingly hostile to the Party’s aims. This view has
sharpened as the United States and other countries have more
firmly pushed back against China’s actions, including its poli-
cies in Xinjiang and Hong Kong, its handling of the novel coro-
navirus (COVID-19) pandemic, economic coercion, and Chinese
diplomats’ aggressive approach to foreign policy. External pres-
sure has increased CCP paranoia about the potential for exter-
nal forces to amplify internal dissent and threaten its regime.

Both the CCP’s confidence and its insecurity have contributed
to an uncompromising approach domestically and to the outside

2n
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world. Regardless of how China’s internal and external environ-
ments develop, the CCP’s aggressive posture will likely harden
further as Chinese leaders confront the tensions between their
rhetoric and their challenges. The CCP is now likely to react in
an aggressive manner either in order to defend itself against
perceived threats or to press perceived advantages.

Recommendations
The Commission recommends:

e Congress hold hearings including Administration witnesses to
explore the advisability of forming an economic defense coa-
lition with allies and partners. The object of such a coalition
would be to provide mutual support in the event of economic
coercion by the People’s Republic of China (PRC) against a coa-
lition member. Such support could include:

o Commitments not to seek, at the expense of the coerced party,
market share created by China’s action;

o Formal complaints to the World Trade Organization (WTO);

o Assistance to the coerced party to reduce its incentive to com-
ply with Chinese demands; and

o Imposition of retaliatory measures against China in support
of the coerced party.

e Congress direct U.S. Customs and Border Protection to initiate
action to impose a region-wide Withhold Release Order on prod-
ucts originating from Xinjiang, China. In addition, Congress
should require the U.S. Department of Homeland Security to
provide a comprehensive list of technologies needed and an out-
line of the resources required to enforce the Withhold Release
Order and address other instances of China’s use of forced labor.

Introduction

For the CCP, 2021 has been a momentous year. As it celebrat-
ed the hundredth anniversary of its founding, the CCP aimed to
show the world that it has transformed China into a prosperous
and powerful country that is prepared to assume and is deserving
of a greater leadership role in international affairs.* In recent de-
cades, after CCP leaders reversed some of their earlier disastrous
policies, such as the Great Leap Forward, hundreds of millions of
people have risen out of poverty while China has grown into the
world’s second-largest economy. These successes have emboldened
CCP leaders and contributed to their belief in China’s supposedly
inexorable rise. Throughout the year of the centennial, CCP leaders
praised the Party’s centralized control of politics, economics, and so-
ciety and predicted the triumph of China’s model over that of the
United States and other democratic countries they refer to as “the
West.” This triumphalist propaganda, however, hides the CCP’s ris-

*The CCP seeks to revise the international order to be more amenable to its own interests
and authoritarian governance system. It desires for other countries not only to acquiesce to its
prerogatives but also to acknowledge what it perceives as China’s rightful place at the top of a
new hierarchical world order. (For more, see U.S.-China Economic and Security Review Commis-
sion, “The China Model: Return of the Middle Kingdom,” in 2020 Annual Report to Congress,
December 2020, 80-135.)
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ing concerns that failing to demonstrate the superiority of its model
and address long-term challenges could jeopardize the Party’s do-
mestic control and international influence.

While China’s leaders may have envisioned 2021 as a showcase
for China’s rejuvenation under the CCP, the year also made clear
the profound internal and external challenges facing the Party. The
COVID-19 pandemic cast a pall on the centennial celebrations, fur-
ther stalled China’s already-slowing economic growth, and exposed
serious shortcomings in CCP governance. Internally, China strug-
gles with persistent inequality and an often unresponsive political
system that is failing to deliver an improving standard of living for
many citizens. Externally, China faces what it perceives as grow-
ing hostility as many countries, particularly democracies, push back
against its distorting economic policies, predatory trade practices
and economic coercion, termination of Hong Kong’s autonomy, and
repression of Uyghurs and other minority groups in Xinjiang. The
United States and a number of other countries have determined
that the Chinese government’s treatment of the Uyghurs constitutes
genocide.* CCP leaders also view the United States as an increas-
ingly dangerous competitor with the capability of restraining Chi-
na’s ambitions in the short term, even as they insist the United
States is already in long-term decline.

Faced with these problems, the CCP has maintained its trium-
phalist rhetoric while responding more harshly to any criticism and
opposition. General Secretary of the CCP Xi Jinping continues to
restructure the Party-state to amplify his own power while sup-
pressing political resistance. Over the past several years, the CCP
has put greater emphasis on China’s domestic economy and placed
a greater portion of the economy under state and Party control, pri-
oritizing economic control over addressing distortions. Instead of ac-
knowledging that economic coercion and diplomatic aggression have
harmed China’s image abroad, China’s diplomats continued to lash
out in response to even minimal challenges to China’s image, agen-
da, or priorities.

This section assesses the CCP’s worldview and priorities at the
centennial of its founding. The section begins by examining the
ideological and governance imperatives driving the CCP’s centenni-
al propaganda push. The section then assesses the many challenges
undermining the CCP’s confident narrative. These challenges include
ongoing shocks from the COVID-19 pandemic, structural economic
deficiencies, an unaccountable political system, and growing inter-
national opposition to the CCP’s increasingly aggressive behavior.
It concludes by discussing the implications of Chinese leaders’ do-
mestic and foreign policies for the United States. The section draws
from the Commission’s January 2021 hearing on “U.S.-China Rela-

*The U.S. government, Lithuania’s parliament, the Czech senate, the British House of Com-
mons, the Dutch parliament, and the Canadian parliament have all described CCP repression
of Uyghurs as genocide. Inter-Parliamentary Alliance on China, “Czech Senate Declares China
Perpetrating Genocide on Uyghurs Ahead of Key Vote in Belgian Parliament,” June 14, 2021;
Andrius Sytas, “Lithuanian Parliament Latest to Call China’s Treatment of Uyghurs ‘Genocide,”
Reuters, May 20, 2021; BBC, “Uyghurs: MPs State Genocide Is Taking Place in China,” April 23,
2021; Reuters, “U.S. Will Address Uighur ‘Genocide’ in Talks with Chinese: White House,” March
11, 2021; Reuters, “Dutch Parliament: China’s Treatment of Uighurs Is Genocide,” February 25,
2021; BBC, “Canada’s Parliament Declares China’s Treatment of Uighurs ‘Genocide,’”” February
23, 2021; Michael R. Pompeo, “Determination of the Secretary of State on Atrocities in Xinjiang,”
U.S. Department of State, January 19, 2021.
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tions at the Chinese Communist Party’s Centennial,” consultations
with experts, and open source research and analysis.

Centennial Drives a Triumphalist Narrative

At the July 1 celebration of the centennial of the CCP’s found-
ing, General Secretary Xi struck a victorious tone. In his speech, he
congratulated the CCP for its contributions to “the rejuvenation of
the Chinese nation” over the past century and declared that China
had realized the CCP’s first centennial goal—building a “moderately
prosperous society in all respects” by 2021.1 General Secretary Xi
also expressed confidence in China’s future under the CCP, stating
that China was “marching in confident strides” toward the second
centennial goal—intended to be completed by 2049, the centennial
of the founding of the People’s Republic of China—of “building Chi-
na into a great modern socialist country in all aspects.”*2

General Secretary Xi’s speech was the culmination of months
of CCP effort to create an overwhelmingly positive narrative sur-
rounding the centennial, devoting special attention to the Party’s
central role in China’s development. In January 2021, Politburo
Standing Committee member and propaganda chief Wang Huning
met with propaganda officials, where he “demanded all-out efforts
on the publicity work for the celebration of the 100th anniversary
of the founding of the CCP, and to tell well CCP stories to mark
the Party’s centenary.”3 In April 2021, the CCP Central Committee
published a notice outlining propaganda themes for the centennial
celebration, with a guiding theme of “forever following the Par-
ty.” 74 In addition to stories in media outlets, the CCP also planned
Party-themed entertainment and events across the country.® In
April 2021, China’s National Film Administration required all Chi-
nese cinemas to show and promote at least two approved new or
classic propaganda films per week through the end of 2021.6 Lo-
cal officials were expected to encourage attendance.” The directive
stated that the film screenings will cultivate “love of party, country,
and socialism.”8

The CCP also intensified efforts to censor and punish any organi-
zations or viewpoints that could harm the Party’s image. In March,
China’s Ministry of Civil Affairs announced a nationwide crackdown

“illegal” nonprofit organizations, including health organizations
and religious groups, as part of an effort to create a “good envi-
ronment” ahead of the centennial celebrations.? In April, the Cy-

*According to a 2017 speech by General Secretary Xi, the second centennial goal includes
several objectives, including achieving “material, political, cultural and ethical, social, and ecolog-
ical advancement” as well as becoming “a global leader in terms of composite national strength
and international influence.” Xi Jinping, “Secure a Decisive Victory in Building a Moderately
Prosperous Society in All Respects and Strive for the Great Success of Socialism with Chinese
Characteristics for a New Era,” October 18, 2017.

TIn April 2021, the Central Office of the CCP issued a list of 80 propaganda slogans for the
centennial, 33 of which directly mention the CCP. Slogans included: “Unswervingly listen to the
Party, and follow the Party unswervingly!”; “To achieve the great rejuvenation of the Chinese
nation, we must uphold the leadership of the CCP!”; and “Unswervingly persist in and perfect the
Party’s leadership and continue to advance the great new project of Party building!” As the China
Media Project notes, such a release of propaganda slogans on a national level had not occurred
in the post-1978 era until 2019, when a list of 70 slogans was published to celebrate the 70th
anniversary of the founding of the People’s Republic of China. Office of Shanghai Spiritual Civi-
lization Construction Committee, “Propaganda Slogans of the Central Committee on Celebratin
the 100th Anmversal;zf of the Foundmg of the Communist Party of China” (+ Je5&F P o [E JL
P25 R SL 100 A 4E (1 B AR BRI 5, April 12, 2021. Translation; China Media Project, “CCP Slogans
for 2021,” April 14, 2021.
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berspace Administration of China launched a hotline where people
can report online users who “distort” CCP history, attack CCP lead-
ership or policies, defame national heroes, or “deny the excellence
of advanced socialist culture.”1? Chinese diplomats have also chal-
lenged foreign viewpoints critical of China and the Party, responding
to even minor criticisms with harsh and often offensive rhetoric.1!
In one example of Chinese diplomats’ aggressiveness, Jojje Olsson,
a Swedish journalist who has published articles critical of Beijing’s
policies in Xinjiang, said in April he had received threats from the
Chinese Embassy in Sweden.!2 Communication from an embassy
official instructed Mr. Olsson to stop his critical coverage of China
“or face the consequences of [his] actions.”13

CCP Propaganda Themes

Dubious Claims of Victory in China’s “War on Poverty”

One of the central themes of the centennial propaganda campaign
has been Beijing’s assertion that it had eliminated “extreme pov-
erty” by 2020, a goal first announced by General Secretary Xi in
2015.14 In April 2021, China’s State Council Information Office re-
leased a white paper titled “Poverty Alleviation: China’s Experience
and Contribution.” The white paper referred to poverty alleviation
as “a key task and index of realization of the First Centenary Goal”
and claimed unambiguous success in the CCP’s efforts, stating, “Chi-
na has secured a complete victory in the battle against extreme
poverty, eliminating overall and extreme poverty for the first time in
its history of thousands of years, and realizing a century-long aspi-
ration of the Chinese people.”15 Outside experts have identified se-
rious shortcomings in the Chinese government’s methodology, how-
ever, and poverty and income inequality remain serious problems
in China (see “Poverty and Inequality Undercut Claims of Success”
later in this section).

Rewriting the History of the CCP’s COVID-19 Response

The spread of COVID-19 has caused economic disruptions and
exposed the weaknesses of the CCP’s governance model. (For more,
see “Setbacks Expose Shortcomings in the CCP’s COVID-19 Re-
sponse” later in this section.) Nevertheless, the CCP has attempted
to revise the narrative regarding its management of the outbreak
into a positive propaganda story focusing on its efforts to limit do-
mestic spread while attacking any negative coverage, both at home
and abroad, that tried to bring light to the pandemic’s origin or
China’s early failings. Throughout 2020 and continuing into 2021,
Chinese policymakers and media continued to promote a victorious
message. As reported cases of COVID-19 fell across China in early
2021, media reports celebrated the apparent return to normal daily
life, particularly in Wuhan, where the outbreak began and was most
severe.16

The CCP also continued to exercise harsh censorship of sto-
ries that could show China’s policymakers in a negative light. In
January, Chinese journalists reported being instructed by editors
to avoid mentioning the anniversary of the lockdown in Wuhan,
and social media networks reportedly deleted posts with the word
“whistleblower.”17 In June, Radio Free Asia reported Chinese au-



32

thorities in Guangdong were cracking down on information about
a COVID-19 outbreak in the province, including detaining two men
for “rumor-mongering” after they posted about COVID-19 on social
media.l8

Promoting the CCP as a Development Partner

While most of the centennial propaganda has been for domestic
consumption, Chinese policymakers have also promoted a narra-
tive of the CCP’s international achievements. In a December 2020
speech, Chinese State Councilor and Foreign Minister Wang Yi stat-
ed, “As we celebrate the historic hundredth birthday of the [CCP],
we will better communicate to the world the [CCP]’s track record of
governance.”1? A prominent focus of the CCP’s external messaging
has been China’s role as an international development partner. In
March 2021, the People’s Daily ran a feature summarizing pro-CCP
news articles published that month by media outlets in Africa, Asia,
Europe, and Latin America.* According to the feature, the topics
in these articles—750 in total, printed in 12 languages in 40 coun-
tries—included foreign investment in China as well as China’s role
in global poverty reduction efforts.20 According to the China Media
Project, a research program in partnership with the University of
Hong Kong, these propaganda pieces represent the CCP’s massive
efforts “to overcome what its leadership sees as a global discourse
power deficit.”21

Overtaking the United States

Chinese leaders expressed great public confidence in the country’s
future and the United States’ continuing decline.22 According to a
statement following the October 2020 Fifth Plenum, CCP leaders
assess they can continue extending China’s “period of strategic op-
portunity” during which the country can continue developing and
advancing its power and influence while avoiding armed conflict.23
Foremost among the opportunities the top leadership identified at
the Fifth Plenum is a so-called “profound adjustment to the inter-
national balance of power,” a phrase the CCP uses to describe the
increase in China’s relative international strength.24 At a high-level
meeting in January 2021, General Secretary Xi asserted “time and
momentum are on China’s side,” with other officials echoing his as-
sessment.25

In keeping with their triumphalist narrative, Chinese leaders and
scholars portray the United States as a declining power.26 General
Secretary Xi has prominently described the United States as a weak-
ened superpower in a civilizational confrontation with an ascendant
China.2? In early 2021, other top CCP leaders began repeating the
phrase “the East is rising and the West is declining,” attributing
the judgment to General Secretary Xi himself.28 Chinese scholars
have reiterated similar views. In April 2021, Zhang Shuhua, head
of the Political Research Institute and School of Government Man-
agement at the Chinese Academy of Social Sciences, described the

*According to David Bandurski of the China Media Project, while it is unknown whether the
CCP directly paid for all these articles, referred to as “media drops,” “the vast majority of the
drops would certainly have been paid for, and this would represent a substantial ad buy, running
to tens of millions of dollars.” David Bandurski, “Inside China’s Global Media Blitz,” China Media
Project, March 17, 2021.
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United States as “contaminated with serious illness” and “waning
with age.”2° He claimed the United States uses democratic values
mainly as cover for suppressing China and other states and insists
that no matter how hard the United States tries to maintain its
global influence, “not only will it not prevail, it will actually accel-
erate its own decline” as other countries reject its leadership.3° A
May Xinhua article entitled “Reasons that a Hegemon Is Bound to
Decline” touted a similar theme and insisted the United States is
“embarking on the beaten road” to decline.3!

Ideology Drives the CCP’s Messaging

The CCP’s triumphalism likely derives both from a genuine belief
in its own superiority and from the need to legitimize and sustain
its one-party rule. In official statements, General Secretary Xi and
other Party leaders assert that the CCP is the only political force
suited to lead China and will inevitably demonstrate the superiority
of its one-party system over liberal democracy. In his speech at the
19th Party Congress in 2017, General Secretary Xi described the so-
called “scientific truth of Marxism-Leninism” as “a solution to Chi-
na’s problems” and claimed that the CCP alone out of all political
forces was able to fulfill the Chinese people’s desire for rejuvenation
after a history of humiliation by outside powers.32 In his lecture on
Party history in February 2021, General Secretary Xi told gathered
Party cadres that history reveals “why the Chinese Communist Par-
ty is capable, why Marxism works, and why socialism with Chinese
characteristics is good.”33 He also lectured on the need for Party
members to understand “how profoundly Marxism has changed Chi-
na and changed the world.”34

Lacking a representative governance system, the CCP also uses
claims about the superiority of its political model to justify its
authoritarian rule and views any criticism or admission of failure
as a threat to its legitimacy. CCP leaders thus feel obligated to
highlight what they consider to be advantages of China’s author-
itarian system, even in the face of clear systemic failures. For
example, in January 2021, Xinhua described centralized govern-
ment control as the “fundamental guarantee of China’s systemic
advantage” over other countries, echoing similar statements by
the People’s Daily in March 2020.35 In an interview in July 2021,
China’s Vice Foreign Minister Le Yucheng claimed that so-called
“pbrilliant governance achievements” by the CCP constitute “the
most convincing democracy.”36 He similarly attempted to dismiss
the CCP’s widespread human rights abuses by claiming the Party
was not only “blameless” on human rights issues but “should also
be awarded gold medals.”37 In December 2020, former Minister
of Public Security Guo Shengkun professed that China’s handling
of the COVID-19 pandemic demonstrated the superiority of the
CCP’s governance system.38 He cautioned, however, that the CCP
must continue demonstrating its alleged superiority to maintain
the security of the regime, warning that “momentum that is not
flourishing is in decline; order that is not advancing is in re-
treat.”39
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Challenges to the CCP’s Triumphalist Narrative

The CCP’s centennial propaganda campaign masked Beijing’s
view that it in fact faced a considerably more troubling state of
affairs. A range of political, social, and economic problems belie the
triumphalist narrative the CCP promoted throughout 2021. The
ongoing economic shocks and international scrutiny of the CCP’s
handling of the COVID-19 pandemic, along with growing interna-
tional pushback against the CCP’s repressive policies in Xinjiang
and violation of its commitment to maintain Hong Kong’s autono-
my, provide perhaps the most jarring contrast with the optimistic
image promoted by Beijing. Meanwhile, the CCP perceives itself as
engaged in a simultaneous struggle against domestic and foreign
threats it believes threaten the regime’s stability. As Sheena Chest-
nut Greitens, associate professor at the University of Texas, noted
in her testimony to the Commission, the Party’s combative mindset
and intense paranoia stem in large part from its assessment that in-
ternal and external security threats to the regime are tightly linked
and have the potential to exacerbate one another.40

Setbacks Expose Shortcomings in the CCP’s COVID-19 Response

In March, China’s state media ran an interview with a Chinese
professor who claimed “China [had] essentially brought [COVID-19]
under control, while most of the West failed in implementing stern
containment measures.”4! While officially reported COVID-19 case
numbers have indeed fallen across China compared with the ear-
ly stages of the pandemic, China’s stated success in suppressing
COVID-19 has come at the cost of lockdowns that have resulted in
massive economic disruption. In August, a single case of COVID-19
in a worker at Ningbo-Zhoushan Port, the world’s third-busiest port,
led to an almost two-week closure of a terminal that represented
approximately one-quarter of the port’s overall capacity.42 Authori-
ties have shut down other ports due to COVID-19 infections among
workers, including the Yantian Port in Shenzhen, which led to ship-
ping delays of more than two weeks.43 (For more on China’s closure
of the Yantian Port, see Chapter 2, Section 1, “Year in Review: Eco-
nomics and Trade.”) China’s government has also instituted strict
travel prohibitions and business closures upon detecting just a few
cases in a city. In September, for instance, after detecting a dozen
COVID-19 cases in Xiamen, a city with a population of 4.5 million
people, Chinese authorities prevented residents from leaving the
city in most cases and closed venues, such as libraries, bars, and
movie theaters.44

If official data are credible, China’s shutdown measures have not
significantly harmed the economy. Contrary to most economists’ ex-
pectations, for example, China’s export data from August showed
25.6 percent year-on-year growth despite the Ningbo Port closure.45
Economists have warned, however, that a continuation of China’s
extreme lockdown measures will weigh down economic growth. In
September, an S&P Global Ratings report highlighted the econom-
ic risks that China’s zero-COVID policy posed to Chinese compa-
nies already struggling with economic headwinds, saying China’s
zero-tolerance approach may “push rating momentum further into



35

the negative if outbreaks continue to bring mobility restrictions that
disrupt large parts of the country.”46

Suppressing the spread of COVID-19 cases in China is made more
difficult by the fact that Chinese-produced vaccines have lower ef-
ficacy rates than vaccines produced in other countries, such as the
United States.#” This means that costly and disruptive lockdown
measures will remain a necessity, leading some experts in China to
question the feasibility of China’s zero-tolerance COVID-19 policy.48
Zhang Wenhong, an infectious disease specialist who is viewed by
many Chinese citizens as a trusted voice on public health issues
in China, said that “the [July] Nanjing outbreak has prompted a
national stress test and serves as food for thought for the future of
our pandemic response.”4? Dr. Zhang acknowledged that China “will
have more to learn” on living with the virus.5° In some cases, in-
terviews with Chinese experts who question China’s zero-tolerance
COVID-19 policy have been censored and removed from Chinese
media outlets.51

International Fallout from Handling of COVID-19

While the CCP has trumpeted its COVID-19 response as a suc-
cess, international reception has been less laudatory. Ongoing inter-
national scrutiny of the origins of COVID-19 and Beijing’s initial
handling and coverup of the outbreak continue to bring the CCP’s
credibility into question. Chinese policymakers have obstructed in-
ternational attempts to investigate the origins of COVID-19 in Chi-
na, including the possibility that SARS-CoV-2, the virus that causes
COVID-19, accidentally leaked from a facility in China. In March,
the World Health Organization (WHO) released a joint report with
a Chinese research team on the origins of COVID-19 based on an
investigation in January and February.?2 While the report concluded
that a lab leak was “extremely unlikely,” many observers criticized
the Chinese government for not allowing the WHO investigators
sufficient access to facilities and data.53 In July, Tedros Adhanom
Ghebreyesus, WHO director-general, admitted there had been a
“premature push” to rule out a lab leak.>* Dr. Tedros also proposed
a second phase of the investigation, including audits of laboratories
and research institutions in Wuhan, this time publicly asking China
“to be transparent and open and cooperate” on further investiga-
tions.?5 Zeng Yixin, the vice minister of China’s National Health
Commission, rejected the proposal and said the WHO needed to get
rid of “political interference.”®6 In August, the Office of the Direc-
tor of National Intelligence released an unclassified summary of its
classified report on the origins of the COVID-19 pandemic, which
found that Beijing “continues to hinder the global investigation, re-
sist sharing information and blame other countries, including the
United States.”®7 (For more on the report, see Chapter 3, Section 1,
“Year in Review: Security, Politics, and Foreign Affairs.”)

China is the predominant global supplier of personal protective
equipment (PPE).58 In early 2020, as reports of COVID-19 cases
in Wuhan emerged, Chinese authorities began aggressively imple-
menting export controls on PPE, including both finished products,
such as face masks, and raw materials used to produce equipment.
These restrictions contributed to massive PPE shortages in the
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United States and in other countries.?® The global PPE crisis was
exacerbated by skyrocketing prices and China’s apparent prioritiza-
tion of certain countries to receive PPE before others.® Further, in-
dependent analysis confirms that a majority of certain U.S. imports
of PPE, including from China, failed to meet necessary healthcare
safety standards.61

In addition to imposing export controls, China stockpiled massive
amounts of PPE. Before COVID-19 cases were widely reported out-
side of China, the CCP’s United Front Work Department orchestrat-
ed a campaign to purchase PPE items in countries around the world
and send them to China.*62 A September 2021 report by Internet
2.0, an Australian cybersecurity company, also found that a num-
ber of Chinese government institutions in Hubei Province, where
Wuhan is located, sharply increased procurement of tests used to
detect infectious diseases before Chinese authorities acknowledged
the outbreak.}62 Test purchases nearly doubled from $5.7 million
(renminbi [RMB] 36.7 million) in 2018 to $10.5 million (RMB 67.4
million) in 2019, with a sharp uptick beginning as early as May
2019.%:64

While China sold the vast majority of the PPE it exported, Beijing
also engaged in a diplomatic campaign of donating certain medical
equipment to other countries.®®> These donations often came with po-
litical conditions, such as public statements of gratitude, and some
recipients have claimed that the Chinese equipment failed to meet
basic safety standards.§ 66 In 2021, China’s COVID-19 diplomacy ef-
forts have shifted from medical equipment to vaccines. According
to data compiled by Bridge Consulting, a China-based consulting
firm, China has primarily sold rather than donated vaccines to oth-
er countries, selling 1.3 billion doses and donating 71.9 million as
of October 4, 2021.67 (For more on China’s vaccine diplomacy, see
Chapter 3, Section 1, “Year in Review: Security, Politics, and Foreign
Affairs.”) Struggles with the effectiveness of vaccines developed by
the Chinese companies Sinovac and Sinopharm have undermined
Beijing’s external messaging, however. In April 2021, Gao Fu, the
director for the Chinese Center for Disease Control and Prevention,
said China’s government was considering mixing vaccines as a way
of dealing with “not high” efficacy rates of existing vaccines.68 Mr.
Gao later said his remarks were taken out of context and that he
was speaking about “vaccines in the world, not particularly for Chi-
na.”69

*The United Front Work Department is a Chinese government entity charged with extending
the CCP’s influence and control over non-Party organizations both domestically and abroad to
advance CCP policy objectives. For more on the United Front Work Department, see Alexander
Bowe, “China’s Overseas United Front Work: Background and Implications for the United States,”
U.S.-China Economic and Security Review Commission, August 24, 2018.

TThe study assessed 1,716 procurement contracts for polymerase chain reaction (PCR) tests
from 2007 to the end of 2019 and found “significant and abnormal 2019 purchases of PCR equip-
ment in Wuhan” by the following entities at the following times: the PLA Airborne Corps Military
Hospital in May 2019; the Wuhan Institute of Virology in November 2019; the Wuhan University
of Science and Technology in October 2019; and the Hubei Province Districts Centers for Disease
Control and Prevention between May and December 2019. David Robinson et al., “Procuring for
a Pandemic: An Assessment of Hubei Province (China) PCR Procurement Requirements,” Internet
2.0, September 2021, 2-3.

i Unless noted otherwise, this section uses the following exchange rate throughout: $1 = RMB
6.43.

§For more on Beijing’s “mask diplomacy” in the beginning of the COVID-19 pandemic, see
U.S.-China Economic and Security Review Commission, Chapter 3, Section 1, “Year in Review: Se-
curity, Politics, and Foreign Affairs,” in 2020 Annual Report to Congress, December 2020, 347-349.
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Countries that have relied heavily on Chinese vaccines have strug-
gled to contain COVID-19 outbreaks. In May 2021, Seychelles expe-
rienced a spike in COVID-19 cases, despite being the country with
the highest vaccination rate in the world at the time.”0 Seychelles
had used vaccines supplied by Sinopharm for more than 60 per-
cent of the doses administered at the time of the outbreak.”1 Other
countries relying on Sinopharm vaccines, including Chile, Uruguay,
and Bahrain, also saw outbreaks continue even amid high vaccina-
tion rates.’2 In July, Malaysia’s Ministry of Health announced that
once its current supply of the vaccine was depleted it would stop
using vaccines made by Sinovac and begin using Pfizer vaccines.”3
That month, Indonesia and Thailand announced they would begin
supplementing Sinovac doses with non-Chinese vaccines in order to
improve the efficacy of the immunizations.”* In September, the Wall
Street Journal reported Brazil’s federal government had stopped ne-
gotiations to purchase an additional 30 million doses of the Sinovac
vaccine amid concerns over its efficacy against the Delta variant.?5

Economic Challenges Jeopardize Long-Term Growth

Throughout 2021, CCP policymakers promoted an optimistic as-
sessment of China’s economic trajectory despite persistent problems
in its economy. Beijing’s confidence is reflected in the 14th Five-Year
Plan (FYP) released in March 2021, which sets China’s top economic
policy objectives for 2021-2025.76 In an unusual move, along with
the 14th FYP the CCP also released a longer-range plan in March
2021 detailing goals for 2035, including doubling the size of China’s
2020 gross domestic product (GDP).* In order to meet this goal, Chi-
na’s GDP would need to grow by an average of 4.7 percent annually
through 2035.77 This plan also carries an implicit goal of making
China the world’s largest economy by 2035, demonstrating CCP con-
fidence in China’s continued economic growth.”® (For more on the
14th FYP, see Chapter 2, Section 2, “The Chinese Communist Par-
ty’s Economic and Technological Ambitions: Synthetic Biology, New
Mobility, Cloud Computing, and Digital Currency.”)

Even as the CCP claims China is on track to achieve its economic
ambitions, Beijing has admitted that China’s economic growth faces
increasing headwinds. At the October 2020 Fifth Plenary Session of
the 19th Party Congress, CCP leaders offered a frank assessment of
many of China’s economic challenges:

Our country still faces acute problems of unequal and insuf-
ficient development; reforming critical steps of key domains
remains difficult; our innovation capacity does not match
the needs of high-quality development; our agricultural
foundation is not strong enough; there is a large rural-ur-
ban divide; monumental work awaits on environmental
protection; and gaps remain in people’s livelihoods and in
social management.”
*The release of such a long-term goal document is highly unusual, having occurred only one

other time in the past 25 years. Damien Ma, “Getting to $30 Trillion: China Aims for Largest
Economy by 2035,” MacroPolo, March 1, 2021.
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“Dual Circulation” Signals Greater Focus on China’s Domestic
Economy

Throughout 2021, the CCP has sharpened its emphasis on China’s
domestic economy, reflecting Beijing’s concerns about China’s inter-
national economic dependence. While CCP policymakers at the 2020
Fifth Plenum discussed domestic economic challenges, they signaled
greater concern than in years past about the country’s external eco-
nomic challenges. According to Yuen Yuen Ang, associate professor
of political science at the University of Michigan, compared with the
Fifth Plenum in 2015, which previewed the 13th FYP (2016-2020),
the 2020 Fifth Plenum paid comparatively less attention to domestic
challenges and placed paramount emphasis on COVID-19 and what
it views as an increasingly difficult international environment.8°
Similarly, the 14th FYP notes that “China’s development environ-
ment faces profoundly complex changes,” including an international
environment that “is growing steadily more complex, with instabili-
ty and uncertainty increasing significantly.”81

One of the most visible manifestations of this trend has been the
CCP’s increasing invocation of the “dual circulation” strategy first
introduced at a Politburo meeting in May 2020. Dual circulation
remains vaguely defined but broadly calls for rebalancing China’s
economy away from export-led growth and emphasizing China’s
domestic consumption (referred to as the “domestic cycle”) over in-
ternational trade and investment (referred to as the “international
cycle”).82 Through dual circulation, the CCP hopes to hedge against
what it views as an increasingly hostile international environment
by making China’s economy less dependent on external sources of
growth while making the rest of the global economy increasingly
dependent on China. At a high-level meeting in January, Gener-
al Secretary Xi promoted dual circulation, saying, “Only by being
self-reliant and developing the domestic market and smoothing out
[the domestic cycle] can we achieve vibrant growth and develop-
ment, regardless of the hostility in the outside world.”83

Even as the CCP has placed greater emphasis on China’s domes-
tic economy, however, it has continued opening in certain sectors
where it wants to attract foreign capital and knowhow. At a press
conference in March, Premier Li Keqgiang stated that China would
“continue to take the initiative to open further” and said, “China will
remain a key destination for foreign investment and a big market
to the world.”8¢ Jude Blanchette and Andrew Polk of the Center
for Strategic and International Studies have described dual circu-
lation as a “hedged integration” strategy, “engaging international
capital, financial, and technological markets when advantages can
be gained while simultaneously bolstering indigenous capabilities to
avoid overreliance on the global economy—due to national security
concerns or the vagaries of global economic cycles.”85

Poverty and Inequality Undercut Claims of Success

Although claims of eliminating extreme poverty have been crucial
to the CCP’s centennial propaganda campaign, the living standards
of many Chinese citizens remain low. In May 2020, Premier Li pro-
voked controversy when he said 600 million Chinese citizens lived
on a monthly income of less than $155 (RMB 1,000).86 Dr. Ang tes-
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tified before the Commission in January 2021 that “while this may
seem mundane to audiences outside of China, in effect, what he said
deflated triumphalist narratives about China’s superpower rise.”87

While General Secretary Xi celebrated China’s supposed eradica-
tion of extreme poverty in his centennial speech, throughout 2021
he also frequently spoke publicly about the need to pursue “common
prosperity.”* While the concept of “common prosperity” remains ill
defined, it entails greater attention to reducing income inequality. An
August 2021 meeting of the Central Commission for Financial and
Economic Affairs, the CCP’s top economic deliberation body, chaired
by General Secretary Xi, signaled greater scrutiny of wealthy Chi-
nese people and companies. A readout of the meeting said China
“must reasonably adjust excessive high-income [sectors] and encour-
age high-income individuals and companies to make more contribu-
tions to society.”88

The metrics, methodology, and accuracy of the CCP’s assertion of
victory over extreme poverty have met with considerable skepticism
among outside observers. The Chinese government’s threshold for
poverty is set at an annual income of $622 (RMB 4,000) per person
as of 2020, or $1.70 a day.8° While this standard is slightly higher
than the World Bank’s threshold for extreme poverty, economists
have argued that it is nevertheless too low for a country with Chi-
na’s aggregate wealth.90 A report published in June by Bill Bikales,
former lead economist for the UN in China, also found that the
CCP’s definition of poverty reduction overlooked significant portions
of China’s population. Notably, Chinese policymakers do not count
any urban residents as being poor, even those who receive funds
from the Minimum Living Standard Assistance Program, China’s
largest social assistance program.:t®! The CCP’s poverty reduction
tally also did not include households that entered poverty in 2020 as
a result of the economic slowdown caused by COVID-19.92 Moreover,
China’s official poverty statistics are difficult to verify, with “a con-
spicuous lack of detailed data that would allow an outside observer
to confirm or reject the accuracy” of China’s claims of eliminating
poverty.?3 The report concluded that despite progress in poverty re-
duction, “China has not eradicated poverty—even extreme pover-
ty.” 94

*According to analysis by Bloomberg, General Secretary Xi mentioned “common prosperity” 65
times from January to mid-August 2021, more than the previous four years combined. Bloomberg,
“Xi Doubles Mention of ‘Common Prosperity, Warning China’s Rich,” August 22, 2021.

TThe World Bank’s threshold for extreme poverty is $1.90 a day in 2011 dollars in the United
States. This is equivalent to $1.33 in China in 2020 after adjusting for U.S. consumer inflation
and purchasing power parity between the United States and China based on World Bank data.
Purchasing power parity is a standard measure for determining the amount of money required
to purchase the same basket of goods and services across two countries, but economists dis-
agree on the accuracy and the robustness of the measure. World Bank International Development
Program, World Bank Development Indicators Database, and Eurostat-OECD PPP Programme,
“PPP Conversion Factor, GDP (LCU Per International $),” World Bank Group, September 15,
2021; International Monetary Fund and International Financial Statistics, “Official Exchange
Rate (LCU Per US$, Period Average),” World Bank Group September 15, 2021; International
Monetary Fund and International Financial Statistics, “Inflation, Consumer Prices (Annual %),”
World Bank Group, September 15, 2021.

% Eligibility for the Minimum Living Standards Assistance Program is determined by local
governments based on the cost of living in a glven locality. Accordlng to Mr. Bikales’s analysis,
setting separate urban and rural poverty lines “may be desirable” given the persistent urban and
rural income gap. Doing so reveals an urban poverty rate as high as 14 percent, accounting for
120 million urban residents living in poverty. Bill Bikales, “Reflections on Poverty Reduction in
China,” June 2021, 34.
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Some economists have also noted the most significant cause of
poverty reduction in China since 1987 was simply the cessation of
destructive economic policies. According to World Bank data, China’s
per-capita GDP in 1978 was below all other countries but five.95 As
Dan Rosen of Rhodium Group described in a 2014 review of Chi-
na’s economic growth, “This greatly impoverished position did not
come naturally but reflected the immiserating mistakes of Mao-era
economic policy.”9¢ A 2021 National Bureau of Economic Research
study on China’s poverty reduction examined the effectiveness of
different policies and similarly concluded that “a large share of Chi-
na’s success following Deng’s reforms reflected the prior failure of
the Maoist economic-policy model.”97

Despite progress in reducing poverty, income inequality remains
a serious problem in China. As of 2019, China’s Gini coefficient—a
measure of income inequality—was 0.465, according to Chinese
government statistics.*98 While this is an improvement from the
peak of 0.491 in 2008, China’s leaders have previously stated that
any Gini coefficient above 0.40 is potentially destabilizing.9® Income
inequality among China’s provinces is stark and particularly pro-
nounced between urban and rural areas. In 2019, the average in-
come of China’s three wealthiest provinces was 3.5 times higher
than that of the three poorest provinces.109 According to government
figures, the average disposable income of the wealthiest 20 percent
of Chinese households was approximately $11,600 (RMB 76,400) in
2019, which is more than ten times the disposable income of the
poorest 20 percent of households, at $1,100 (RMB 7,380).7101 As
Elizabeth Economy, now senior advisor for China at the U.S. De-
partment of Commerce, wrote in a May 2021 Foreign Affairs article,
persistent income inequality can thwart efforts to promote consump-
tion in China and “limit economic growth and sustainability, weaken
investment in health and education, and slow economic reform.”102

China’s Economic Growth Faces Structural Problems

Although Chinese officials acknowledge difficulties facing China’s
economy, some of the solutions the CCP has pursued appear likely
to exacerbate these longstanding problems. Even as China’s govern-
ment strengthens its control of the economy, it worsens inefficient
allocation of capital and dampens the productivity of China’s work-
ers. For the CCP, however, economic inefficiency is an acceptable
price to pay for ensuring its power is secured and its political objec-
tives are met.

Rising Debt

In the wake of China’s stimulus-led recovery from the COVID-19
pandemic, China’s debt burden has further increased, stressing a
financial system still struggling to manage an unprecedented debt

*The Gini coefficient measures a country’s income inequality on a scale of 0 to 1. Higher Gini
coefficients indicate greater levels of inequality. A 2018 International Monetary Fund working
paper found China’s Gini coefficient was among the highest in the world. Sonali Jain-Chandra
et al., “Inequality in China—Trends, Drivers and Policy Remedies,” International Monetary Fund
Working Paper, June 2018, 4.

T Disposable income in China includes wage and salary income, net business income, net prop-
erty income, and net transfer income (i.e., government benefits and subsidies). China’s National
Bureau of Statistics, Households’ Income and Consumption Expenditure in 2020, January 19,
2021.
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expansion following the 2008 global financial crisis.193 In 2016, Chi-
na’s financial regulators launched a deleveraging campaign amid
fears over growing instability in the financial system. China’s debt
has continued to balloon, however, particularly over the past year
as the CCP used fiscal stimulus measures to address the economic
slowdown caused by COVID-19.194 By the end of the fourth quarter
of 2019, China’s total credit® reached 262.9 percent of its GDP at
$37.2 trillion (RMB 259 trillion), up from 178.8 percent at the end
of 2010, according to data from the Bank for International Settle-
ments.T105 China’s debt growth accelerated between the end of 2019
and the end of 2020, rising to 289.5 percent of GDP.% In Decem-
ber 2020, former finance minister Lou Jiwei said government debt
would “increasingly become a threat to future fiscal stability and
economic security” of China.196 The Chinese government has contin-
ued to emphasize the importance of debt reduction, listing delever-
aging as one of the “five major tasks” for the year in the March 2021
government work report.197 (For more on debt problems in China,
see Chapter 2, Section 1, “Year in Review: Economics and Trade.”)

Weak Consumption

In December 2020, China’s Ministry of Commerce said it would
promote dual circulation by increasing domestic consumption, echo-
ing a longstanding goal of CCP policymakers. Nevertheless, Beijing
struggled to improve anemic consumption throughout 2021.198 For
decades, China’s growth has relied more heavily on investment
spending largely financed by the state, rather than consumption.
Since 2001, when China joined the WTO, household consumption
has fallen as a proportion of China’s GDP, indicating the structure
of China’s economy has become more unbalanced at the expense of
households, even as the country grew wealthier.19° In 2001, house-
hold consumption accounted for 45.5 percent of China’s $1.3 trillion
(RMB 11.1 trillion) GDP.110 As of 2019, household consumption ac-
counted for 39.2 percent of China’s $14.3 trillion (RMB 98.7 trillion)
GDP—a proportion far below the share of economies such as Rus-
sia (51.1 percent), India (60.5 percent), Brazil (64.8 percent), or the
United States (67.9 percent).§ 111 China’s relatively low consumption
levels reflect higher precautionary savings among Chinese house-
holds, a phenomenon that is driven in part by China’s limited social
safety net.112

*The Bank for International Settlements’ measurement of total credit includes credit to the
nonfinancial nonstate sector and to the government sector. It encompasses currency and depos-
its, loans, and debt securities. The Bank for International Settlements’ debt data do not include
special drawing rights (SDRs); insurance, pension, and standardized guarantee schemes; or other
accounts receivable/payable, which the bank indicates should “be included in any comprehensive
picture of government debt.” These are not measured in the same way across countries, so their
exclusion makes international comparison more reliable. Bank for International Settlements, “In-
troduction to BIS Statistics.”

TWhile total U.S. debt levels are comparable to China’s levels when measured as a proportion
of each country’s GDP, U.S. total credit grew much more slowly between 2010 and 2019. At the
end of 2019, total U.S. debt was 254 percent of U.S. GDP at $54.3 trillion, up from 248.7 percent
at the end of 2010. Bank of International Settlements, “Total Credit to the Non-Financial Sector
(Core Debt)—As a Percentage of GDP”; Bank of International Settlements, “Total Credit to the
Non-Financial Sector (Core Debt)—In Billions of USD”; Bank of International Settlements, “Total
Credit to the Non-Financial Sector (Core Debt)—Domestic Currency Billions.”

+U.S. debt grew more quickly than Chinese debt in 2020, rising to 295.5 percent of GDP at the
end of the year. Bank of International Settlements, “Total Credit to the Non-Financial Sector.”

§ Exchange rate based on World Bank data.
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This unbalanced model is related to China’s slowing growth in
productivity, or the amount of output that can be produced from a
given amount of inputs, such as labor and capital. Between 1978
and 2007, a period when China’s officially reported GDP per capita
grew an average of 8 percent a year, upward of 70 percent of this
growth was due to reallocation of resources from low- to high-effi-
ciency sectors and firms.113 Since 2007, however, GDP growth has
mostly been driven by state-directed investment in infrastructure
and housing projects, which faces diminishing returns even if it was
initially justifiable.* 114 The economic recovery from COVID-19 has
prolonged this imbalance, as much of China’s initial bounce-back
was due to heavy government spending and investment in indus-
tries such as real estate and infrastructure, while consumption gains
have remained weak.115 (For more on slowing productivity growth
in China, see Chapter 2, Section 2, “The Chinese Communist Par-
ty’s Economic and Technological Ambitions: Synthetic Biology, New
Mobility, Cloud Computing, and Digital Currency.”)

Demographic Decline

According to the results of China’s latest decennial census, re-
leased in May 2021, China’s population was 1.41 billion people in
2020, which is an increase of 72 million from the 2010 census—the
slowest decade of population growth since at least the 1960s.116 Chi-
na’s anemic population growth threatens to stall the economy as the
workforce shrinks.117 China’s population is also aging more quick-
ly than other low- and middle-income countries, leading to higher
healthcare costs and pension payments, while the labor force (people
aged 16-59) has fallen for eight years in a row.7118 At the National
People’s Conference in March, Premier Li said China would grad-
ually raise its retirement age over the next five years and try to
reach an “appropriate birth rate.”119 Prospects for the CCP’s abil-
ity to reverse the population trends are dim, however. After China
raised the birth limit to two children for most families in 2016, the
country saw a small increase in birth rates that year, but the rates
resumed their decline in 2017.120 According to statistics by China’s
Ministry of Public Security, there were ten million births in China
in 2020, a 15 percent decrease from 2019 births.121 In May 2021,
the CCP announced married couples could have up to three chil-
dren and promised increased government support for child-rearing
expenses. Many Chinese people reacted to the announcement with
indifference or even anger, noting having three children could result
in career setbacks or unbearable financial burdens.122 As Julian Ev-
ans-Pritchard, senior economist at Capital Economics, wrote, “With
small family sizes now well ingrained into the fabric of Chinese

*China currently spends 25 percent of its GDP on construction investment, a higher proportion
than South Korea, Japan, or Taiwan spent during the peak of their construction investment in
the 1980s (Japan) and 1990s (South Korea and Taiwan). Houze Song, “Is China’s Productivity
Slowdown Here to Stay?” MacroPolo, February 3, 2021.

TChina’s dependency ratio (the ratio of people younger than 15 or over 64 to the working-age
population) has grown from 36.5 in 2010 to 41.4 in 2019, according to World Bank data. This
growth has come almost entirely from an increase in people over 64. The proportion of Chinese
people over 64 to the working-age populatlon increased from 11 in 2010 to 16.2 in 2019. World
Bank, “Age Dependency Ratio—China”; World Bank, “Age Dependency Ratio, Old (% of Work-
1ng-Age Population)—China.”
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society, there is little that policymakers can do to turn back the
clock.”123

Environmental Degradation

Decades of pursuing economic growth at any cost have left China
as one of the most polluted countries in the world. An estimated
80 percent of Chinese citizens are regularly exposed to air, water,
and land contaminants and pollution, compromising safety and
wellbeing.* 124 China’s environmental degradation has led to higher
healthcare costs, slower economic growth, and increasing complaints
among Chinese citizens over quality-of-life issues, such as food con-
tamination and air pollution.125 CCP leaders have acknowledged
the importance of finding more environmentally sustainable forms
of growth, and the 14th FYP sets a goal of “new progress of eco-
logical civilization” as well as more specific environmental targets,
such as an 18 percent reduction in carbon dioxide intensity over
the next five years.126 As of July 2021, China-headquartered firms
accounted for 56 percent of global capacity for coal plants planned
or under construction, according to Global Energy Monitor, a non-
governmental organization.t127 In a September speech at the UN
General Assembly, General Secretary Xi said China would not build
new coal-fired power plants in other countries.128 According to Li
Shuo, a policy advisor at Greenpeace China, it was unclear whether
General Secretary Xi’s pledge applied to the nonstate sector or to
projects that have already been proposed, been approved, or begun
construction.129 Additionally, Mr. Li said it was unclear whether
the moratorium applied to the financing of projects in addition to
construction.130 China’s government has also long failed to deliver
meaningful emissions reductions domestically, particularly as local
governments continue to rely on coal-powered plants as an inexpen-
sive source of energy, investment, and jobs.131 This reliance on coal
power seriously threatens China’s pledge to reach carbon neutrality
by 2060.132

Dependence on Foreign Technology

China remains highly dependent on foreign technology, something
that has concerned CCP policymakers for decades. In 2016, General
Secretary Xi said, “The fact that core technology is controlled by
others is our greatest hidden danger.”133 Lacking domestic capacity,
Chinese companies are highly vulnerable to supply chain disrup-
tions, including from U.S. export restrictions. In the second quar-
ter of 2021, Chinese telecom giant Huawei reported a 38 percent
year-on-year fall in revenue, the third straight quarter of decline.134
Huawei executives have attributed their troubles to U.S. sanctions,

*For example, in 2017 the average exposure of China’s population to particulate matter with a
diameter of less than 2.5 micrometers (PM2.5), an important indicator of air pollution, was more
than five times the World Health Organization’s guidelines for average annual exposure. At 52.7
micrograms per cubic meter, China’s average PM2.5 exposure was the world’s 20th worst in 2017
out of 194 reporting countries and territories. World Bank, “PM2.5 Air Pollution, Mean Annual
Exposure (Micrograms Per Cubic Meter)”; World Health Organization, “Ambient (Outdoor) Air
Pollution,” May 2, 2018.

fPlanned projects include those announced, pre-permitted, and permitted but not yet under
construction. Capacity is measured as gross megawatts of energy output prior to subtracting the
capacity used for plant operations. Global Energy Monitor, “Global Coal Plant Tracker,” July 2021.
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which restricted the company’s access to chips used in many of its
phones.* 135

Despite massive investment, the CCP has fallen far short of its
ambition of creating a self-sufficient domestic manufacturing base
to meet China’s technological needs. The Made in China 2025 Plan,
released in 2015, called for Chinese firms to produce 40 percent of
semiconductors used in China by 2020 and 70 percent by 2025.136
In 2020, Chinese firms produced only 5.9 percent of semiconductors
used in China, with foreign-owned companies in China producing
an additional 10 percent, according to a research report by mar-
ket research firm IC Insights.137 The CCP’s efforts to foster tech-
nological self-sufficiency have also highlighted the inefficiency of
China’s state-led investment approach, with approximately 50,000
new Chinese firms registering as “semiconductor-related business-
es” in 2020, nearly quadruple the number of registrants in 2015.138
These registrants included companies that had highly questionable
connections with semiconductors, including restaurants and real
estate developers.139 In October 2020, a spokeswoman for China’s
National Development and Reform Committee said that some firms
“with insufficient knowledge of integrated circuit development have
blindly entered into projects.”140 The case of Wuhan Hongxin Semi-
conductor Manufacturing, a company founded in 2017, is a recent
illustration of this problem. In March 2021, the Chinese technology
company 36Kr reported that Wuhan Hongxin Semiconductor Manu-
facturing was a fraudulent business whose founder had no expertise
in semiconductors.'4! The company reportedly received an estimat-
ed $1.9 billion (RMB 12.4 billion) in government investments, bank
loans, and contractor deposits before failing.142 (For more on China’s
efforts to achieve technological self-sufficiency, see Chapter 2, Sec-
tion 2, “The Chinese Communist Party’s Economic and Technological
Ambitions: Synthetic Biology, New Mobility, Cloud Computing, and
Digital Currency.”)

Domestic Disunity and Flagging Ideological Commitment
Threaten Political Control

In addition to its wide-ranging economic difficulties, the CCP fac-
es significant challenges with internal disunity that appear to ex-
tend from the lowest-ranked CCP members to the highest levels
of the policymaking apparatus.143 The CCP top leadership feels a
growing sense of insecurity about flagging ideological commitment
and Party unity.144 In October 2020, China’s Ministry of State Secu-
rity Party Committee published a study guide in the People’s Daily
for the third volume of General Secretary Xi’s book, The Governance
of China. The study guide warned the Party to “strengthen political
acuity and political differentiation abilities” to “overcome the polit-
ical paralysis disease where one lacks the will for struggle, cannot
smell out the enemy positions, cannot differentiate right and wrong,
and does not understand the direction.”’4> In a forceful lecture in
February 2021, General Secretary Xi identified intra-Party threats

*In May 2020, the U.S. Department of Commerce Bureau of Industry and Security issued a
rule restricting exports of U.S. semiconductors to Huawei. This was followed by a rule in August
2020 that closed loopholes in the May 2020 rule, such as non-U.S. chip des1gners selling semi-
conductors they had contracted from other firms to Huawei. Ben Thompson, “New Huawei Rules,
What Now for Huawei, Apple’s Brand and China Inc.,” Stratechery, August 19, 2020.
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as the biggest risk facing the CCP, warning that “the fortress is
easiest to break from the inside.”146 State media commentary on
his speech further described the CCP’s hundred-year history as “the
history of our Party ... unceasingly guarding against the danger of
being disintegrated and corrupted.”147

Persistent problems with corruption and questionable commitment
from lower-level cadres reveal core problems with the CCP’s claims
to superior governance. In his January 2021 work report, Politburo
Standing Committee member and Secretary for the CCP’s Commis-
sion for Discipline Inspection Zhao Leji described ongoing corruption
within the Party as a “political hazard” and bureaucratic formalism as
“a stubborn chronic disease.”148 In February 2021, General Secretary
Xi emphasized the importance of adhering to Party centralization and
criticized cadres for “not paying attention to implementing the major
policies of the CCP Central Committee.”14° He admitted that many
CCP cadres “will not consider showing initiative” and “waste time in
lazy governance,” calling increased attention to an ongoing problem
in which lower-level officials calculate it is politically safer to do very
little rather than take actions for which they may later be blamed.15°
This failure of the CCP system is a direct consequence of political
centralization and the central government’s associated tendency to
blame lower levels for problems.151 As Jacqueline Deal, president and
CEO of the Long Term Strategy Group, testified before the Commis-
sion, such widespread unwillingness to take risks or innovate inevi-
tably erodes the state’s adaptive potential and decreases its ability to
react to and navigate new situations.152

Evidence suggests disagreements even persist between some of
China’s most senior leaders. The widely reported conflict between
factions associated with General Secretary Xi and Premier Li is one
important example of these high-level disputes. As Dr. Ang argued in
her testimony before the Commission, Premier Li’s faction continues
to advance an image of China as a developing county still lagging
far behind the United States, which contradicts General Secretary
Xi’s preferred triumphalist narrative.153 In September 2020, Yuan
Nansheng, vice president of the foreign ministry-affiliated think
tank the China Institute of International Studies and former Chi-
nese consul general in San Francisco, warned that interpreting the
COVID-19 pandemic as a historic opportunity for China’s rise was
a “strategic misjudgment.”154 His article was censored after going
viral on WeChat.155 In April 2021, an unnamed Chinese government
advisor also criticized China’s diplomatic strategy to outside media
for being too focused on “internal propaganda” and stressed that
China needs to “make more friends, fewer enemies.” 156

Also in mid-April 2021, former Premier Wen Jiabao published an
essay memorializing his late mother in a Macau newspaper that main-
land media censors interpreted as a criticism of General Secretary
Xi and outside observers described as a “remarkable” intervention in
current politics by a Party elder.157 The former premier implied his
discontent with General Secretary Xi’s increasingly brutal leadership
by including the statement, “In my mind, China should be ‘a country
full of fairness and justice, and there should always be respect for
the will of the people, humanity and the nature of human beings.”158
After the essay generated a social media storm within China, WeChat
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and Weibo stepped in to block users from sharing it, and reprints of
the piece were removed from the internet.159

An additional topic of debate among the CCP leadership is Chi-
na’s policy toward the United States. In December 2020, Xinhua
published a sharply worded commentary that poured vitriol on un-
specified Chinese officials for taking too soft a stance on relations
with the United States.160 The article’s prominence revealed a view
among the highest echelons of the CCP that certain officials’ desire
for a less confrontational approach to the United States posed a suf-
ficient threat to merit public condemnation.161 The author accused
these officials of “worshipping America,” “kneeling to America,” and
“bowing their heads and gluing their ears” to the United States.162
The article further accused them of suffering from ideological “soft
bone disease” and having “lost basic judgement” and exhorted read-
ers to “resolutely struggle [against them], pierce through their dis-
guises, eliminate their influence, and not allow wrong values to lead
the people’s hearts astray.”163

Expanding Domestic Control Measures

In an effort to maintain political stability in the year of its cen-
tennial, the CCP has continued to tighten the political consolidation
and domestic control measures that have characterized General Sec-
retary Xi’s rule. In March, the National People’s Congress passed an
amendment that could facilitate General Secretary Xi’s selection of
a political ally to replace Premier Li when the latter’s term as State
Council premier expires in 2023.%#164 In 2021, General Secretary Xi
escalated his signature anticorruption campaign, which he has used
to address issues of corruption as well as consolidate his power and
eliminate political rivals. In January, the leadership set an uncom-
promising tone for its centennial year by executing Lai Xiaomin, for-
mer chairman of state-owned asset management conglomerate Chi-
na Huarong Asset Management, who had been accused of accepting
bribes, shattering a previously unwritten rule against execution for
bribery or financial crimes.165 In April, former senior inspector at
the CCP’s Central Commission for Discipline Inspection Dong Hong
was expelled from the Party on allegations of corruption.166 Seeking
to convince the broader public that General Secretary Xi’s campaign
has been effective, state media has prominently covered stories of
officials who voluntarily turned themselves in for corruption.167 The
CCP also used the anticorruption campaign to take down business
leaders perceived as threatening.168

China’s leadership has approached the year of its centennial with
an increased focus on preemptively identifying and neutralizing per-
ceived political challenges before they can do lasting damage to the

*The amendment vests the National People’s Congress Standing Committee with new author-
ity to appoint or remove vice premiers at any time, actions previously requiring the approval of
the full National People’s Congress, which convenes only once per year. In practice, this adjust-
ment provides a workaround for the current situation in which no sitting vice premiers young
enough to be eligible for promotion to premier in 2023 are General Secretary Xi loyalists. Three
of the four are nearing or have already reached the Party’s unofficial retirement age of 68 for top
officials, and the fourth is aligned with the same faction as Premier Li. The amendment creates
a new opportunity for General Secretary Xi to orchestrate the installation of favored candidates
as vice premiers 1n sufficient time for them to gain experience before the next premier is chosen
in 2023. NPC Observer, “2021 NPC Session: Dissecting the Amendments to the NPC’s Two Gov-
erning Laws (Updated),” March 12, 2021; Tsukasa Hadano, “China Alters Vice Premier Selection,
Paving the Way for Xi Loyalists,” Nikkei Asia, March 11, 2021.
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regime. The communiqué from the CCP’s Fifth Plenum in October
2020 called for the strengthening of a “system for preventing and re-
solving great risks.”* According to Dr. Greitens, this means a heavier
reliance on surveillance, policing, ideological indoctrination, and other
coercive measures of internal control.169 Around the same time, Chi-
na’s Ministry of State Security Party Committee’s study guide in the
People’s Daily warned that the Party needed to “have clear eyes, see
things, early, [and] act quickly” to prevent political risks from devel-
oping.170 In January 2021, the Politburo Standing Committee held a
meeting with the theme “be wary of dangers in the midst of stability,”
signaling continued attention to political regime security.l’! In his
speech on January 15, Chen Yixin, secretary general of the CCP’s
Central Political and Legal Affairs Commission and a protégé of Gen-
eral Secretary Xi, instructed the Party to “build an impenetrable wall
to guard against infiltration, subversion, and destruction from outside
enemy forces” and “eradicate the soil of internal forces that influence
political security.”172 Also in January, State Councilor and head of the
Ministry of Public Security Zhao Kezhi called upon the Party lead-
ership to prioritize “the prevention of political risks” and to “strictly
crack down against hostile forces’ infiltration, disruption, subversion,
and sabotage activities... [in] the battle of defending political secu-
rity.”173 The same month, the CCP amended internal regulations to
further restrict Party members’ ability to publicly express views con-
trary to those of the central leadership.174

Increased power consolidation raises the likelihood of policy mis-
takes and instability. The increasing centralization and repression,
combined with a developing cult of personality around General Sec-
retary Xi, make officials less willing to make decisions and thus
undermine the Party’s ability to deliver on its promises of efficient
governance. According to Dr. Deal, the Party’s turn toward totali-
tarian governance has made it more prone to sudden shocks and
discontinuities.1”> Tightened information controls within the Par-
ty and prohibitions against criticizing leadership decisions reduce
channels for feedback and impede the flow of bad news, creating an
echo chamber at the highest levels of the Chinese government.176
According to Dr. Deal, although consolidation increases General
Secretary Xi’s direct control over policy decisions, the accompany-
ing reduction in critical feedback “increases the likelihood that the
state will charge ahead in the wrong direction.”177 Dr. Deal noted
in her testimony that China faced this problem during the Great
Leap Forward in late 1950s and early 1960s, when then Chairman
Mao Zedong’s plan for rapid industrialization of China led instead to
widespread famine but CCP elites did not dare to confront him with
evidence of the policy’s failure.17® Finally, General Secretary Xi has
rendered China’s government dangerously reliant on him for polit-
ical direction and created serious risk for the Party by eliminating
his political rivals and failing to designate a successor, taking per-
sonal control over critical governance institutions, and enshrining
his right to remain in power indefinitely.179

*This represents an intensification of the Party’s focus on preventive management of potential
instability, which began with the release of General Secretary Xi’s national security strategy and
associated policy statements in 2014. Sheena Chestnut Greitens, written testimony for U.S.-Chi-
na Economic and Security Review Commission, Hearing on U.S.-China Relations at the Chinese
Communist Party’s Centennial, January 28, 2021, 5.
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Growing International Opposition

The CCP perceives an international environment fraught with
challenges for China. Foremost among the challenges identified at
the Fifth Plenum is an intensification of geopolitical uncertainty,
particularly from the United States and other democracies. Accord-
ing to M. Taylor Fravel, professor of political science at the Massa-
chusetts Institute of Technology, the CCP’s most recent uses of the
phrase “profound changes unseen in a century”* have emphasized
the negative impact of an uncertain and complex international sit-
uation strongly associated with intensifying competition with the
United States.180 Chinese leaders believe fallout from the COVID-19
pandemic has further intensified existing uncertainties, creating an
international political environment they describe as fraught with
“turbulent change.”181 A January 2021 commentary in the People’s
Daily captured this sense of unease, warning that the challenges the
CCP faced heading into its centennial year were increasingly severe:

The closer we get to national rejuvenation, the less likely
smooth sailing will be, the more risks, challenges, and even
stormy seas there will be.... In the past we were able to
take advantage of the trend and opportunities were relative-
ly easy to grasp; now we have to go up against the wind...
In the past, the general environment was relatively stable,
and risks and challenges were relatively easy to see clearly;
now global circumstances are turbulent and complex, geopo-
litical challenges are high and pressing, and there are many
submerged reefs and undercurrents.182

The CCP views the United States, even if in decline, as posing a
particularly severe challenge to its power. In the months preceding
the centennial, China’s leaders and political elites reiterated long-
standing views that the United States is a dangerous opponent with
which China is locked in a long-term ideological and civilizational
confrontation. In January 2021, Secretary General Chen warned
that China faced a major threat from “containment and oppression”
by the United States.183 In March, Yuan Peng, vice president of the
China Institute of Contemporary International Relations,f publicly
stated that the “security dilemma” between the United States and
China is “more profoundly fraught than any other rise and fall of
great powers in history.” 184 In his view, the epochal stakes at play in
U.S.-China competition are the result of major ideological and cul-

*This phrase refers to both the benefits and risks of what the CCP perceives to be accelerated
global trends toward multipolarity. As Dr. Fravel explained in his testimony before the Commis-
sion, the phrase has been a constant refrain for CCP top leadership since General Secretary Xi
first introduced it in 2017. M. Taylor Fravel, written testimony for U.S.-China Economic and
Security Review Commission, Hearing on U.S.-China Relations at the Chinese Communist Party’s
Centennial, January 28, 2021, 1-6; Xinhua, “(Authorized Release) Communique of the Fifth Ple-
nary Session of the 19th Central Committee of the Chinese Communist Party” (5Z£U&Ai) 1 [F 3
PR S AU R g D2 B LI RS LA ), October 29, 2020. Translation.

TThe China Institute of Contemporary International Relations is a research institution affili-
ated with China’s Ministry of State Security. In addition to his position as vice president, Yuan
Peng directs the organization’s Institute of American Studies and is known to counsel the Chi-
nese elite on U.S.-China relations. Yuan Peng lectured China’s Politburo on national security in
December 2020. China-U.S. Focus, “Commentaries by Yuan Peng, China-United States Exchange
Foundation,” 2021; David Ownby, “Yuan Peng on the Anchorage Summit,” Reading the China
Dream, 2021; William Zheng, “Why Did China’s Communist Party Elite Need a Lecture on the
U.S.?” South China Morning Post, December 14, 2020.
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tural factors, such as a “conflict between capitalism and socialism”
and a “clash of Eastern and Western civilizations.” 185

In addition to the challenges posed by the United States, China
faces growing international pushback against its foreign and domes-
tic policies. By early 2021, Beijing’s assertive actions had caused
significant frictions with many of the world’s democracies. Through-
out the year of its centennial, the CCP faced growing criticism of its
human rights abuses in Xinjiang. In late March 2021, the United
States, the EU, Canada, and the United Kingdom each announced
sanctions on Chinese entities over human rights abuses in Xinjiang,
eliciting a furious response and countersanctions from the Chinese
government.186 (For more on China’s countersanctions and the EU
response, see Chapter 3, Section 1, “Year in Review: Security, Poli-
tics, and Foreign Affairs.”) Shortly after the initial sanctions against
China, lawmakers in Japan, the only G7 country then lacking an
explicit legal basis for international human rights sanctions, an-
nounced a cross-party effort to craft legislation that would enable
them to develop sanctions of their own.187 By May, Japan’s newly
created Nonpartisan Parliamentary Association for Reconsidering
Human Rights Diplomacy had released a draft bill that would al-
low the freezing of assets and denial of entry into Japan for se-
rious violators of international human rights law.188 The Chinese
government believes the United States is responsible for turning
other countries against China, and a statement from China’s Minis-
try of Foreign Affairs in mid-April 2021 accused the United States
of “engaging in bloc politics along ideological lines, and ganging up
to form anti-China cliques.”189

CCP Response to Internal and External Threats in
Xinjiang and Hong Kong

The Chinese government’s human rights abuses of Uyghurs and
other minorities * in Xinjiang, which the U.S. Department of State
recognized in 2021 as genocide, and its imposition of authoritari-
an rule in Hong Kong are stark examples of how the CCP’s fear
of mutually intensifying internal and external threats shapes its
foreign and domestic policies. The CCP has long feared the poten-
tial for Uyghur resistance to its rule in Xinjiang threatening its
control over the region and finding support amid the ethnically
similar populations in neighboring Central Asian states.190 Grow-
ing international outrage over the CCP’s human rights abuses in
Xinjiang and violation of Hong Kong’s autonomy has undermined
the Chinese government’s efforts to prevent its policies in the
two regions from damaging its relations with the international
community.

*Since 2017, the CCP has detained an estimated one to three million Uyghurs, Kazakhs, and
other Muslims in prison camps it claims are for “transformation through education” and vocation-
al training. In fact, detainees are kept in extraordinarily poor conditions, forced to denounce their
religious beliefs and culture, and subjected to brainwashing, torture, forced sterilization and abor-
tions, and forced labor. Phil Stewart, “China Putting Minority Muslims in ‘Concentration Camps,’
U.S. Says,” Reuters, May 3, 2019; China Digital Times, “Foreign Citizens, Residents Caught in
Xinjiang Camps,” April 2, 2019; Tara Francis Chan, “U.S. Resident May Be One of a Million Peo-
ple Imprisoned in China’s Secretive Detention Camps Newsweek, March 29, 2019; U.S.-China
Economic and Security Review Commission, 2018 Annual Report to Congress November 2018,
271-272; Nick Cumming-Bruce, “U.N. Panel Confronts China over Reports That It Holds a Million
Uighurs in Camps,” New York Times, August 10, 2018.
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CCP Response to Internal and External Threats in
Xinjiang and Hong Kong—Continued

In both cases, the CCP has attempted to address its concerns
through harsh measures both at home and abroad. Internation-
ally, it has attempted to fight coverage of its actions with disin-
formation, sought international support for its policies through
the UN, and retaliated against countries, companies, or individ-
uals who have criticized Chinese policies. At the same time, the
CCP fears foreign criticism of its actions may influence domestic
opinion and foment discontent with CCP control, so it couples
its international response with tightened internal controls and a
continual stream of propaganda aimed at the domestic audience.
Internal-facing propaganda paints China’s external critics as un-
just slanderers and portrays the defense of China’s Xinjiang and
Hong Kong policies as a patriotic duty.1°! For example, after the
Swedish clothing brand H&M spoke out against forced labor in
the Xinjiang cotton industry, the CCP retaliated in March 2021 by
erasing the company’s internet presence in China and using state
media to call for a boycott of its products and accuse it of “dancing
with anti-Chinese forces.”*192 The Chinese government also often
targets Uyghurs overseas, either demanding their deportation or
harassing them and threatening their family members remaining
in China.j 193 In the case of Hong Kong, Beijing has attempted to
silence international criticism through extraterritorial law.19¢ The
National Security Law i that Beijing unilaterally imposed on the
territory in June 2020 includes provisions that criminalize any
perceived criticism of the Chinese or Hong Kong governments,
regardless of where the offending individual or entity resides.195

The CCP is particularly concerned about these combined in-
ternal and external threats in the context of U.S.-China competi-
tion.19¢ The Chinese government and state media have accused
the United States both of seeking to destabilize China from
within by supporting Uyghur unrest and of using Xinjiang as a
focal point for intensifying China’s external confrontation with
the United States and its allies and partners.§ 197 Thus, the CCP

*Pressure from Beijing has not been successful in convincing H&M to change its policies. Ac-
cording to its online statement, H&M does not work with any garment manufacturing factories
located in Xinjiang and does not source products from the region. H&M Group, “H&M Group
Statement on Due Diligence.”

TThe Chinese government has employed these tactics to attempt to silence Uyghur activists
and journalists living in the United States, including some U.S. citizens. Chinese government
officials have targeted these individuals by intercepting communications between them and their
family members in China; sending harassing messages through their family members’ social
media accounts; and physically detaining, interrogating, and threatening their family members
in China. Meagan Flynn, “Their Uyghur Relatives Are Imprisoned in China. From Virginia, They
Plead for Help,” Washington Post, March 19, 2021; Michael R. Pompeo, “Harassment of the Family
Members of Uighur Activists and Survivors in Xinjiang, China,” U.S. Department of State, Novem-
ber 5, 2019; Gulchera Hoja, written testimony for Congressmnal Executive Commission on China,
Hearmg on Surveillance, Suppression, and Mass Detention: Xinjiang’s Human Rights Crisis, July
26, 2018, 25-26; Shohret Hoshur, written testimony for Congressional-Executive Commission on
China, Hearing on Urging China’s President Xi Jinping to Stop State-Sponsored Human Rights
Abuses, September 18, 2015.

£The law’s full official title is Law of the People’s Republic of China on Safeguarding National
Security in the Hong Kong Special Administrative Region.

§Chinese state media also insists on framing international opposition to the CCP’s Xinjiang
policies in terms of civilizational conflict. A March 2021 editorial in the state-backed tabloid
Global Times asserts that “[the U.S.] objective is to promote opposition between the entire West
and China... [and] it has chosen Xinjiang as a point of conflict.” The article also warns in stark
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believes U.S. actions with regard to Xinjiang have implications
for not only China’s domestic stability but also its international
standing.198 The Chinese government has similarly accused U.S.
diplomats and journalists of acting as “black hands” supporting
the 2019 prodemocracy protests in Hong Kong, and it continues
to claim that U.S. policy toward Hong Kong constitutes “inter-
ference in China’s internal affairs.”199

China Launches Assertive Measures

The CCP is attempting to push back against these perceived in-
ternational threats. According to testimony before the Commission
by Robert Sutter, professor of practice of international affairs at the
George Washington University, the CCP seeks to “weaken a nascent
front against China.”200 Top leaders at the October 2020 Fifth Ple-
num identified the main goal for diplomacy heading into the centen-
nial as “actively construct[ing] a favorable external environment” for
China and emphasized China’s need for reliable global partnerships
to accomplish that goal in the face of competition with the Unit-
ed States.201 According to Global Times in March 2021, in order to
succeed in its “game” against the United States, China must “form
more public customs and unspoken rules with the outside world.”202
Another Global Times editorial in April 2021 highlighted a string of
Chinese diplomatic exchanges with Russia, five Asian countries, six
Middle Eastern countries, and four European countries* as efforts
to “break America’s encirclement.”203

The CCP has demonstrated a brazen disregard for international
norms, responsibilities, and perceptions. Although the Chinese gov-
ernment long sought to avoid provoking harsh responses by paint-
ing China as a country of modest ambition abroad, it is increasing-
ly turning to open intimidation to force other countries to do its
bidding.29¢ China has a developed set of coercive tools for pursu-
ing its national interests vis-a-vis other states, including gray zone
operations, economic coercion, and aggressive diplomacy, which it
views as having been highly effective in advancing its interests in
interstate disputes.205 As Peter Jennings, executive director of the
Australian Strategic Policy Institute, noted in his testimony before
the Commission, in recent years China’s leaders have demonstrated
that their “primary objective is to achieve their strategic aims, and
it doesn’t matter so much to them if... they are... perceived more

terms that China views the issue as nonnegotiable, stating that “the West would need to die in
order to change China’s mind on this point of Xinjiang policy.” Global Times, “Editorial: China
and Europe Must Both Be on Alert, Not to Fall into the United States’ Supposed Battlefield’” (
HUR: PRCEREE g A S E I “Bi%H35”), March 28, 2021. Translation.

*Countries identified by name include Indonesm Malaysm the Philippines, Russia, Singa-
pore, and South Korea. The six Middle Eastern countries and four European countries were not
individually named. Global Times, “Editorial: Encircle China? Who Is Willing to Be a Brick for
%merilca Building a Wall?” (#19F: £ [ 2 Uk 45 55 W /3 6% k), Global Times, April 1, 2021.

ranslation.

TGray zone operations are akin to military activities that leverage nonmilitary tools to achieve
competitive objectives by means below the threshold for open war. Gray zone activities often creep
incrementally toward their objectives. For more on gray zone operations, see Michael J. Mazarr,
“Struggle in the Gray Zone and World Order,” War on the Rocks, December 22, 2015.
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negatively by countries in the region while they do it.”206 Mr. Jen-
nings further stated that “with Machiavelli, the CCP has concluded
that it is better to be feared than loved.”207

CCP leaders, including General Secretary Xi, have encouraged
this aggressive stance. In April 2019, Xinhua called on the CCP to
“wage an uncompromising struggle against all phenomena, trends
of thought, and actions that damage the fundamental interests of
the Chinese nation.”208 In September 2019, General Secretary Xi
signaled his approval of government officials engaging in public con-
flicts on China’s behalf when he instructed CCP cadres to “take the
initiative to throw themselves into various kinds of struggles,” “dare
to show the sword,” and “dare to resolutely struggle in the face of
noxious winds and evil influences.”299 In July 2020, Xinhua circu-
lated General Secretary Xi’s instruction that CCP cadres must “rush
up at the critical moment” with the spirit to “prevail over every
enemy and not succumb to any enemy.”210 In a provocative speech
in August 2021, the new Chinese ambassador to the United States,
Qin Gang, enumerated U.S. leaders’ supposed “wrong beliefs” about
China and accused Congress of acting with “no knowledge” when
passing legislation on China policy.211

Economic Coercion Engenders International Pushback

The CCP continues to view China’s massive economy as a source
of international political leverage. In lieu of soft power, which it
has largely failed to cultivate, the CCP has attempted to use the
appeal of China’s markets to influence or even coerce other coun-
tries into supporting Beijing’s policy priorities. In testimony before
the Commission, Mr. Jennings described this strategy as Beijing’s
“money power.”212 Countries that frustrate Beijing’s goals have
found themselves subject to punitive manifestations of this “money
power,” which often includes being cut off from the Chinese market.
In a stark example of the CCP’s escalating use of economic coer-
cion, throughout 2020 and 2021 the CCP banned imports of some
Australian products and resources after the Australian government
in April 2020 supported calls for an independent inquiry into the
origins of the Chinese government’s response to the COVID-19 pan-
demic.213 The Chinese government introduced trade barriers on a
range of Australian exports, including wine, barley, and beef.214

China’s 14 Grievances against Australia

In November 2020, amid deteriorating China-Australia relations
and China’s imposition of trade barriers against Australia, the Chi-
nese Embassy in Canberra sent Australian media outlets a list of
14 grievances China has against Australia.215 The list outlined the
following practices of the Australian government that the Chinese
government deemed damaging to the bilateral relationship:

1. Foreign investment decisions, with acquisitions blocked on
opaque national security grounds in contravention of [the
China-Australia Free Trade Agreement].... [S]ince 2018,
more than 10 Chinese investment projects have been rejected
by Australia citing ambiguous and unfounded “national se-
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curity concerns” and putting restrictions in areas like infra-
structure, agriculture and animal husbandry.

2. The decision banning Huawei Technologies and ZTE from
the 5G network, over unfounded national security concerns,
doing the bidding of the US by lobbying other countries.

3. Foreign interference legislation, viewed as targeting China
and in the absence of any evidence.

4. Politicization and stigmatization of the normal exchanges
and cooperation between China and Australia and creating
barriers and imposing restrictions, including the revoke of
visas for Chinese scholars.

5. Call for an international independent inquiry into the
COVID-19 virus, act as a political manipulation echoing the
US attack on China.

6. The incessant wanton interference in China’s Xinjiang, Hong
Kong and Taiwan affairs; spearheading the crusade against
China in certain multilateral forums.

7. The first nonlittoral country to make a statement on the
South China Sea to the United Nations.

8. Siding with the US’ anti-China campaign and spreading
disinformation imported from the US around China’s efforts
of containing COVID-19.

9. The latest legislation to scrutinize agreements with a foreign
government targeting towards China and aiming to torpedo
the Victorian participation in [the Belt and Road Initiative].

10. Provided funding to anti-China think tank for spreading
untrue reports, peddling lies around Xinjiang and so-called
China infiltration aimed at manipulating public opinion
against China.

11. The early dawn search and reckless seizure of Chinese jour-
nalists’ homes and properties without any charges and giv-
ing any explanations.

12. Thinly veiled allegations against China on cyberattacks
without any evidence.

13. Outrageous condemnation of the governing party of China
by MPs and racist attacks against Chinese or Asian people.

14. An unfriendly or antagonistic report on China by media, poi-
soning the atmosphere of bilateral relations.

Following the release of the list, a Chinese official said, “Chi-
na is angry. If you make China the enemy, China will be the
enemy”; he also stated it “would be conducive to a better atmo-
sphere” if Australia stopped the 14 practices China specified.216
Australian politicians roundly criticized the list, with Australian
Prime Minister Scott Morrison saying, “Our values are not up
for trade, our democracy is not up for trade, and our sovereignty
is not up for trade.”217

The CCP’s threats against Australia, however, have had limited
effect and in some cases have proven counterproductive to Beijing’s
goals. After China restricted certain Australian exports in 2020,



54

Australian sellers were generally able to divert their products to
other markets. Between late 2020 and April 2021, exports of affect-
ed goods fell in annualized terms by $10 billion to China but rose by
$14 billion to other markets, including Saudi Arabia and India.218
In April 2021, Roland Rajah, director of the International Economy
Program at Australia’s Lowy Institute, commented that “the most
remarkable aspect of the experience so far is just how ineffective
China’s attempted trade coercion has been.”219 Similarly, after Chi-
na’s March 2021 announcement that it would suspend imports of
pineapples from Taiwan, Taiwan’s Council of Agriculture recorded
a surge in pineapple demand, both in domestic sales and export
orders.220

In practice, it appears China’s high-profile trade attacks have
failed to induce target countries to change their policies to the CCP’s
liking. On the contrary, China’s economic coercion has contributed
to a growing backlash among its economic partners. In March 2021,
Secretary of State Antony Blinken said during a visit to Tokyo, “We
will push back, if necessary, when China uses coercion and aggres-
sion to get its way.”221 While concrete international action has re-
mained limited so far, as China’s coercive measures become more
widespread, countries may respond in ways that harm China’s eco-
nomic interests. In April, Australian Foreign Minister Marise Payne
announced the cancelation of two contracts that the state of Victoria
had signed in 2018 and 2019 to participate in the Belt and Road
Initiative, saying the agreements were “inconsistent with Austra-
lia’s foreign policy or adverse to our foreign relations.”222 In August,
Australian Prime Minister Scott Morrison proposed a strategic eco-
nomic dialogue with the United States to help guard against “eco-
nomic coercion.”223 In September, Australia, the United States, and
the United Kingdom jointly announced the formation of a triliteral
security pact, known as AUKUS, as well as an agreement under
which Australia would receive access to technology for nuclear-pow-
ered submarines.224 (For more on AUKUS, see Chapter 3, Section 1,
“Year in Review: Security, Politics, and Foreign Affairs.”)

In some instances, Beijing’s use of China’s economic might to gain
political leverage has taken less overtly confrontational and more
subtle forms—making a coordinated response more difficult. China’s
international lending, for instance, is often accompanied by political
conditions that are not commonly seen among other international
lenders. A March 2021 study by AidData, the Center for Global De-
velopment, the Peterson Institute for International Economics, and
the Kiel Institute for the World Economy analyzing 100 agreements
between Chinese state-owned enterprises (SOEs) and foreign gov-
ernments found many of the contracts contained clauses that could
give the Chinese government substantial political leverage over the
borrowers. These included cross-default clauses, which, while com-
mon in commercial lending settings, are comparatively rare in bi-
lateral and multilateral loans.* The cross-default clauses were also

*Cross-default clauses allow the lender to terminate the loan and demand full repayment if
the borrower defaults on any loans to other lenders. The study compared Chinese development
financing contracts with a benchmark sample of bilateral and multilateral development financing
contracts and found that cross-default clauses were present in approximately half of bilateral con-
tracts and only 10 percent of multilateral contracts. In the sample set of 100 Chinese contracts,
98 contained cross-default clauses. Anna Gelpern et al., “How China Lends: A Rare Look into
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broad enough to potentially apply to political developments in the
borrowing country, such as clauses that could be triggered if the
debtor took action adverse to “any PRC entity” in the borrowing
country. The study also found that some of the contracts could allow
China to demand accelerated loan repayment in the event of a “po-
litical disagreement,” though Chinese lenders do not yet appear to
have exercised this sweeping power.225 (For a case study of China’s
international financing practices, see Chapter 1, Section 2, “China’s
Influence in Latin America and the Caribbean.”)

As China’s economic growth slows, however, its “money power”
and ability to engage in economic coercion may face new limitations.
Even before the COVID-19 pandemic, for instance, China’s overseas
lending had dropped considerably. According to a 2020 study by Bos-
ton University, the outbound lending commitments from the China
Development Bank and the Export-Import Bank of China, China’s
two main policy banks, dropped from $75 billion in 2016 to $3.9 bil-
lion in 2019.226 This slowdown has largely been driven by domestic
economic constraints, but it also reflects pushback against China’s
lending practices by some debtor countries.227

Implications for the United States

After one hundred years of the CCP’s existence, China has become
a formidable global power with a dynamic economy and growing
ability to shape key aspects of world affairs. Still, in the year of its
centennial, CCP messaging has been inconsistent as official procla-
mations of triumph coexist alongside expressions of trepidation. A
pressing need to defend itself from what it perceives as mounting
internal and external challenges compels the CCP to acknowledge
its concerns and attempt to address them. At the same time, howev-
er, the CCP’s political inability to admit failure and genuine belief in
its own superiority limit China’s ability to address those same chal-
lenges. As a result, the CCP views itself as destined to succeed yet
threatened from all sides and from within. It perceives an environ-
ment that is both ripe with opportunity to expand its own influence
and also unstable and increasingly hostile. Rather than reconcile
these two assessments by allowing one to temper the other, the CCP
pursues both simultaneously by insisting on the Party’s infallibility
while attempting to address some of its many shortcomings.

The CCP’s combined triumphalism and paranoia elevate the like-
lihood of risky decisions, aggression, and miscalculation by Beijing
and necessitate U.S. vigilance. The leadup to and celebration of the
CCP’s centennial heightened Chinese government attention to long-
term political goals, such as immunity from criticism and a leading
international role for China, that it considers crucial for its own
security but run directly counter to U.S. interests. In his speech on
Party history in February 2021, General Secretary Xi illustrated
this urgency by warning CCP cadres, “At the moment of this critical
juncture, [the Party] cannot tolerate any pause, hesitation, or wait-
ing to see.”228

Regardless of whether future developments cause the Chinese
government to feel more or less secure, it will likely react by go-

100 Debt Contracts with Foreign Governments,” Aid Data, Kiel Institute for the World Economy,
Peterson Institute for International Economics, March 2021.
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ing on the offensive. Beijing’s belief that international trends create
opportunities for China to advance may lead to an escalation of as-
sertive behavior. At the same time, the CCP’s paranoia incentivizes
it to react harshly to perceived threats, also resulting in a more ag-
gressive posture toward the outside world. As Dr. Deal testified be-
fore the Commission, the CCP’s hypersensitivity to negative devel-
opments and perceived “need to reverse negative momentum” have
historically resulted in a record of “striking out at moments when it
perceives sudden shifts in the tide against it.”22° The high political
stakes of the centennial have further increased the Chinese govern-
ment’s focus on preempting and countering potential threats to its
regime security, raising the likelihood of overly defensive reactions
to both internal developments and U.S. and other foreign countries’
actions. Responses to both success and failure are amplified by Gen-
eral Secretary Xi’s increasing appetite for risk.230

The CCP’s efforts to sow division between the United States and
its allies and partners further challenge U.S. interests. Beijing has
attempted to leverage its economic relationships with advanced
democracies to push for compliance with its agenda and signal to
other countries that defying Beijing carries a price. In doing so, Bei-
jing has at times taken advantage of other countries’ limited mech-
anisms for coordination against economic coercion by framing issues
that challenge the interests of all democratic states as bilateral dis-
putes. This has complicated efforts by the United States and other
countries to develop common responses with its affected partners.231
As CCP leaders perceive an increasingly fraught international envi-
ronment, such attempts to impede coordination between the United
States and other democracies will likely intensify.

Economically, China’s increased emphasis on self-sufficiency will
lead to continued difficulties, such as discriminatory treatment for
U.S. firms hoping to participate in China’s market. To be certain,
this trend is not monolithic, and the Chinese government will con-
tinue to open discrete sectors of its economy when it judges doing so
will benefit its interests. In those cases, some U.S. businesses may
benefit from entering China’s market. Even if U.S. firms nominally
gain more access to China, however, the premium the CCP places
on economic stability will lead to pohcymakers exercising increasing
control over larger aspects of China’s economy. State intervention
in China’s economy means U.S. businesses operating in China will
face various restrictions that place them at a disadvantage relative
to Chinese firms. Because the CCP views state control of the econ-
omy as an increasingly important part of economic policymaking,
the United States and other economic partners of China should not
expect to negotiate any meaningful structural changes to China’s
economy, even if doing so would ultimately result in a more dynamic
Chinese market.

At the same time, China’s government seeks to play its foreign
trade partners against each other to prevent an emergence of co-
ordinated pushback against China. As the European Parliament’s
decision to suspend discussions on the Comprehensive Agreement
on Investment shows, the CCP’s attempts to use its markets as
leverage over other countries have limits and can backfire. Never-
theless, the recent conclusion of the Regional Comprehensive Eco-
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nomic Partnership and China’s formal application to join the Com-
prehensive Progressive Trans-Pacific Partnership demonstrate that
China remains determined to increase its presence in international
economic agreements. In the long term, China’s increasing use of
economic leverage could disrupt U.S. economic relations with many
traditional U.S. economic partners and challenge U.S. influence in
the international economic system.

The importance the CCP has placed on its centennial year has
introduced a sense of urgency into the CCP’s approach to both do-
mestic and international affairs that is likely to persist. China’s
leadership is increasingly uninterested in compromise and willing to
engage in destabilizing and aggressive actions in its efforts to insu-
late itself from perceived threats. The United States must confront
an increasingly combative CCP that will push back against actions
taken by the United States and its allies and partners that pro-
mote an open, rules-based international order. CCP leaders appear
to have decided from recent experience that progressive risk-taking
can pay off. They will likely continue escalating with this approach.
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SECTION 2: CHINA’S INFLUENCE IN LATIN
AMERICA AND THE CARIBBEAN

Key Findings

e China has expanded and diversified its relationships with Lat-
in American and Caribbean countries over the past decade. Al-
though economic interests are the main driver for its activities
in the region, China is devoting increasing attention to pursu-
ing political and to some degree security objectives, including
gaining international support for its diplomatic initiatives, pres-
suring countries to sever relations with Taiwan, and deepening
military relationships.

e China employs a whole-of-government approach in its relation-
ships with Latin American and Caribbean countries, often by-
passing national governments to advance its interests at the lo-
cal level. Beijing’s strategy coordinates efforts by China’s official
government representatives, such as embassies and political
influence entities, state and nonstate companies, and quasi-gov-
ernmental entities, to influence decisions across unrelated issue
areas. China adapts its approach to individual countries’ politi-
cal and social structures, cultivating relationships with national
governments, subnational governments, and nongovernmental
organizations (NGOs).

e China’s economic importance and targeted political influence en-
courage Latin American and Caribbean governments to make do-
mestic and foreign policy decisions that favor China while under-
mining democracies and free and open markets. China’s position
as a top trading partner and bilateral lender for many countries
gives it economic and political leverage. Substantial foreign direct
investment from China is a tool of influence, as accumulation of
assets affords Chinese companies the power to impact local and
domestic prices in key sectors, such as minerals and energy.

e China has closely collaborated with authoritarian regimes in
the region, such as the Maduro regime in Venezuela, and en-
abled democratic backsliding in other countries, such as Ecua-
dor and Bolivia. By selling digital and surveillance technologies
to regimes in the region, China has enabled them to surveil and
repress their populations, critics, and opponents. China has also
provided significant financial support to these governments,
thereby extending them an economic lifeline when they were
cut off from international financial markets.

e Although China’s demand for commodities has boosted regional
economic growth, it has also encouraged its trading partners’
overreliance on natural resource extraction at the expense of
higher-value-added activities. Many countries voluntarily com-
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promise their own environmental, social, and governance regu-
lations to attract Chinese investment. Due to the region’s weak
institutions, China’s expanding influence may also facilitate cor-
ruption and increase risks to countries’ resource security and
national interests.

e China aspires to deepen its military engagement in Latin Amer-
ica and the Caribbean, although its current security activities in
the region are limited in scope. Beijing has previously leveraged
its economic and political influence in Argentina to establish a
space tracking station operated by the People’s Liberation Army
(PLA). Influence gained by financing and constructing poten-
tial dual-use infrastructure, such as ports, and supporting space
programs throughout the region positions China to further in-
crease its military presence in the future.

Recommendations
The Commission recommends:

e Congress recognize that Chinese economic, diplomatic, and se-
curity initiatives in Latin America and the Caribbean are ro-
bust and growing and demand a comprehensive response. Steps
Congress should consider include:

o Strengthening U.S. competitiveness in building out Latin Amer-
ican and Caribbean infrastructure through the expansion of
funding mechanisms, including but not limited to low-interest
loans from U.S. lending institutions to U.S. companies willing
to invest in targeted critical infrastructure projects in high-pri-
ority Latin American and Caribbean countries;

o Supporting the deployment of novel coronavirus (COVID-19)
vaccines in Latin American and Caribbean countries, includ-
ing by requiring a public report issued by the U.S. Depart-
ment of State every six months outlining vaccine deployment
to countries in the region; and

o Expanding educational exchanges between the United States
and Latin America and the Caribbean, including by expand-
ing partnership agreements between U.S. universities and
higher education institutions in Latin American and Carib-
bean countries.

e Congress support Latin American and Caribbean countries in
the establishment of inbound foreign investment review pro-
cesses for sectors critical to national security and economic se-
curity by doing the following:

o Expanding the support given by the U.S. government to gov-
ernments of U.S. allied and partner countries to establish in-
bound foreign investment review processes similar to those of
the Committee on Foreign Investment in the United States
(CFIUS) established in the Foreign Investment Risk Review
Modernization Act within Title XVII of the National Defense
Authorization Act for Fiscal Year 2019. Support for these
governments will expand upon existing information exchange
processes to include provision of technical assistance and per-
sonnel training.
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o Requiring the U.S. Department of State, in conjunction with
CFIUS, to provide an annual report to Congress for three con-
secutive years after enactment of this provision. The report
shall outline the progress and outcomes of its engagement
with Latin American and Caribbean countries to establish
their own inbound foreign investment review processes.

¢ Congress require the director of national intelligence, in conjunc-
tion with the U.S. Department of State and U.S. Department of
Defense, to produce an unclassified report, including a classified
annex, documenting Chinese investment in port infrastructure
in the Western Hemisphere and detailing any known Chinese in-
terest in establishing a military presence at or near these ports.
The report should include an assessment of China’s current and
potential future ability to leverage commercial ports for military
purposes and the implications for the United States.

e Congress enact legislation directing the U.S. Development Fi-
nance Corporation, U.S. Agency for International Development,
U.S. Trade and Development Agency, Millennium Challenge Cor-
poration, and other executive agencies responsible for disburs-
ing foreign aid and development assistance to require within
all aid-related applications mandatory disclosures on debt the
applicant may owe to Chinese entities, including loan amounts,
duration, rates, and contractual provisions.

e Congress enact legislation requiring the U.S. government au-
thorities identified in the Maritime Security and Fisheries
Enforcement (SAFE) Act within section 3544 of the National
Defense Authorization Act for Fiscal Year 2020 to create a part-
nership with coastal Latin American states, similar to the Oce-
ania Maritime Security Initiative and the Africa Maritime Law
Enforcement Partnership. This partnership would assist coast-
al Latin American states in maritime domain awareness, with
a particular focus on increasing partner countries’ capacity to
combat illegal, unreported, and unregulated fishing by Chinese
vessels in the region.

Introduction

Over the past decade, China has significantly deepened and di-
versified its activities in Latin America and the Caribbean. China’s
primary interests in the region have always been economic in na-
ture and include access to commodities and emerging markets. As it
has become more embedded within the region, however, China has
devoted increasing attention to promoting its political and security
interests.

Given the diversity of markets, resources, governments, and geog-
raphies across the region, China’s approach varies by country and
subregion. China’s partners in Latin America fulfill Chinese demand
for commodities. In Caribbean countries, Beijing cultivates ties to
support its diplomatic agenda on issues such as defending itself
against criticism of its human rights abuses. Meanwhile, China’s
loans and investment in the Caribbean deepen its influence in a
strategic subregion where it has built potential dual-use port infra-
structure and is attempting to expand security engagement. In pur-
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suit of its goals, China has cultivated relationships in Latin Ameri-
can and Caribbean countries at all levels of government, across the
political spectrum, and with nongovernmental actors.

China’s deepening relationships with select Latin American and
Caribbean countries have reinforced trends that run counter to U.S.
values and interests. Beijing’s provision of loans and surveillance tech-
nologies to authoritarian regimes and countries with nondemocratic
tendencies strengthens these regimes’ abilities to control and suppress
their populations and political opponents. To attract more Chinese in-
vestment, governments in the region have undermined their own en-
vironmental, social, and governance protections, while Chinese trade
and investment disincentivizes industrialization for regional econo-
mies. In some countries, the negative impacts of Chinese engagement
have generated pushback among civil society organizations and local
communities; however, governments have been hesitant to restrict Chi-
nese investments. Finally, China has leveraged its economic influence
to establish a PLA-controlled satellite tracking facility and deepen its
security relationships in the region more broadly.

This section explores China’s growing influence in Latin America
and the Caribbean and assesses its implications for the United States.
It first examines China’s whole-of-government approach to engagement
with Latin American and Caribbean countries and its role as a sup-
porter of authoritarianism in the region. The section then assesses Chi-
na’s growing economic ties and resulting leverage over countries in the
region, as well as its approach to securing access to commodities and
developing supporting infrastructure. Finally, it discusses China’s ex-
panding security relationships and construction of dual-use infrastruc-
ture. This section draws from the Commission’s May 2021 hearing on
“China in Latin America and the Caribbean,” consultations with policy
experts, and open source research and analysis.

China Pursues an Integrated Strategy

China carries out a whole-of-government approach to its relation-
ships with countries in the Latin American and Caribbean region. Bei-
jing’s strategy coordinates efforts by China’s official government rep-
resentatives, such as embassies, and political influence entities,* state
and nonstate companies, and quasi-governmental entities, to advance
China’s interests. China adapts its approach to individual countries’
political and social structures, often bypassing national governments to
advance its interests at the local level. Through trade, loans, and politi-
cal backing, China has also provided an economic lifeline to authoritar-
ian regimes and supported democratic backsliding in the region.

Increasing Attention to the Region

China’s role in Latin America and the Caribbean has become less
constrained and increasingly visible in recent years. Factors driving
this evolution include an increasing demand from Latin American
and Caribbean countries for Chinese trade and investment and a
perception in Beijing that the United States has decreased its atten-
tion to the region.! Growing authoritarian and nondemocratic ten-

*Chinese Communist Party-affiliated organizations with a role in China’s overseas influence
activities include the International Liaison Department, the United Front Work Department, and
the Chinese People’s Association for Friendship with Foreign Countries.
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dencies among certain Latin American and Caribbean regimes also
facilitate deeper Chinese engagement.2 Additional trends driving
China’s heightened attention to Latin America and the Caribbean
are common to other regions of the world, such as China’s growing
pursuit of foreign opportunities for economic growth and the Chi-
nese government’s growing determination under General Secretary
of the Chinese Communist Party (CCP) Xi Jinping to gain influence
as a leading world power.3

As it does in other parts of the world, China uses diplomatic part-
nership labels to reflect which countries it prioritizes in its engage-
ment.* Between 2012 and 2016, China upgraded its relationships
with Brazil, Peru, Mexico, Argentina, Venezuela, Ecuador, and Chile
to “comprehensive strategic partnerships,” the highest rank applied
to any country in the region though lower than the rank accorded to
some countries in Africa and Asia (see Figure 1).%¥5 These countries
have significant economic, political, and security ties with China
and rank among Beijing’s top partners in the region for commodi-
ty-related trade and investment, party-to-party engagements, space
cooperation, and other security activities.® These comprehensive
strategic partners also account for 7 of the 11 countries General
Secretary Xi has visited in the region since coming to power in 2012,
with Argentina and Brazil each visited twice.”

China has added Uruguay, Bolivia, and Jamaica as “strategic
partners” since 2016.8 Bolivia ranks among China’s favored security
partners and is a potentially important source of lithium for China’s
growing electric vehicle industry.? Jamaica, China’s newest strategic
partner, is the first Caribbean country to receive the designation.1©
Taken together with Suriname and Trinidad and Tobago, which
hold partnership designations at lower levels,{ Jamaica’s promotion
represents a broadening of China’s diplomatic attention beyond the
large commodity-exporting countries of Latin America. China also
has a longstanding relationship with Cuba and frequently refers to
the country as a “good brother, good comrade, good friend” in reflec-
tion of their shared political system.1t

*Although the exact meaning of China’s partnership ranking is unclear, according to an ex-
planation by former Premier Wen Jiabao, the word “comprehensive” indicates cooperation across
economic, technological, cultural, and political domains and in both bilateral and multilateral
settings, while “strategic” indicates cooperation that is stable over time and not hindered by dif-
ferences in ideology and political systems. Four of China’s seven comprehenswe strategic partners
in Latin America prevmusly held the shghtly lower-ranking title of “strategic partner.” China
designated Brazil its first “strategic partner” in the region in 1993. China elevated Argentina to
this same level in 2004, and did the same for Peru in 2008 and Chile in 2012. No Latin American
or Caribbean country has yet been granted the higher-level designation “comprehensive strategic
cooperative partner” used in other regions, such as Africa and Asia. Margaret Myers and Ricar-
do Barrios, “How China Ranks Its Partners in LAC,” Dialogue, February 3, 2021; South China
Morning Post, “Quick Guide to China’s Diplomatic Levels,” January 20, 2016, Feng Zhongping
and Huang Jing, “China’s Strategic Partnership Diplomacy: Engaging with a Changing World,”
European Strategic Partnership Observatory, June 2014, 18.

fSince 2019, China has referred to its relationship with Suriname as a “strategic cooperative
partnership,” a label Mexico possessed before its promotion to the higher level of “comprehensive
strategic partnership.” China has referred to its relationship with Trinidad and Tobago as a “com-
prehensive cooperative partnership” since 2013, when General Secretary Xi visited the country
on his first trip to the region after taking power. Margaret Myers and Ricardo Barrios, “How
China Ranks Its Partners in LAC,” Dialogueﬁt February 3, 2021; China Foreign Ministry, China’s
Relations with Trinidad and Tobago (W[ [A)5 37 JR ik FI 2 ELHFHI G R), February 2021. Translation;
Xinhua, “China and Suriname Announce the Establishment of Strateglc Cooperative Partner.
ship Relations” (1157 H 7 & 7 A7 TGS A AE K95 &), November 27, 2019. Translation; CGTN,
“China, Suriname Elevate Ties to Strategic Partnershlp of Cooperatmn November 27 2019;
Feng Zhongping and Huang Jing, “China’s Strategic Partnership Diplomacy: Engaging with a
Changing World,” European Strategic Partnership Observatory, June 2014, 18.
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Figure 1: China’s Main Diplomatic Partners in Latin America
and the Caribbean
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China Uses Influence for Political Gain

The CCP has worked to secure diplomatic support from Latin
American and Caribbean countries for its human rights abuses and
defiance of international law.13 In 2016, when Beijing refused to
recognize the outcome of arbitration between China and the Phil-
ippines on China’s illegal claims in the South China Sea, Domini-
ca, Grenada, and Venezuela publicly supported China’s position.14
In 2019, Bolivia, Cuba, and Venezuela signed a joint letter to the
UN Human Rights Council and UN High Commissioner for Hu-
man Rights defending China’s human rights abuses in Xinjiang.15
A year later, Cuba, Dominica, Grenada, Nicaragua, and Venezuela
supported a similar joint statement at the UN.16 Also in 2020, a UN
statement supporting China’s unilateral imposition of the National
Security Law in Hong Kong was backed not only by authoritarian
regimes in Cuba, Nicaragua, and Venezuela, but also by Antigua
and Barbuda, Dominica, and Suriname.l? Finally, in March 2021
General Secretary Xi expressed appreciation to the prime minister
of Trinidad and Tobago for its support to Beijing on Hong Kong,
Xinjiang, and Taiwan.18

China signaled its increasing attention to Latin America and the
Caribbean by extending its Belt and Road Initiative (BRI) to the
region in 2017.19 Although Latin America and the Caribbean have
been among the last regions to participate in the initiative, as of
2021, 19 of the 24 Latin American and Caribbean countries that
recognize China have signed on* in hopes of bringing in Chinese
investment.2% Since the official launch of BRI in the region, howev-
er, there has not been a noticeable uptick in Chinese investment.2!
Instead, China has labeled many of its preexisting projects in the
region as now being part of BRI.22 Nevertheless, Beijing has heavily
promoted BRI branding in the region to deepen its economic and
geopolitical influence.

Latin America and the Caribbean is important to China’s efforts
to isolate Taiwan, as 9 of Taiwan’s 15 remaining diplomatic partners
are in the region.t23 Almost immediately after ending an eight-year
tacit truce in its diplomatic contest for recognition with Taiwan in
2016,% Beijing leveraged economic agreements to induce Panama to

*Nineteen Latin American and Caribbean countries have signed a Memorandum of Under-
standing with China to signify their joining BRI. These countries include Antigua and Barbu-
da, Barbados, Bolivia, Chile, Costa Rica, Cuba, Dominica, the Dominican Republic, Ecuador, El
Salvador Grenada Guyana Jamaica, Panama Peru, Surlname Trinidad and Tobago, Uruguay,
and Venezuela. Latin American and Caribbean countries that recognize the People’s Republic of
China but have not joined BRI include Argentina, the Bahamas, Brazil, Colombia, and Mexico.
Green Belt and Road Initiative Center, “Countries of the Belt and Road Initiative (BRI),” January
2021; Embassy of the People’s Republic of China in the Commonwealth of Dominica, Chinese
Government and Dominican Government Slgn Memorandum oé Understanding on Jointly Build-
ing the “Belt and Road” ("FEBUN 5 £ K JE e BUNZ & ILEE “—a5—B%” i & ma%), July 17, 2018.
Translation.

fLatin American and Caribbean countries that recognize Taiwan include Belize, Guatemala,
Haiti, Honduras, Nicaragua, Paraguay, Saint Kitts and Nevis, Saint Lucia, and Saint Vincent and
the Grenadines. Taiwan’s Ministry of Foreign Affairs, Diplomatic Allies, 202

#Between 2008 and 2016, Beijing and Taipei operated under a tacit understandlng not to
use financial incentives to compete for recognition from one another’s diplomatic partners. This
eight-year period coincided with the presidency of Ma Ying-jeou in Taiwan, a member of the Kuo-
mintang Party who sought to improve relations with Beijing. Following the January 2016 election
of Tsai Ing-wen from the Democratic Progressive Party, China’s leaders became more concerned
about preventing Taiwan independence. Two months later, Beijing ended the truce by establish-
ing relations with the Gambia in March 2016. Matthew Southerland, “As Chinese Pressure on
Taiwan Grows, Beijing Turns Away from Cross-Strait ‘Diplomatic Truce,” U.S.-China Economic
and Security Review Commission, February 9, 2017, 1; Ben Blanchard and J.R. Wu, “With Gambia
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switch diplomatic recognition in 2017, followed by the Dominican
Republic and El Salvador in 2018.24 In testimony before the Com-
mission, R. Evan Ellis, research professor at the U.S. Army War Col-
lege, argued that although China has benefitted economically from
establishing ties with countries that switched recognition from Tai-
wan, the countries themselves saw limited lasting trade benefits.25
Beijing has attempted to use the promise of assistance in manag-
ing the COVID-19 outbreak as leverage to pressure Paraguay and
Honduras to terminate diplomatic relations with Taiwan, although
without success to date.26 Guatemala, which also recognizes Taiwan,
has preemptively announced it would not source vaccines from Chi-
na due to their low efficacy.2?

A Whole-of-Government Approach

China’s whole-of-government approach allows it to exploit existing
ties with national and subnational governments, local businesses,
and other stakeholders to create new opportunities. As Thiago de
Aragio, director of strategy at Arko Advice Public Affairs and senior
researcher at the Center for Strategic and International Studies,
explained in testimony before the Commission, centralized author-
ity in Beijing means the same channels by which economic deals
are negotiated also serve as routes for other economic, diplomatic,
and security interests, allowing China to benefit from “cross negoti-
ations.”28 In 2021, Brazil, which previously planned to bar China’s
telecoms giant Huawei from participating in its 5G buildout due
to security concerns, reversed the ban two weeks after appealing
to China for COVID-19 vaccines.* 29 After President Jair Bolsonaro
indicated Brazil would not buy Chinese vaccines, Beijing leveraged
subnational relationships to bypass the central government and ne-
gotiate a partnership for Chinese vaccine producer Sinovac to man-
ufacture the vaccine locally in Sdo Paulo Province and later supply
the country with Chinese vaccines.20 Vaccine ingredient shipments
from China to the Sdo Paulo manufacturer were later delayed, al-
legedly at the behest of the Chinese government, following Presi-
dent Bolsonaro’s statements insinuating COVID-19 originated in a
Chinese lab.31

CCP leaders aim to cultivate a network of government officials in
Latin American and Caribbean countries who admire China’s state-
led economic model and support China’s policy objectives.32 Between
2015 and 2018, over 1,000 leaders of political parties from Latin
American and Caribbean countries visited China, and in 2018 the

Move, China Ends Diplomatic Truce with Taiwan,” Reuters, March 17, 2016; Shannon Tiezzi, “Did
China Just Break Its ‘Diplomatic Truce’ with Taiwan?” Diplomat, March 17, 2016; Associated
Press, “Taiwan Says China Appears to Accept Diplomatic Truce,” October 16, 2008; Taiwan’s Office
of the President, President Ma’s Remarks at Ministry of Foreign Affairs: The Concept and Strategy
of the “Flexible Diplomacy,” August 5, 2008.

*The date of Brazi’s 5G auction was repeated delayed. As of September 2021, it was expected to
occur in early November 2021. Alberto Alerigi, “Brazil Sets 5G Mobile Auction for Nov 4, Expects
to Raise $1.9 bln,” Reuters, September 24, 2021; Janaina Camelo, “Huawei O.K. with 5G Com-
promise Deal in Brazil,” Brazilian Report, August 20, 2021; Reuters and Latin America Business
Stories, “U.S. Warned Brazil about China’s Huawei in 5G Network—White House Official,” August
9, 2021; Juan Pedro Tomas, “Brazilian Government Confirms 5G Auction for August: Report,”
RCR Wireless News, July 1, 2021; Giovana Fleck, “Why Huawei Was Almost Excluded from the 5G
Race in Brazil,” Global Voices, May 28, 2021; Reuters, “Brazil Regulator Approves 5G Spectrum
Auction Rules, No Huawei Ban,” February 25, 2021.
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Chinese government pledged to invite over 600 more by 2021.%33
China’s leaders seek to build influence with Latin American and
Caribbean civil servants, legislators, and party leaders from across
the political spectrum and at multiple levels of government.34 For
example, between 2002 and 2017, representatives from the CCP’s
International Liaison Department{ held nearly 300 meetings with
74 different political parties in 26 of the 33 Latin American and Ca-
ribbean countries.35 China tailors its approach to suit host country
dynamics and local political power structures, focusing on official
diplomatic channels in countries with strong central government
authority and prioritizing municipal governments alongside private
companies and associations in countries that are more decentral-
ized.3% Through party-to-party trainings, meetings, travel, and other
engagements sponsored by the Chinese government and the CCP,
Beijing tries to convince many Latin American and Caribbean lead-
ers that partnership with China is the most effective path to eco-
nomic growth in their own countries.3?

Beijing uses people-to-people exchanges to deepen its influence
among the region’s publics.3® The Overseas Chinese Affairs Office,
subsumed under the United Front Work Department in 2018, worked
for over a decade with overseas Chinese communities in Latin Amer-
ican and Caribbean countries in an effort to shape positive views
of China that would facilitate investment and commercial deals.3?
There are about 45 Confucius Institutes in the region, which play
a significant role in China’s efforts to project soft power.4? In tes-
timony to the Commission, Ryan Berg, senior fellow at the Center
for Strategic and International Studies, explained that the impact
of Confucius Institutes is particularly strong in Caribbean countries
where the United States has no official diplomatic presence.f4! The
Chinese government also pays for students, businesspeople, farm-
ers, academics, and other professionals to come to China for class-
es, trainings, and conferences, aiming to influence the region’s next
generation of leaders.42 For example, over 4,000 professionals from
Latin American and Caribbean countries participated in training in
China between 2015 and 2018.43 While absolute numbers may not

*It is unknown how many of the pledged 600 actually completed their visits, particularly given
the disruption of the COVID-19 pandemic. Officials who have traveled to China have attended
seminars on a range of topics. For example, officials from Colombia attended seminars on agricul-
tural production technology in 2017 and 2018, Argentinian officials attended a seminar on public
administration in 2018, and Brazilian civil servants attended programs on foreign investment
and sustainable development in 2019. Claudia Trevisan, “Trade, Investment, Technology, and
Training Are China’s Tools to Influence Latin America,” Council on Foreign Relations, 2020, 11;
China’s Ministry of Foreign Affairs, Join Hands across the Ocean in a New Era, January 25, 2018.

FThe International Liaison Department is the branch of the CCP that conducts party-to-party
engagement with foreign political parties. Its focus is on long-term relationship building and ide-
ology, and Dr. Berg suggested in his testimony to the Commission that it also plays an informal
role in supporting economic dealmaking. For example, the International Liaison Department met
with the mainstream and ruling political parties in Colombia directly before a Chinese com-
pany won a roughly $4-billion-dollar Bogota metro project. Ryan Berg, oral testimony for the
U.S.-China Economic and Security Review Commission, Hearing on China in Latin America and
the Caribbean, May 20, 2021, 77; Ryan Berg, written testimony for the U.S.-China Economic and
Security Review Commission, Hearing on China in Latin America and the Caribbean, May 20,
2021, 5; Jorge Valencia, “By Building Bogota Metro, China Makes a New Breakthrough in Latin
America,” The World, November 5, 2020.

iThe United States Embassy in Barbados concurrently serves six other countries, including
Antigua and Barbuda, Dominica, Grenada, Saint Kitts and Nevis, Saint Lucia, and Saint Vincent
and the Grenadines. China, by contrast, has an embassy in every Caribbean country with which
it has diplomatic relations. U.S. Embassy in Barbados, the Eastern Caribbean, and the OECS,
Countries We Serve; China’s Ministry of Foreign Affairs, Chinese Embassies in Latin America,
2014.
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be large, they have an outsized impact on messages about China
in the region, as those who travel to China are the most likely to
serve in roles as regional experts on China’s activities and influence
in their home countries.4¢ As Dr. Ellis assessed, “The expectation of
more invitations in the future..., the desire not to be ‘ungrateful,” or
the fear of losing access to such important information sources leads
recipients to self-censor their subsequent remarks about China on
topics of sensitivity to its government.”45

China Pursues Media Influence

The main goal of China’s media engagement in Latin America
and the Caribbean is to promote favorable reporting on China
and stifle information it views as “anti-China narratives,” includ-
ing anything that could point out failings of the CCP or criticize
its policies or actions. Thus far, China’s attempts to foster positive
perceptions through media influence have met with mixed suc-
cess.#6 Chinese state media operations are still less developed in
Latin America and the Caribbean than in Asia, Africa, or Europe,
as the organizations struggle to attract large followings in the re-
gional market mainly dominated by U.S. and European media.4”
Xinhua, People’s Daily, and China Radio International nonetheless
produce both Spanish- and Portuguese-language content in the
region, and China Central Television (CCTV) hosts a free 24-hour
Spanish service, though it lacks a Portuguese version.4® Chinese
state media is often cited as an authoritative source on Chinese
affairs, and state media organs have established content-sharing
agreements in countries such as Brazil, Chile, and Venezuela to
regularly republish content from Chinese state media in local
publications and broadcast it on local networks.#® China supple-
ments these influence efforts by hosting trainings and events for
journalists and news agencies from the region geared toward im-
pressing upon attendees a positive perception of China’s economic
and political model.* 50

Since 2020, China’s media outreach has focused on shaping
the region’s perception of the COVID-19 pandemic. Francisco Ur-
dinez, associate professor at the Pontifical Catholic University of
Chile, assessed in his testimony to the Commission that the pan-
demic has severely damaged China’s reputation among publics in
the region.5! In an attempt to reverse the damage, Chinese dip-
lomats in the region not only retweeted positive coverage of Chi-
na’s handling of the outbreak from Chinese state media outlets in
English and Spanish but also amplified the voices of local actors
with positive views of China and spread disinformation to attack

*In 2018, China convened the China-Latin America and the Caribbean Media Forum, bringing
together 13 media outlets from China and over 100 Latin American news agencies. The same
year, China’s Ministry of Foreign Affairs established the China-Caribbean Press Centre, which
facilitates travel exchanges for Caribbean journalists to China. In early 2021, mainstream media
outlets in Argentina, Brazil, Chile, Cuba, Peru, and Venezuela published reports echoing the CCP
messaging on China’s poverty reduction. House Foreign Affairs Committee Republicans, China
Regional Snapshot: South America, March 16, 2021; House Foreign Affairs Committee Republi-
cans, China Regional Snapshot: The Caribbean, March 16, 2021; CCTV, “Mainstream Media in
Many Latin American Countries Report Intensivelz and Highly Evaluate China’s Anti-Poverty
Achievements” (ﬁ%%f‘iﬁ@%%%ﬁﬁ#%lgw@ rp [ i 7% k), March 1, 2021. Translation;
Xinhua, “Xinhua Calls for Deepening China-LatAm Media Cooperation,” November 20, 2018;
CCTV, “China-Caribbean Press Center Launched,” May 19, 2018.
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China Pursues Media Influence—Continued

the United States.52 During an August 2020 virtual dialogue with
representatives from 15 Latin American media organizations on
the subject of COVID-19, China’s representatives called for in-
creased content sharing and stressed the media’s role in sharing
the Chinese government’s so-called “effective measures” against
the virus with Latin American countries.*53

Encouraging Authoritarian Trends

Chinese engagement in some Latin American and Caribbean
countries has exacerbated authoritarian trends and poor gov-
ernance. In Venezuela, the authoritarian Maduro regime has
worked extensively with Chinese technology companies ZTE and
China National Electronics Import and Export Corporationt to
develop surveillance systems and a prototype social credit system
called the Fatherland Card.>¢ The system allows the Maduro re-
gime access to a repository of Venezuelan citizens’ data and has
been used by the regime to track voting patterns, ration food and
supplies, monitor social media accounts, and even preferentially
distribute COVID-19 vaccines throughout the country.5> Marking
China’s export of “digital authoritarianism” to the region, the sys-
tem borrows from China’s emerging Corporate Social Credit Sys-
tem, a sweeping government-wide initiative to aggregate data on
legal entities to improve regulatory enforcement.>¢ Former leftist
populist governments in the region, such as the Evo Morales gov-
ernment in Bolivia (2006-2019) and the Rafael Correa govern-
ment in Ecuador (2007-2017), also contracted with Chinese com-
panies to develop and implement surveillance systems intended
to help them consolidate control over their populations.5? While
in power, both governments undermined democratic institutions,
attempted to silence media criticism, and were accused of cor-
ruption.58

Chinese loans have provided a critical economic lifeline to the
Maduro regime, and they also enabled the Morales and Correa
governments to consolidate control while eroding their countries’
democratic institutions. These governments are also among the
largest recipients of Chinese financing in the region.5? Unlike
international financial institutions (IFIs) like the International
Monetary Fund (IMF), Chinese lenders do not require recipients
to implement structural economic or governance reforms, such as
austerity measures.®0 Instead, according to a study of 100 Chi-

*Chinese-language coverage of the event highlights remarks by media representatives from
five of China’s comprehensive strategic partners, namely Argentina, Brazil, Chile, Peru, and Mex-
ico. The Brazilian representative called for increased media cooperation with China, and the
Mexican representative highlighted the importance of China’s experience in fighting the virus for
Latin American countries. Xinhua, “Chinese and Latin American Media Launch Cloud Dialogue,
Media Personnel Join Hands to Fight the Epidemic and Overcome Difficult Times” (-7 84T i
A E AR A FPUE R, August 28, 2020. Translation.

TIn November 2020, the U.S. Department of the Treasury sanctioned the China National Elec-
tronics Import and Export Corporation for supporting the Maduro regime’s efforts to undermine
Venezuela’s democracy, including its restriction of internet services, digital surveillance, and cy-
beroperations against political opponents. U.S. Department of the Treasury, Treasury Sanctions
CEIEC for Supporting the Illegitimate Maduro Regime’s Efforts to Undermine Venezuelan Democ-
racy, November 30, 2020.
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nese loan contracts published by the Center for Global Develop-
ment, many Chinese loans include their own unique conditions
that protect China’s interests and give Chinese lenders benefits,
including access to resources through commodity-backed revenue
accounts.1l Chinese contracts also include strict confidentiality
clauses that restrict borrowers from even disclosing that some
debts exist, thereby exacerbating issues of transparency and poor
governance.®2 (For more on China’s loans to the region, see “Bilat-
eral Loans Provide China with Leverage over Debtor Countries”
later in this section.)

Between 2005 and 2020, China extended loans worth at least
$62.2 billion to the Venezuelan Chavez and Maduro regimes, $17.4
billion to the Correa government in Ecuador, $3.4 billion to the
Morales government in Bolivia, and $15.3 billion to the Kirchner
governments (2003-2015) in Argentina.®3 In many cases, China
has acted as a lender of last resort for countries that have lost
the confidence of international investors.64 For example, after de-
faulting on $3.2 billion of government bonds in 2008, the Correa
government was cut off from international financial markets.65
Turning to Chinese policy bank financing as an alternative, the
Correa government received over $7 billion in Chinese loans be-
tween 2010 and 2012 alone.®® Argentina, which has defaulted on
its sovereign debt nine times, is the fourth-largest debtor to China
in the region.67 In testimony before the Commission, Mr. Aragéo
suggested Argentina’s mounting debt to China gave China lever-
age to negotiate the construction of a Chinese-controlled space ob-
servation center on Argentine s0il.68 (For more on China’s space
observation center in Argentina, see “China’s Military and Security
Engagement” later in this section.)

China’s Economic Strategy

China’s economic interests drive its engagement in Latin America
and the Caribbean as it seeks commodities and raw materials to
fuel its economy while building markets for its companies and tech-
nologies. China’s economic strategy in the region began in the early
2000s with open market purchases of Latin American commodities,
and it has since diversified to incorporate strategic investments and
financing that increase China’s control over entire supply chains. To
maintain growth, the region urgently needs financing for infrastruc-
ture, which China has been willing to provide, further cementing
its central position in some countries’ economies. While Caribbean
countries are not commodity exporters, China sees the subregion as
both a growing market for its surveillance technologies and an im-
portant location for infrastructure projects, such as ports. In deep-
ening its economic leverage over the subregion, China also intends
to cultivate political support from a bloc of countries with voting
power at the UN.

Countries in the region see Chinese trade and investment as an
opportunity for economic growth; however, the region’s institutions
have been ill equipped to effectively manage the boom in Chinese
economic activity over the last two decades. As a result, Chinese
economic engagement has facilitated a decline in environmental,
social, and governance standards, with some local indigenous com-
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munities and environmental organizations expressing opposition
to Chinese projects and investments. The benefits of trade with
China have also encouraged governments to focus on commodities
to promote economic growth at the expense of industrialization.
Amid a global pandemic and regional economic recession, these
forces may be amplified as countries increasingly rely on Chinese
trade and investment while disregarding long-term consequences,
s111ch as environmental degradation and damage to indigenous pop-
ulations.

Trade with China Is Critical for Economies in the Region

As China’s domestic economy has expanded, its burgeoning de-
mand for commodities has made it a critical trade partner for select
commodity exporters in the region. In 2020, China’s goods trade with
Latin America and the Caribbean stood at just under $300 billion—
up 1,466 percent from $18.9 billion in 2002.6° The region’s goods
exports to China in 2020 were an estimated $135.6 billion, while
it imported an estimated $160 billion in goods from China.”® Latin
America and the Caribbean represented just 6.4 percent of China’s
global goods trade in 2020, yet China has been ranked the second-
or third-largest trading partner for the region since 2011 and has
become an important trade partner for multiple economies.7t

While the region occupies a fraction of China’s global trade, it is
China’s primary supplier for select commodities. For example, Bra-
zilian soybeans and Chilean copper respectively supplied approx-
imately 61 percent and 32 percent of China’s total global imports
of those commodities between 2016 and 2020.72 During the same
time period, 67 percent of China’s imports from the region were in
three main commodity categories: agricultural goods (soybeans and
oilseeds), energy (crude petroleum oil), and metals (copper ores and
concentrates, iron ores and concentrates, and refined copper) (see
Figure 2).73 When disaggregated by country, 84 percent of China’s
purchases from the region originated from just four countries: Brazil
(48 percent), Chile (17 percent), Mexico (10 percent), and Peru (9
percent).74

Strong economic relationships with Latin American commodity
suppliers like Brazil, Chile, and Peru provide China with opportu-
nities to divert its demand between trade partners should political
or economic tensions arise. For example, in 2018 China reduced its
soybean purchases from the United States by $9.1 billion to $3.1
billion, a 74.5 percent drop compared to 2017 levels, in retaliation
for duties levied by the United States on Chinese goods.”® In the
same year, it increased its purchases from Brazil by $7.9 billion, or
37.9 percent year-on-year.”® Similarly, in 2020 China applied duties
on Australian wine after Australia called for an international inves-
tigation into the origins of COVID-19.77 China then expanded its
Chilean wine purchases, which increased by over 40 percent in the
first quarter of 2021.78
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Figure 2: Chinese Imports from Latin America and the Caribbean by
Commodity and Country, 2016-2020
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Note: Because 2020 economic data are skewed due to disruptions associated with the COVID-19
pandemic, this figure aggregates data between 2016 and 2020 to demonstrate trends in Chinese
trade with Latin America and the Caribbean over multiple years.

Source: United Nations, “UN Comtrade Database,” calculations by Rebecca Ray.

Like Chinese trade with the region, Chinese foreign direct invest-
ment (FDI) is concentrated in the energy, metals, transportation, and
agriculture sectors, with Brazil, Peru, and Chile as primary destina-
tions.”® Although the United States and European countries remain
the region’s top sources of investment, accounting for 82 percent of
FDI flows in 2019, FDI from China into Latin America and the Ca-
ribbean is on the rise.8% The majority of Chinese investments have
been through mergers and acquisitions (M&A), and China’s share
in cross-border M&A in the region increased between the first and
second half of the last decade from 12.5 percent to 17.7 percent.81
Over the same period, the share of European M&A transactions de-
creased, while it increased for North American companies.82 China’s
regional investment strategy has also matured and diversified, as
Chinese FDI is progressing beyond M&A to greenfield investments
that require greater local knowledge to build and operate new busi-
nesses. Chinese firms have also begun investing in the region’s fi-
nance, real estate, and technology sectors, though these sectors still
represent a small fraction of total Chinese FDI to the region (see
Figure 3).83
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Figure 3: Cumulative Chinese FDI to Latin America and the Caribbean by
Sector, 2016-2020
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Note: “Other” includes chemicals, finance, logistics, real estate, technology, and utilities. Because
2020 economic data are skewed due to disruptions associated with the COVID-19 pandemic, this
figure aggregates data between 2016 and 2020 to demonstrate trends in Chinese investment in
Latin America and the Caribbean over multiple years.

Source: American Enterprise Institute, “China Global Investment Tracker,” 2021.

Bilateral Loans Provide China with Leverage over Debtor Countries

Two Chinese policy banks,* China Development Bank and the
Export-Import Bank of China (China EXIM Bank), are key facilita-
tors of Chinese engagement.8¢ Many of China’s loans to the region
have been tied to the use of Chinese companies and equipment.8>
The primary recipients of Chinese policy bank lending are all major
oil or commodity exporters and include Venezuela ($62.2 billion, 45
percent), Brazil ($29.7 billion, 22 percent), and Ecuador ($18.4 bil-
lion, 13 percent), which alone account for 80 percent of all Chinese
policy bank lending to the region.86 Furthermore, China devoted
approximately 68 percent of its financing in Latin America and the
Caribbean to the energy sector alone.8”7 For Venezuela and Ecuador,
which have both been cut off from traditional financing at different
points in time, Chinese lending has exceeded total lending by the

*China has three national state-owned policy banks: China Development Bank, Export-Import
Bank of China (China EXIM Bank), and Agricultural Development Bank of China. The policy
banks were established as part of a restructuring effort in 1994 to separate commercial and pol-
icy financing functions, with each bank charged with specific policy domains. For example, China
Development Bank was formed specifically to finance domestic and international development
projects, while the China EXIM Bank provides financial services for importers and exporters. For
more information on China’s banking sector, see Virgilio Bisio, “China’s Banking Sector Risks
and Implications for the United States,” U.S.-China Economic and Security Review Commission,
May 27, 2020.
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World Bank, Inter-American Development Bank, and Development
Bank of Latin America.88

Chinese policy bank financing to the region has declined in re-
cent years, while Chinese commercial financing* facilitates an ar-
ray of Chinese nonstate enterprises’ engagement. According to the
Inter-American Dialogue’s China-Latin America Finance Database,
between 2005 and 2020 Chinese policy banks provided about $137
billion in financing to the region; however, this lending peaked
in 2010 at $35.7 billion, and it has significantly declined in re-
cent years due to the political and economic crisis in China’s top
borrower, Venezuela.8? At the same time, however, Chinese com-
mercial banks like the Industrial and Commercial Bank of Chi-
na and the Bank of China have maintained a steady presence in
the region, providing commercial finance, trade finance, and retail
banking to Chinese companies, often in cooperation with other in-
ternational banks.?9 According to Margaret Myers, director of the
Asia and Latin America program at the Inter-American Dialogue,
loans from Chinese policy banks were originally intended to facil-
itate market access for Chinese firms by linking financing to the
use of Chinese firms and equipment. Demand for these loans may
be declining, however, as Chinese companies have developed their
own extensive customer networks and positive reputations in the
region’s markets.91

For many countries in Latin America and the Caribbean, Chi-
nese policy bank financing fills a gap when access to financing from
IFIs is unavailable due to host country corruption, poor economic
fundamentals, or weak project standards. While Beijing does not
attach governance and project feasibility standards to its loans as
IFIs do, Chinese sovereign loans to other countries include unique
provisions that protect China’s existing commercial interests and
ensure that China is paid before other creditors. The Center for
Global Development’s groundbreaking study of 100 Chinese loan
contracts revealed that these loans prioritize Chinese interests by
creating collateral arrangements, such as Chinese-controlled rev-
enue accounts in which revenue from a debtor’s sale of commodi-
ties is deposited into an account controlled by China and acts as
collateral for the loan.?2 The contracts also include the so-called
“No Paris Club” clauses that keep Chinese debt out of collective
restructuring efforts among the Paris Club of bilateral lenders,¥
thereby ensuring that Chinese debts are prioritized above other
bilateral debts and allowing China to freeride on multilateral debt
relief efforts.93

*China has four primary state-owned commercial banks, including the Bank of China, China
Construction Bank, Industrial and Commercial Bank of China, and Agricultural Bank of China.
Here, “commercial banks”—as opposed to investment banks and policy banks—refers simply to
banks that accept deposits from individuals or corporations; make business, consumer, and mort-
gage loans; and provide checking account services. China’s commercial banks do not provide bilat-
eral sovereign loans but rather support commercial enterprises. For more information on China’s
banking sector, see Virgilio Bisio, “China’s Banking Sector Risks and Implications for the United
States,” U.S.-China Economic and Security Review Commission, May 27, 2020.

TThe Paris Club is a group of 22 creditor nations that strive to coordinate workable solutions
to mounting debt problems among debtor nations. The 22 permanent members of the group are
Australia, Austria, Belgium, Brazil, Canada, Denmark, Finland, France, Germany, Ireland, Israel,
Italy, Japan, Korea, Netherlands, Norway, Russia, Spain, Sweden, Switzerland, the United King-
dom, and the United States. Adam Hayes, “Paris Club,” Investopedia, April 15, 2021; Paris Club,
“Permanent Members.”
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In a pattern that holds across much of the developing world, Chi-
nese bilateral lending to Latin America and the Caribbean creates
significant leverage for Beijing. Though there have been no cases of
China seizing assets in the region to compensate for debt, sustained
debt pressure shapes countries’ long-term policies toward China.
Venezuela is highly exposed, with debt to China peaking at approx-
imately 17 percent of gross domestic product (GDP) in 2014 before
slowly decreasing to approximately 11 percent in 2017 after China
stopped issuing it new loans in 2016.%94 As of 2019, Venezuela owed
$66 billion in external public debt, with just under a third of this
debt owed to China alone.?5 Similarly, China is the top bilateral
lender to Ecuador and Jamaica, both of which owed China approxi-
mately 10 percent of their GDP in 2017.96 For small countries in the
Caribbean, such as Jamaica, which has only received $2.1 billion in
Chinese loans, this financing may have an outsized impact relative
to the size of debtor economies and could create excessive leverage
for Chinese interests.?” Notably, despite the acute financial pres-
sures experienced throughout the region in the wake of COVID-19,
Chinese policy banks did not extend any new loans to countries in
Latin America or the Caribbean in 2020.98 By contrast, the World
Bank, Inter-American Development Bank, and Development Bank
of Latin America respectively approved $7.8 billion, $21.6 billion,
and $14 billion in loans and financial support to countries in the
region in 2020.99

In Venezuela and Ecuador, this leverage is manifested by China’s
sustained access to discounted oil for in-kind repayments through
resource-backed loans. Although China’s resource-backed loans
have at times provided financing below market rates, in the cas-
es of Venezuela and Ecuador, falling global oil prices forced both
countries to dedicate larger volumes of oil production to repaying
Chinese loans.199 The Natural Resource Governance Institute, a
U.S. nonprofit focused on sustainable development, asserts that re-
source-backed loans have been at the center of Venezuela’s public
debt crisis and have prompted the country to push for multiple pay-
ment extensions.191 Facing its own mounting public debt, Ecuador
negotiated a $4.2 billion IMF bailout in 2019 and another $6.5 IMF
loan in 2020.102

Chinese loans also potentially allow Beijing to influence borrow-
ers’ domestic and foreign policies through cross-default clauses.
Cross-cancelation and cross-default clauses, standard in commercial
loans but more unusual in government-to-government lending, pro-
tect China’s existing loans by entitling Chinese lenders to terminate
and demand repayment when a borrower defaults or cancels a loan
from another lender.193 For example, in Argentina, China leveraged
a loan cross-default clause to successfully pressure the Argentine
government not to cancel the Chinese-financed Kirchner-Ceper-
nic Dams Project.104¢ Because the loan for the project included a
cross-default clause, China threatened to cut off financing to an-

*Chinese policy banks do not publish data on their sovereign lending, so third-party analy-
ses track Chinese loans by triangulating open source information. Sebastian Horn, Carmen M.
Reinhart, and Christoph Trebesch manage one of the most comprehensive datasets on Chinese
loan contracts and debtor obligations, although it only accounts for Chinese loans through 2017.
Sebastian Horn, Carmen M. Reinhart, and Christoph Trebesch, “China’s Overseas Lending,” Na-
tional Bureau of Economic Research, NBER Working Paper No. 26050, 2019.
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other project, the Belgrano-Cargas Railway, should the Argentine
government cancel the dam.195 In their study of Chinese loan con-
tracts, researchers at the Center for Global Development note that
“using cross-defaults to link otherwise unrelated projects makes it
harder for the borrower to walk away from any of them, and gives
Chinese lenders as a group more bargaining power—and more pol-
icy influence.”106

Chinese loan contracts also include policy change clauses that
allow China to cancel a loan if the debtor country undertakes poli-
cy changes “adverse to ‘any PRC [People’s Republic of China] enti-
ty’ in the borrowing country.” 197 In fact, the terms in one loan from
China Development Bank to Ecuador constrain Ecuador’s ability to
enact domestic policies that may adversely impact Chinese inter-
ests. They stipulate that China Development Bank will consider
Ecuador to be in default, or failing to honor the terms of the debt
contract, if it “takes any action for the dissolution or disestablish-
ment of a PRC entity or any action that would prevent a PRC
entity or its officers from carrying on all or substantial part of its
business or operations” or “takes any action, other than actions
having general effect in the Republic of Ecuador, which would dis-
advantage a PRC entity in carrying out its business or operations
in the Republic of Ecuador.”198 Such clauses pressure Ecuador to
maintain positive bilateral relations with China, as a loan default
could trigger a range of punitive measures, such as cross-defaults
on other Chinese loans to Ecuador or mandatory early repayment
of the defaulted loan.

Chinese Engagement Promotes Dependence on Commodity Exports

Latin American and Caribbean economies actively seek Chinese
engagement. According to research published by the UN, the 2002—
2008 commodity boom, which was primarily driven by growing Chi-
nese demand, prompted the prices for key commodity exports from
the region like iron ore and zinc to increase by up to 153.6 and 147.6
percent, respectively.199 Chinese commodity demand is estimated to
have increased the region’s export earnings during the period by up
to $73 billion.110 Despite the fall in commodity prices precipitated
by the 2008 global financial crisis, China’s large-scale stimulus ef-
forts helped maintain steady demand for Latin American and Ca-
ribbean exports and shielded the region’s economies from the worst
of the global recession.!!! Chinese economic engagement has also
increased employment throughout the region, and the International
Labor Organization estimates it has generated approximately 1.8
million net jobs between 1995 and 2016.112 The majority of these
jobs were low-skilled and concentrated in the agriculture, mining,
and energy sectors (that is, sectors that serviced Chinese demand
for commodities).113 According to the UN Economic Commission
for Latin America and the Caribbean, China’s expanding economic
engagement also coincides with a decline in the proportion of the
region’s population living in extreme poverty—from 12 percent in
2002 down to 4 percent in 2018.%114

*Extreme poverty is measured by the UN Economic Commission for Latin America and the
Caribbean as the number of people living on less than $1.25 per day. United Nations Economic
Commission for Latin America and the Caribbean, “Sustainable Development Goals Indicator
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While Chinese economic engagement has brought significant
benefits to economies in the region, it also has been tied to a
process of re-primarization. This is a phenomenon in which econ-
omies on the cusp of developing their manufacturing or service
industries revert to primary industry (e.g., natural resource ex-
traction) as their predominant source of economic growth. Be-
cause China mainly imports commodities from Latin America and
exports manufactured goods to the region, trade with China has
been associated with re-primarization in partner economies. Re-
searchers at the Atlantic Council estimate that between 2002 and
2015, the region’s industrial exports as a share of its total global
exports fell from approximately 93 percent to approximately 76
percent.115 By contrast, the share of raw materials in the region’s
export basket has been rising since the beginning of the commod-
ity boom in 2001 when raw materials constituted nearly 23 per-
cent of the region’s export basket.116 By 2018, raw materials con-
stituted nearly 30 percent of the region’s exports to the world.117
Exacerbating this trend, Chinese financing and investment are
concentrated in extractive industries, which further encourages
governments to shift emphasis to these sectors at the expense of
industrialization.

China May Help the Region’s Economies Weather the
COVID-19 Pandemic

China’s strong demand for Latin American commodities is
helping economies in the region manage the economic disrup-
tion caused by the COVID-19 pandemic. In testimony before the
Commission, Ms. Myers explained that in the post-pandemic era,
economies in the region would also likely try to attract Chinese
investment to boost their recovery.118 The IMF estimates that the
region experienced a 7 percent GDP contraction in 2020, while
the volume of the region’s exports also decreased by 26.1 per-
cent between December 2019 and May 2020.119 Due to structural
weaknesses present before the pandemic, economists expect the
region to be the slowest among emerging economies to recover.120
China’s relatively swift economic recovery buoyed demand for
Latin American and Caribbean exports, and as in the aftermath
of the 2008 global financial crisis, China may provide a balance
for economies in the region against external economic shocks and
sharp reductions in U.S. demand for regional goods (see Figure 4).
For example, in June 2020 total Argentine, Brazilian, and Chil-
ean exports to China increased by approximately 48 percent year-
on-year from $7.5 billion to $11.1 billion.121 At the same time,
as U.S. and European investors sold their assets in the region
amid the global economic downturn, Chinese investment through
M&A, particularly in the electricity distribution sector, increased
63 percent from $4.3 billion in 2019 to $7 billion in 2020.122

1.1.1 Proportion of Population Below the International Poverty Line, by Sex, Age, Employment
Status and Geographical Location (Urban/Rural),” May 27, 2021.



88

China May Help the Region’s Economies Weather the
COVID-19 Pandemic—Continued

Figure 4: Chinese and U.S. Imports from Select Latin American
Countries, 2000-2020
(USS$ billions)
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Source: U.S. Census Bureau, Trade in Goods Brazil; U.S. Census Bureau, Trade in
Goods Chile; U.S. Census Bureau, Trade in Goods Peru; U.S. Census Bureau, Trade in
Goods Argentina; United Nations, “UN Comtrade Database.”

China’s Approach to Resource Access Is Evolving

While China’s economic engagement with Latin America began
with a focus on open market commodity purchases, its strategy in
the region is maturing and diversifying. China now invests across
entire supply chains, which allows it to exert greater control over
industries where it has a strategic interest in resource access or
market building. China is also increasingly investing in regional
infrastructure, with an interest in improving production capacity
Wh(ijlﬁ decreasing the time and cost for shipping commodities back
to China.

Latin American Minerals Support China’s Industrial Development

As China attempts to become a global leader in advanced manu-
facturing, access to minerals from around the world is an increasing-
ly important component of its industrial policy. Latin America has
some of the world’s largest deposits of copper, iron ore, silver, lith-
ium, and niobium, which are used to make electronic components,
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such as rechargeable batteries and semiconductors.123 Controlling
the supply chain for these technologies drives China’s investments
in Latin America’s mining sector.

Chinese investment in Latin America’s mining sector reveals a
pattern of vertical integration, with Chinese entities acquiring a
greater share of value within individual mineral supply chains,
culminating with direct ownership over mines themselves.12¢ For
example, in the case of lithium, Chinese firms have expanded their
investments throughout the supply chain, which involves extraction,
refining, and eventually manufacturing the mineral into technolo-
gies like lithium-ion batteries for electric vehicles. Latin America’s
“Lithium Triangle,” which spans Argentina, Chile, and Bolivia, is
home to more than half of the world’s known lithium reserves and
has been a target of Chinese investment.125> Chinese companies like
Tiangi Lithium and Ganfeng Lithium have acquired major stakes in
production in Chile, financed new mine development in Argentina,
and signed an agreement to develop lithium production in Boliv-
ia.126 With the addition of its investments in Australian lithium,
China’s global investments give it influence or control of over 59
percent of global lithium production.’27 As China accumulates mar-
ket power over the lithium supply chain, it also strengthens its abil-
ity to influence global supply and pricing.128

Local Communities Push Back against Chinese Mining
Investments

Some Chinese mining investments in Latin America have gen-
erated pushback in response to negative environmental and so-
cial impacts. The outcomes of local resistance, however, depend
on the local rule of law and the will of governments to place re-
strictions on Chinese investors. In the case of the Chinese-invest-
ed Rio Blanco gold and silver mine in Ecuador, local indigenous
communities impacted by water pollution generated by the mine
successfully sued the Ecuadorian government for failing to pro-
vide the community with free and informed prior consultation on
the project and forced the Chinese company to suspend mining
operations in 2018.129 The Ecuadorian government opposed at-
tempts to close the mine and appealed the decision in a constitu-
tional court in 2020.139 Though there is little public information
available regarding the progress of the appeal at this time, in
February 2021 residents of the local area passed a referendum
to ban any new large-scale mining activities in five nearby wa-
tershed zones.131 While it will prevent future mining operations
in the area, the referendum will not impact the Rio Blanco mine.

In other cases, local communities have engaged in violence to
protest the environmental degradation caused by Chinese mining
projects. In one such example, between 2015 and 2016 communi-
ty protests erupted against the Chinese state-owned enterprise
(SOE) MMG Limited’s (MMG Ltd.) Las Bambas mine in Peru,
citing a lack of adequate prior consultation as well as negative
environmental impacts. The protests resulted in violent clashes
with Peruvian police that left at least four protesters dead.132
Though in 2019 Peru’s Environmental Assessment and Enforce-
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Local Communities Push Back against Chinese Mining
Investments—Continued

ment Agency ordered MMG Ltd. to limit the adverse environmen-
tal effects of its activities, local communities had to endure these
environmental impacts for years before Peru’s government finally
acted on their complaints.133

China Invests in Power Distribution Assets to Build Markets

Beyond its open market purchases of Latin American fossil fu-
els, China has increasingly invested in building and acquiring Lat-
in America’s electricity generation and distribution assets. Between
2005 and 2020, 61 percent of Chinese investments in the region
were devoted to the energy sector, with Chinese SOEs accounting
for the majority of investment.134 As the region’s electricity produc-
tion cannot be exported to China, China’s acquisitions and green-
field investments in the sector are instead intended to build lucra-
tive markets for its energy generation and distribution technologies,
such as solar panels.135 In testimony before the Commission, Re-
becca Ray, senior academic researcher at Boston University’s Global
Development Policy Center, argued that Chinese electricity asset ac-
quisitions introduce the risk that Chinese companies could use their
ownership stakes to engage in anticompetitive behaviors, such as
self-dealing and price fixing.13¢ Chinese SOE Yangtze Power’s 2020
acquisition of Peru’s Luz del Sur electricity distribution company
illustrates these concerns, as Yangtze Power’s parent company, Chi-
na Three Gorges, also has ownership over the Peruvian San Gaban
IIT and Chaglla hydropower plants, both upstream power-genera-
tion assets.137 To prevent collusion, Peru’s Ministry of Energy and
Mines stipulated that Luz del Sur must commit to purchasing pow-
er through a transparent and competitive bidding process.138

In Chile, the 2021 purchase by State Grid, a Chinese SOE, of a
96 percent stake in Compafiia General de Electricidad power utility
company, combined with State Grid’s prior acquisitions of multiple
other Chilean electricity distribution assets, resulted in State Grid
controlling approximately 57 percent of Chile’s electricity distribu-
tion.139 State Grid’s purchase prompted regulatory scrutiny from
the country’s lawmakers, who expressed concern that a foreign state
entity could control a majority portion of a national strategic as-
set.140 Though it too was ultimately approved by Chile’s antitrust
authority, State Grid’s acquisition prompted legislators to consider a
bill to allow Chile’s Congress to block acquisitions of strategic assets
by foreign SOEs.*141

While host country regulators reviewed both the Yangtze Power
and State Grid purchases for potential impacts on market compe-
tition, the acquisitions were never reviewed for risks to national
security. In fact, the majority of countries in Latin America and the
Caribbean lack mechanisms to review the national security impli-

*As of July 2021, the bill was still being debated within Chile’s Congress. A. Gonzolez, “Cham-
ber of Deputies Cites Special Session to Analyze Purchase of CGE by Chinese State- Owned Com-
pany” (Camara de Diputados cita sesién especial para analizar compra de CGE por parte de
empresa estatal china), Emol, July 2, 2021. Translation.
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cations of inbound foreign investment.142 According to Dr. Ray, this
represents a serious institutional gap in Latin American countries’
ability to regulate the China investment boom, especially given Chi-
na’s accumulating investments in critical sectors like energy that
are inextricably linked to a country’s national security.143

China Seeks Agricultural Resources amid Food Security Concerns

China also employs its vertically integrated approach to access-
ing Latin American agricultural resources, which help allay domes-
tic food security concerns. Approximately half of China’s demand
for agricultural products from the region has been concentrated in
Brazilian soybeans, where Chinese purchases comprised about 73
percent of Brazil’s global soybean exports in 2020.144 Brazilian soy-
bean producers have been the primary beneficiaries of U.S.-China
trade tensions, as China diverted much of its U.S. demand to Brazil
in 2018, although Chinese demand for U.S. soybeans has since re-
bounded after the signing of the U.S.-China Phase One trade agree-
ment.145 China’s demand for Brazilian meat imports like beef and
veal increased by 299 percent between 2017 and 2020 and has gen-
erated significant deforestation pressures in Brazil.146 According to
research by Trase, an NGO focused on the commodity trade’s role
in deforestation, in 2017 approximately 40,500 hectares of Brazil-
ian rainforest were at risk of deforestation due to mainland China
and Hong Kong’s demand for Brazilian beef alone.l47 Beyond trade,
major Chinese food companies are targeting acquisitions and invest-
ments along different portions of the agricultural supply chain, in-
cluding production, processing, and storage, and have acquired ver-
tically integrated agricultural operations like Brazil’s Fiagril, which
processes, markets, and transports grains.148

As part of China’s efforts to secure food resources, Chinese fish-
ing boats have become primary offenders of illegal, unreported, and
unregulated (IUU) fishing in Latin America and the Caribbean.14°
China’s deep-water fishing fleet, which according to some estimates
includes over 17,000 ships, has been accused of illegally fishing in
countries’ exclusive economic zones and protected maritime areas,
overfishing, catching protected species, and contributing to water
pollution.150 A recent study by U.S. NGO Oceana found that be-
tween July and August 2020, approximately 99 percent of ships sus-
pected of IUU fishing around the Galapagos were Chinese.15! Like-
wise, separate investigations found that approximately 82 percent
of ships engaging in IUU fishing in Chile’s Nazca-Desventuradas
protected area between 2018 and 2020 were Chinese.152

Countries in Latin America and the Caribbean have had difficulty
preventing IUU fishing because their navies lack adequate resourc-
es to monitor and patrol their territorial waters.153 As a result, in
November 2020, the governments of Chile, Ecuador, Peru, and Co-
lombia issued a joint statement condemning the “large fleet of for-
eign-flagged vessels” conducting IUU fishing near their territorial
waters and promised to “prevent, discourage, and jointly confront”
such activity.154 Chinese IUU fishing demonstrates the extent of
China’s drive to capture the region’s resources and is a direct vi-
olation of countries’ territorial sovereignty. Such malign activities
also fundamentally infringe upon the region’s long-term economic
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welfare by depleting a critical natural resource and cost the region
about $2.7 billion in lost revenue annually.155

China Invests in Regional Infrastructure

To meet its infrastructure needs, Latin America and the Caribbe-
an require additional investment of around 2.5 percent of regional
GDP annually, or $145 billion in 2019, according to multiple esti-
mates aggregated by the Inter-American Development Bank.156 The
region’s lack of infrastructure has been a primary impediment to
industrialization, as Latin American and Caribbean countries have
struggled to develop regional supply chains.157 Intraregional trade,
for example, constituted less than 15 percent of the region’s exports
in 2019.158 Latin American and Caribbean trade is anchored to larg-
er external economies like the United States and China; however,
incomplete and aging infrastructure increases the costs of trans-
porting and exporting raw materials to these markets.159

According to Dr. Ray, Chinese financing has helped to fill the re-
gion’s infrastructure gap with investments spanning multiple sectors,
including surface transportation, ports, energy, mining, agriculture,
and telecommunications.160 Between 2005 and 2020, approximately
$25 billion or 18 percent of Chinese policy bank financing in Latin
America and the Caribbean has been allocated to infrastructure in
the region, while approximately 60 percent of Chinese greenfield
investments between 2011 and 2020 were in infrastructure.161 Most
of these investments are intended to facilitate China’s access to the
region’s resources by decreasing the logistical costs of transporting
commodities to export centers.162 For example, in 2013 China De-
velopment Bank extended a $2.1 billion loan to renovate portions
of Argentina’s Belgrano Cargas railway.163 As Argentina is China’s
second-largest regional supplier of soybeans after Brazil, the rail-
way will support Chinese soy purchases by connecting Argentina’s
agricultural heartland to the coast.164 Because they are designed
to facilitate the region’s exports to China rather than its demand
for connectivity to support intraregional trade, China’s investments
may not fully address the infrastructure needs of the region.

Ports

Chinese investments in Latin American and Caribbean ports are
similarly intended to decrease the costs of shipping resources to
China. The Development Bank of Latin America estimates that be-
tween 2016 and 2040, the region will need approximately $55 billion
in investment to advance its competitiveness in the maritime and
port sector and bridge a significant gap between freight demand and
current capacity.165 Chinese entities are involved in approximately
40 ongoing port operations or port projects in the region.166 This
investment may help to fill this gap and ultimately lower the time
and cost of shipping goods to China.

Chinese firms are involved at every stage of port development
from new port construction and expansion to managing day-to-
day operations. Chinese-developed ports in Latin America demon-
strate the close ties between China’s commodity and logistics
interests. For example, China is working with Peru’s Volcan Min-
ing Company to jointly develop the country’s $3 billion Chancay
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port.167 Although Caribbean countries are not commodity export-
ers, they are important logistics hubs due to their proximity to
the U.S. market and location at the confluence of maritime trade
routes.168 China has therefore been involved in numerous proj-
ects in the subregion, including ports in Cuba, the Bahamas, and
Jamaica.16?

Telecommunications

While much of China’s infrastructure development in the region
is focused on commodity extraction, China is also heavily involved
in building out Latin American and Caribbean telecommunica-
tions infrastructure. Due to subsidies and government support for
national technology champions like Huawei and ZTE, China has
successfully marketed its technologies to the region as economi-
cally viable alternatives to technologies produced in Europe or the
United States.170 As a result, Huawei has already become a leader
in the region’s mobile device market and is a top competitor to
build out 5G infrastructure in Brazil, Chile, Colombia, and Mexi-
co.171 By integrating Chinese technologies into the region’s digital
infrastructure, China is setting the stage for building long-term
commercial dependencies as the region’s market develops.172 As
firstcomers to the market for emerging technologies like 5G and
smart cities, Chinese telecommunications companies can begin to
lock users into their suite of technology offerings to the exclusion
of competitors. They are also in a unique position to shape stan-
dards in the region, which will dictate the long-term structure of
the region’s digital economy and influence which technologies are
operable within its infrastructure.173

Ms. Myers explained in her testimony that in addition to form-
ing long-term commercial dependencies, China’s strategy is driven
by its desire to obtain user data from the region.174 (For more on
China’s emergent data governance regime, see Chapter 2, Section 1,
“Year in Review: Economics and Trade.”) China has sold smart city
technologies to multiple governments, including Argentina, Bolivia,
the Dominican Republic, Ecuador, Guyana, and Venezuela.l7> These
technologies include surveillance and facial recognition technologies
as well as integrated social tracking systems that access and aggre-
gate significant volumes of citizen data.l7®¢ Due to China’s 2017 Na-
tional Security Law, which obligates Chinese companies to give data
to the Chinese government if asked, the integration of Chinese tech-
nologies within the region’s telecommunications infrastructure and
digital economy also presents a security risk given the significant
quantities of sensitive data passing through such systems.177 While
the United States has repeatedly warned other countries about the
security risks inherent in using Chinese telecommunications equip-
ment, Oliver Stuenkel, associate professor at the Fundaciao Getulio
Vargas School of International Relations, noted in his testimony to
the Commission that these warnings are perceived by countries in
the region as overtly political and therefore are largely ignored as
disingenuous.1’8 For many countries with emerging digital econo-
mies, the desire to advance quickly and affordably may ultimately
overshadow the security risks posed by Chinese technologies.
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Figure 5: Select Chinese Investments and Financing in Latin America and
the Caribbean, 2005-2020
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China’s Economic Engagement Exacerbates Institutional
Weaknesses

Latin American and Caribbean governments and institutions lack
the capacity to adequately manage the deluge of Chinese financing
and investment to the region. Since the early 2000s, the rapid in-
crease in Chinese economic engagement has been linked to environ-
mental degradation and social conflict, despite ambitious reforms
enacted by numerous governments.189 Because Chinese creditors
like China Development Bank and China EXIM Bank do not im-
pose the same lending standards as IFIs, Chinese finance has flowed
to sectors and projects with inherently higher environmental and
social risks, and in some cases host governments have deliberately
lowered their standards to attract Chinese investment.181 In such
cases, Chinese investors and companies view it as the responsibility
of host governments to uphold their own environmental, social, and
governance standards.182

The case of Ecuador’s Coca Codo Sinclair dam project illustrates
this phenomenon. The dam was financed in part with a $1.7 billion
loan from China EXIM Bank and was constructed by Chinese state-
owned hydropower company, Sinohydro, between 2010 and 2016.183
Geologists warned that the dam, sitting at the base of an active
volcano, was vulnerable to earthquakes and could cause significant
environmental disruption to the surrounding ecosystem, and an in-
dependent review conducted by a Mexican government agency cast
doubt on the functionality of a dam in the area.'8* Due to environ-
mental and social risks outlined in initial feasibility studies, both
the World Bank and Inter-American Development Bank declined to
finance the Coca Codo Sinclair dam.185 Nevertheless, President Cor-
rea championed the project as having the potential to provide one-
third of Ecuador’s electricity, and local government officials over-
looked environmental, social, and labor regulations in order to speed
up the project timeline.186

According to the Ecuadorian company running the dam, as of
2021 Sinohydro had to make over 7,000 repairs to the dam, while
erosion of the Coca River continued to damage its architecture.187
Due to faulty planning and construction, the dam has been un-
able to run at full capacity and has also contributed to Ecuador’s
mounting debt to China.188 Furthermore, international and Ec-
uadorian experts indicate that the dam may have caused severe
environmental degradation by altering the flow of the Coca Riv-
er and causing an oil spill that harmed indigenous communities
downstream.18° Indigenous communities have since led protests
and launched lawsuits against the Ecuadorian government for
failing to protect their right to clean water and food in connection
with the spill.190 Demonstrating a broader regional trend of insti-
tutional weakness, the project’s outcome is partially the result of
Ecuador’s poor regulatory enforcement, as Ecuador’s government
deliberately bypassed its own regulations to complete the project.
It also highlights China’s willingness to finance projects that have
been rejected by multilateral development banks for their poor
fundamentals, ultimately resulting in exacerbated environmental
and social challenges.



96

China’s Military and Security Engagement

China’s military influence in the region has been relatively limited
but has gradually expanded in conjunction with China’s increasing
influence in certain Latin American and Caribbean countries over
the past decade. China has successfully used economic leverage to
establish a long-term, dual-use presence in Argentina in the form of
a satellite tracking facility operated by the PLA’s Strategic Support
Force. It is also deeply involved in the financing, construction, and
operation of other dual-use infrastructure, such as ports.

While China’s overt military presence remains limited mainly to
military diplomacy, a few exercises, port calls, and exchanges, the
PLA is cultivating relationships with militaries across the region.
Among China’s most consistent security partners have been iso-
lated anti-U.S. regimes in Venezuela and Cuba, the former Correa
government in Ecuador, the former Morales government in Bolivia,
and the Kirchner governments in Argentina.191 Nevertheless, many
other countries, such as Peru, Brazil, Uruguay, Guyana, and Barba-
dos, maintain some military engagement with both China and the
United States.192 Even strongly U.S.-affiliated governments, such as
in Colombia and Chile, also cautiously interact with the PLA.193 In
testimony before the Commission, Cynthia Watson, dean of facul-
ty and academic programs at the National War College, noted that
China has steadily increased its engagement with Colombia, one of
the United States’ closest defense partners in the region, through
small-scale meetings and military diplomacy.194

China Uses Economic Leverage to Enable Potential Military
Presence

The most prominent example of Chinese military presence in Lat-
in America and the Caribbean is the PLA’s control of a space track-
ing station in Neuquén, Argentina.195 The station is China’s largest
such tracking base outside its own territory.196 In 2015, following
Argentina’s inability to pay off Chinese loans under the regime of
Cristina Fernandez de Kirchner, the Argentine parliament approved
the PLA’s construction of the base and agreed to lease it to Chi-
na tax free for 50 years.197 Admiral Craig S. Faller, commander of
U.S. Southern Command, explained in June 2021 that Argentina’s
financial vulnerability meant it had very minimal room to negotiate
with China on the subject of the base.198 A PLA detachment under
China’s Strategic Support Force controls the base without Argentine
authorities having any access to or oversight of the facility.199 Al-
though China claims the installation is intended for peaceful space
exploration, it possesses technology that could be used for espio-
nage.200 Moreover, the Argentine government lacks an enforcement
mechanism to ensure its use is purely for civilian purposes.201

Another key concession China could use to further expand the
presence of its security services in the region is leveraged prefer-
ential access to Chinese-funded or -constructed ports.292 China is
deeply involved in the operation, construction, and financing of Lat-
in American and Caribbean countries’ port infrastructure, as it is
in many places around the world.203 Although there have not yet
been cases where China has used these investments to establish a
military presence, some analysts warn the leverage from significant



97

Chinese investment may position China to gain preferential access
or control over ports that could benefit its military.204

According to Dr. Berg’s testimony before the Commission, China is
engaged in “several dozen agreements to build or expand deep-water
ports” in the region that could potentially be converted for military
use.205 Admiral Faller has also repeatedly noted that China’s in-
volvement in approximately 40 ongoing port operations and projects
in the region raises concerns for U.S. military leaders.206 He further
explained that along with China’s port projects in the region comes
“an erosion of sovereignty and undermining of the security associat-
ed with critical infrastructure.”297 To date, all of the Latin American
and Caribbean ports in the region with Chinese involvement have
been built for commercial use but could have future military appli-
cation.298 Admiral Faller expressed this concern in a press briefing
in March 2021, warning that because of China’s strong state control,
even projects that begin as purely commercial can evolve to have
“significant military application.”209

Of particular concern is the potential for China to use its influ-
ence in ports surrounding critical chokepoints to develop exclusivity
or preferential access and disrupt the movement of U.S. commercial
and military ships.219 Chinese companies currently operate ports on
both sides of the Panama Canal,* a significant global chokepoint.211
A second area of concern is the Strait of Magellan, a natural sea
channel near the southernmost tip of Chile that provides passage
between the Atlantic and Pacific oceans. Mr. Aragao assessed in his
testimony that China could use the port of Punta Arenas in Chile
to establish a presence in this area, noting the Chinese government
has already expressed interest in using the port for Antarctic explo-
ration.212 According to Admiral Faller, the port of Ushuaia in Ar-
gentina is another location where China’s commercial position could
provide China with strategic access to the Strait of Magellan.213
Recent reports also suggest China has engaged in talks with the
government of Argentina about potential Chinese participation in a
project to upgrade dock and logistics infrastructure at an Argentine
naval base in Ushuaia.214

China is also particularly involved in port development in the
Caribbean. China Harbor Engineering Company7 has a regional

*Since the late 1990s, the Hong Kong-based firm Hutchison has operated two main ports, Bal-
boa and Cristobal, located on either end of the Panama Canal. The China Harbor Engineering
Company constructed Balboa port on the Pacific side in 2002. Mat Youkee, “The Panama Canal
Could Become the Center of the U.S.-China Trade War,” Foreign Policy, May 7, 2019; R. Evan
Ellis, “The Evolution of Panama-PRC Relations since Recognition, and Their Strategic Implica-
tions for the U.S. and the Region,” Global Americans, September 21, 2018; Hutchison Ports PPC,
“Learn about PPC”; BNAmericas, “Appeal Threatens Us. $1Bn Panama Container Port,” January
30, 2018; Katherine Koleski and Alec Blivas, “China’s Engagement with Latin America and the
Canbbean U.S.-China Economic and Securzty Review Commission, October 17, 2017, 25; Global
Construction Review, “Chinese Firm Starts Work on $1Bn Panamanian Megaport June 12 2017,
U.S. Senate Committee on Foreign Relations, Hearing on the Panama Canal and United ‘States
Interest, June 16, 1998.

FChina Harbor Engineering Company is a subsidiary of the SOE China Communications Con-
struction Company (CCCC). In August 2020, the U.S. Department of Defense added CCCC to the
list of companies with ties to the PLA. In December 2020, the U.S. Department of Commerce
added CCCC to the Entity List for its role in illegal dredging activities in the South China Sea.
CCCC has also participated in projects at Gwadar Port in Pakistan and Hambantota Port in Sri
Lanka. U.S. Department of Commerce Bureau of Industry and Security, “Addition of Entities to
the Entity List, Revision of Entry on the Entity List, and Removal of Entities from the Entity
List,” Federal Register 85:246 (December 22, 2020); U.S. Department of Defense, DOD Releases
List of Additional Companies, in Accordance with Section 1237 of FY99 NDAA, August 28, 2020;
Shannon Tiezzi, “With Latest Sanctions, US Casts a Shadow over China’s Belt and Road,” Diplo-
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headquarters in Kingston, Jamaica, and active projects in almost
every major Caribbean country.21®> China Merchant Port Holdings
possesses full ownership of the port in Kingston.216 According to Mr.
Aragao’s testimony before the Commission, China has also gained
priority access to the Santiago de Cuba port in Cuba in exchange
for China Communications Construction Bank’s financing the port’s
terminal expansion.217 The Caribbean occupies a strategically sig-
nificant geographic position as a maritime gateway to the south-
eastern United States, and according to Ms. Myers, in the event of
a conflict with the United States, China could benefit from having
already established a presence in the location.218

PLA Engagement Builds Relationships

Military exercises, leadership visits, training, and professional
military education exchanges have further improved the PLA’s rela-
tionships with Latin American and Caribbean partner militaries.219
Senior PLA leaders conducted 215 visits with their counterparts
across all of Latin America and the Caribbean between 2002 and
2019, prioritizing China’s comprehensive strategic partners and
strategic partners.220 The top four countries—Chile, Cuba, Brazil,
and Argentina—accounted for over half of the 215 interactions.221

As in Africa, China has established forums for high-level defense
exchanges with Latin American and Caribbean countries.222 China
held the first China-Latin America High-Level Defense Forum in
2012 with representatives from Bolivia, Colombia, Cuba, Ecuador,
Peru, and Uruguay.223 At the fourth meeting in 2018,* China’s Min-
istry of Defense described the forum as an embodiment of “China’s
sincere desire to develop China-Latin America defense and military
relations.”22¢ China held the first China-Caribbean-South Pacific
High-Level Defense Forum in Nanjing in 2013 with the stated in-
tention of deepening understanding between the PLA and the mil-
itaries of Caribbean and South Pacific countries.225 At the fourth
meeting in Beijjing in 2019, China’s defense minister indicated that
China sought to “deepen military exchanges and cooperation with
Caribbean countries... under the framework of the BRI.”226

The PLA has also occasionally deployed small numbers of forces
to the region for exercises.22?7 PLA forces participated in a humani-
tarian assistance and disaster relief exercise with Colombia in 2012
and a jungle patrol competition in Brazil in 2016, but the PLA has
yet to conduct any exercise of significant force size in the region.228
Between 2002 and 2019, the PLA Navy conducted 28 port calls in
Latin American and Caribbean countries, prioritizing China’s com-
prehensive strategic partners and occasionally including limited mi-
nor exercises with each country visited.22° In 2013, for instance, two
PLA Navy missile frigates and a support ship participated in a joint
exercise with the Chilean navy.230 In 2011, 2015, and 2018, the PLA
hospital ship Peace Ark made three multi-stop visits of increasing
length to the region.231

mat, August 27, 2020; Alex Fang, “US Blacklists Belt and Road Builder for Role in South China
Sea,” Nikkei Asia, August 27, 2020.

*Latin American attendees at the fourth meeting included representatives from Bolivia, Brazil,
Chile, Costa Rica, Cuba, Mexico, Uruguay. and Venezuela. Qiao Nannan, “Fourth China-Latin
America High-Level Defense Forum” (%IEE oy = T 5 12T %E), China’s Ministry of Defense,
October 29, 2018. Translation.
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Relationship building through professional military education
and training is another important component of China’s security
activities in the region.232 PLA personnel have attended training at
Brazil’s Peacekeeping Institute, participated in a special operations
course in Colombia, and attended a course on Command and Gen-
eral Staff hosted by the Chilean navy.233 The PLA has also partici-
pated in training at the Brazilian Jungle Warfare School to improve
its ability to operate in jungle environments like those found along
China’s southern periphery.234 China’s involvement in professional
military education in the region is also increasing.235 For example,
China has sponsored defense officials from nearly all countries in
the Caribbean basin with which it has diplomatic relations to attend
courses in China.236 China is also orienting some of its engagements
in competition with the United States by spreading disinformation
about the intentions of the U.S. military and even offering a course
to regional militaries that argues against the United States as a
military partner of choice.237

Arms Sales and Space Cooperation Achieve Targeted
Dependencies and Reinforce Authoritarianism

Through arms sales and space technology sharing, China has
deepened dependencies that have commercially benefited Chinese
companies and may strategically benefit the Chinese government.238
Many regional governments are attracted to China’s relatively in-
expensive defense equipment and lack of institutional conditions.239
China’s biggest purchasers of arms in the region have been the
Chavez and Maduro regimes in Venezuela, the Morales government
in Bolivia, and the Kirchner governments in Argentina.240

Under the Chavez and Maduro regimes, China has delivered over
$500 million worth of military equipment to Venezuela, including
light tanks, self-propelled artillery and infantry fighting vehicles,
Y-8 transport aircraft, K-8 combat aircraft equipped with air-to-air
missiles, and antitank missiles and antiship missiles.241 The Mad-
uro regime has used Chinese armored vehicles to repress demo-
cratic protests and to obstruct the activities of Venezuelan Interim
President Juan Guaido and other elected members of the Venezu-
elan National Assembly.242 During Morales’ presidency in Bolivia
between 2006 and 2019, China sold the Bolivian military six K-8
combat aircraft worth $58 million and six helicopters worth over
$100 million.243 It also donated 41 armored personnel vehicles to
the country.244 In Argentina during the presidency of now vice presi-
dent Cristina Fernandez de Kirchner between 2007 and 2015, China
outfitted the Argentinian UN forces with four armored personnel
carriers worth $2.6 million.245 The current government of Alberto
Fernandez and Cristina Fernandez de Kirchner is considering pur-
chasing JF-17 fighters from China, which would be the most ad-
vanced Chinese aircraft sold to the region.246

China’s most significant space cooperation initiatives in Latin
America and the Caribbean have mainly occurred with these same
governments.* China has helped to develop and launch at least 21

*The notable exception is Brazil, China’s oldest strategic partner and space partner in the
region. China and Brazil signed a series of agreements to cooperate on satellite development
beginning in 1984 at a time when China’s own space capabilities were also still relatively under-
developed. Under the resulting China-Brazil Earth Resources Satellite program, China’s relation-
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satellites for its top partners in the region, including 10 for Argen-
tina, 6 for Brazil, 3 for Venezuela, and 1 each for Bolivia and Ec-
uador.247 Venezuela’s most recent satellite, which was launched in
2017 during Maduro’s presidency when the economy was in a state
of collapse, will reportedly be used to aid security forces.24® The de-
velopment of Bolivia’s satellite, which President Morales agreed to
purchase in 2010 for $300 million, was majority financed by a loan
from China Development Bank and seen as a Chinese attempt to
strengthen ties with the Morales government.249 Although Bolivian
media expressed skepticism that the country, one of the poorest in
South America, could pay back the loan to China for this satellite,
an additional satellite launch is already planned for 2022.250 Ec-
uador’s satellite launched in 2013 during the Correa Administra-
tion.251 In Argentina, shortly after Cristina Fernandez de Kirchner
returned to power as vice president in 2019, China and Argentina
resumed a wide range of space cooperation agreements that had
stalled under the previous administration.252 China launched ten
satellites for Argentina in 2020, and the two sides have agreed to
cooperate on space vehicles and additional ground infrastructure to
launch and control space missions.253 China has also played a sig-
nificant role in constructing space ground control architecture and
training space personnel for both Venezuela and Bolivia, potentially
giving the Chinese government access to data and imaging captured
by or transmitted through their satellites.254

Finally, China engages with its comprehensive strategic partners
Argentina, Brazil, Chile, and Peru on a multilateral level through
the Asia-Pacific Space Cooperation Organization (APSCO), a multi-
lateral space organization with a headquarters in Beijing.255 China
holds considerable sway over APSCO’s institutional direction, and
in 2015 the organization released a joint statement asserting com-
patibility between APSCO’s mission and BRI.*256 Although none of
APSCO’s Latin American member states joined BRI individually be-
fore 2018, they all nonetheless supported APSCO’s affiliation with
BRI in 2015.257

Implications for the United States

China’s economic importance and targeted political influence en-
courage Latin American and Caribbean countries to make domestic
and foreign policy decisions that favor China while undermining de-
mocracies and free and open markets. As Dr. Ellis explained in his
testimony to the Commission, China’s influence allows it “to lever-

ship with Brazil more closely resembled peer-to-peer cooperation. This presents a stark contrast
to later space agreements after 2000 in which its superior technological capabilities and stronger
financial position have allowed China to hold considerably more leverage over its Latin Ameri-
can partners. Julie Michelle Klinger, “A Brief History of Outer Space Cooperation between Latin
America and China,” Journal of Latin American Geography 17:2, (July 2018): 46-86, 58; China’s
Ministry of Foreign Affalrs, China Policy Paper on Latin America and the Caribbean (11 EXH 2
%Dﬂﬂﬁﬁtgﬂlﬁlﬂ') November 24, 2016. Translation.

*In 2015, an APSCO forum convened in Beijing under the title “The Belt and Road Initiative
for Facﬂltatlng Space Capabilities Building of the Asia-Pacific Countries.” The organization issued
a statement with unanimous support from members asserting “the objective of jointly building
a community of shared interests, responsibility, and destiny proposed by China’s ‘The Belt and
Road’ Strategy conforms to the mission of APSCO.” It further stated that “the Space-Based In-
tegration Information Corridor concept proposed by China is consistent with the vision of the
development and cooperation of APSCO and its Member States.” Julie Michelle Klinger, “A Brief
History of Outer Space Cooperation between Latin America and China,” Journal of Latin Amer-
ican Geography 17:2 (July 2018): 46-86, 63.
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age Latin America and the Caribbean in its battle to bend global
economic, financial, and political institutions to its advantage” and
increases its ability to rally opposition to international initiatives of
the United States.258 In exchange for promises of economic benefit,
governments are increasingly willing to accept Chinese restrictions
on their foreign policy decisions, including refraining from criticizing
China’s record on human rights, backing China’s initiatives with-
in multilateral fora, supporting BRI, and forgoing interactions with
Taiwan. As Admiral Faller assessed, China is ultimately “trying to
create clients, not friends.”259

The attraction of immediate economic benefit from China en-
courages some governments in the region to compromise their own
standards for labor and environmental protections or invest in ex-
tractive sectors at the expense of higher-value-added activities. Chi-
na’s economic leverage over the region ultimately facilitates its own
deepening economic interests while hindering countries’ abilities to
preserve open and fair markets, undermining their long-term eco-
nomic sustainability. Authoritarian regimes benefit from Chinese
loans and the sale of surveillance and smart city technologies, while
some have adopted elements of China’s techno-authoritarian gover-
nance model. As a result, the region’s commitment to both free and
open market principles and democratic values are at risk as China’s
engagement deepens.

The COVID-19 pandemic has amplified ongoing trends in Chi-
na’s relationship with Latin America and the Caribbean. Countries
have become even more likely to turn to Chinese trade, investment,
and loans to boost their economic recoveries, while the promise of
Chinese COVID-19 vaccines has in some cases created additional
leverage for China to attain its goals. Most countries in the region
lack institutions strong enough to balance the economic benefits of
engagement with China with the national security risks. As a re-
sult, some governments in the region are likely to continue deem-
phasizing long-term risks, such as declining environmental, social,
and governance standards; re-primarization; and China’s expanding
influence over national assets like lithium mines and electricity dis-
tribution networks.

China’s expanding influence over mineral supply chains through-
out Latin America has implications beyond countries’ growing de-
pendence on China. In solidifying control over key inputs, China’s
government and companies are extending their hold on a host of
critical technologies, such as lithium-ion batteries and semiconduc-
tors, which could harm U.S. competitiveness. The Biden Adminis-
tration has highlighted the need to shore up U.S. supply chains for
critical technologies, many of which require the United States to
import minerals like lithium, copper, and niobium, some of which it
sources from Latin America.260

Through its security relationships with Latin American and Ca-
ribbean countries, China may be able to lay the groundwork for
deepening future cooperation in a region of particular strategic sig-
nificance for the United States. China’s space observation station in
Argentina and construction of satellites for countries in the region
grant the PLA access to technology it could potentially use for espi-
onage and to strengthen China’s leverage over individual countries.
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China’s deep involvement in financing, building, and operating the
region’s port infrastructure and its presence around the Panama
Canal may allow it to extract concessions from host governments
for preferential access. China has also made efforts to erode U.S. se-
curity partnerships in the region and increase Latin American and
Caribbean countries’ dependence on China.

Nevertheless, the United States retains strong relationships and
historical ties with countries throughout the region. Many Latin
American and Caribbean governments and publics desire much
deeper U.S. engagement and are seeking to guard against risks from
their relationship with China. As Dr. Berg noted in his testimony to
the Commission, people in Latin America and the Caribbean want
to “try to shield their countries from some of the most corrosive
elements of... engagement [with China].”261 Robust cultural, edu-
cational, and social ties between the United States and the region
through diaspora communities and proximate geography grant the
United States important advantages that China cannot replicate.
U.S. partnerships with governments, regulators, and civil society
will have a key role to play in strengthening the region’s economies
and institutions, advancing U.S. interests, and limiting the negative
consequences of deepening Chinese engagement.
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CHAPTER 2

U.S.-CHINA ECONOMIC AND
TRADE RELATIONS

SECTION 1: YEAR IN REVIEW:
ECONOMICS AND TRADE

Key Findings

e Though China was the first among major economies to recover
following the fallout from the novel coronavirus (COVID-19)
pandemic, topline growth figures mask an unbalanced and po-
tentially unsustainable recovery. China’s short-term rebound
relied on government transfers to boost local spending and
support firms, exacerbating the country’s substantial debt
load. The government’s approach failed to revive household
consumption.

e China’s economic rebound in 2020 into 2021 does not repre-
sent a fundamental departure from a decade-long slowdown
trend. The 14th Five-Year Plan (FYP) acknowledges underlying
structural problems, such as declining investment returns, that
prevent the economy from transitioning to a more sustainable
model. China’s leaders believe they can address these chal-
lenges through more state-led technology development and by
strengthening, rather than loosening, the government’s control
over the economy.

e Escalating defaults by Chinese property developers show the
challenge regulators face in reining in the highly indebted sec-
tor. Cash-strapped developer Evergrande’s debt troubles have
the potential to trigger broader financial instability given Ever-
grande’s significant footprint within China’s economy, including
its connections to Chinese households, contractors and suppliers
in the property sector, banks, and local government finance ve-
hicles (LGFVs).

¢ Chinese policymakers seek a self-sufficient technology sector
that not only is under the Chinese Communist Party’s (CCP)
control but also plays a critical international role. In 2021, the
Chinese government expanded the breadth of its efforts to fos-
ter local technology champions, but it also initiated a range of
enforcement actions against major nonstate Chinese tech firms.
This crackdown is partly motivated by a desire for greater con-
trol of nonstate firms’ collection and storage of data, which the
government views as a strategic resource and national security
priority.

(119)
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e U.S.-China economic integration is strengthening in some areas
but weakening in others. Bilateral trade flows and U.S. portfolio
investment into China are increasing. Bilateral foreign direct
investment flows are down, but there is an increase in venture
capital, private equity, and other investments, and the types of
acquisition targets are changing. Despite ongoing political fric-
tions and concerns about discriminatory treatment, many U.S.
companies remain committed to the Chinese market.

¢ The Biden Administration is building on the Trump Administra-
tion’s assertive approach to addressing China’s unfair economic
practices, threats to U.S. national security, and denial of human
rights by engaging U.S. allies and international institutions in
confronting Beijing. Despite tense rhetoric, China’s government
seeks to prevent commercial tensions with the United States
from escalating in order to maintain economic stability, even as
both countries seek to strengthen supply chain security.

e China’s government is formalizing a legal and regulatory frame-
work to counter foreign trade restrictions and sanctions, aimed
especially at U.S. export controls on Chinese companies and fi-
nancial sanctions on Chinese individuals. The most sweeping of
these new measures is the June 2021 Anti-Foreign Sanctions
Law, which prohibits companies operating in China from com-
plying with foreign sanctions the Chinese government deter-
mines are “discriminatory.”

Introduction

In 2021, China’s economy continued to confront immediate dis-
ruption caused by the COVID-19 pandemic as well as long-term
challenges to economic dynamism and financial stability predating
the outbreak. Consumed with shoring up short-term growth and
projecting an image of strength on the eve of the CCP’s centennial,
China’s leadership resorted to a familiar playbook of government
support for industry. The resulting rebound deepened already acute
financial risks, prompting China’s leadership to taper stimulus by
the end of the first quarter in 2021. Despite the Chinese leadership’s
claim of spearheading global economic resurgence, it faces urgency
to identify new domestic drivers of growth, overcome mounting chal-
lenges through innovative breakthroughs, and reduce economic and
technological dependency on global economic integration, particu-
larly with the United States. China’s policy prescriptions to achieve
these goals largely restate previous plans.

The CCP’s external economic relations in 2021 focused on using
China’s economic heft for economic gain and geopolitical leverage
and formalizing methods of tit-for-tat retaliation for perceived dip-
lomatic slights or threats to national security. China’s government
laid the legal foundation for stronger reciprocal action against U.S.
export controls and investment restrictions in 2021 while increasing
economic coercion against countries and companies that speak out
against its actions.

This section examines key developments and trends in China’s do-
mestic economy, U.S.-China bilateral economic relations, and China’s
economic coercion. For analysis of the CCP’s worldview and policy
priorities at the centennial of its founding, see Chapter 1, Section 1,
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“The Chinese Communist Party’s Ambitions and Challenges at Its
Centennial.” China’s 14th FYP and Chinese policymakers’ growing
emphasis on achieving technological self-sufficiency are reviewed in
Chapter 2, Section 2, “The Chinese Communist Party’s Economic
and Technological Ambitions: Synthetic Biology, New Mobility, Cloud
Computing, and Digital Currency.” For analysis of the Chinese gov-
ernment’s increasing control over the corporate sector, see Chapter
2, Section 3, “The Chinese Government’s Evolving Control of the
Nonstate Sector.” Risks to U.S. national security interests posed by
greater financial integration with China are discussed in Chapter
2, Section 4, “U.S.-China Financial Connectivity and Risks to U.S.
National Security.”

China’s Domestic Recovery Slows as Economy Confronts
Long-Term Imbalances

China’s sharp economic contraction at the onset of the COVID-19
pandemic and quick recovery thereafter interrupted but has not al-
tered the country’s long-term economic trajectory. For the last decade,
China’s gross domestic product (GDP) growth rate has been slowing
due to decreasing returns on investment and failure to generate
new drivers of growth. Although China’s government prioritized re-
ducing the outsized contribution of manufacturing, infrastructure
investment, and property construction to GDP growth, these sectors
continue to dominate economic activity at the expense of household
consumption and the services sector. Debt-fueled recovery and eco-
nomic decisions following COVID-19 have exacerbated these fun-
damental imbalances. China’s growth in the second half of 2020
into 2021 was primarily a result of central government transfers
to support continued spending by localities, even as fiscal revenue
contracted. This strategy propped up productlon but did not spur a
corresponding self-sustaining recovery in consumption and services.
At China’s annual legislative session in March 2021, policymakers
shifted priorities from shoring up short-term recovery. Addressing
mounting risks from China’s significant debt buildup became the
new focus, and growth within China’s primary economic engines fal-
tered. The central government has resumed efforts to “deleverage,”
or reduce overall debt levels, and “de-risk,” or reduce informal chan-
nels to less creditworthy borrowers, targeting the property sector
and local governments.

China’s Economic Recovery Falters amid Growing Imbalances

After an early recovery, China’s economic growth moderat-
ed in the first half of 2021. According to official data* released by
China’s National Bureau of Statistics, China’s economy grew by 12.7
percent year-on-year in the first half of 2021, or 18.3 percent in the
first quarter and 7.9 percent in the second quarter.! Year-on-year
GDP growth, which measures economic output relative to the same
period in the preceding year, significantly overstates the actual per-

*Foreign economists, investors, and analysts remain skeptical about the reliability of China’s
official reported economic data. As a key metric in official performance evaluations, as well as
government legitimacy, economic data are highly p011t1c1zed at all levels of government. For more
on the reliability of China’s GDP, see Iacob Koch-Weser, “The Reliability of China’s Economic
Data: An Analysis of National Output U.S.-China Economic and Security Review Commission,
January 28, 2013. For more on the reliability of China’s trade data, see U.S. Cong‘resswnal Re-
search Serv1ce, ‘What’s the Difference?—Comparing U.S. and Chinese Trade Data,” May 20, 2020.
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formance of China’s economy. Unlike in most major economies, Chi-
na’s government imposed strict quarantine measures following the
onset of COVID-19, leading to an acute contraction during the first
quarter of 2020 but a quick recovery in the second quarter as lock-
down measures were relaxed. By the fourth quarter of 2020, China
returned to pre-pandemic growth levels. The momentum of China’s
recovery largely abated by the first quarter of 2021, as demonstrat-
ed by low quarter-on-quarter GDP growth.* The year 2021 saw the
first contraction in factory activity since February 2020, with new
orders, output, and exports all down amid production bottlenecks,
higher material costs, and electricity rationing.2

China’s traditional growth drivers slowed in the first half
of 2021 as the government curtailed stimulus. China’s econom-
ic recovery was driven chiefly by infrastructure construction, proper-
ty investment, and export-oriented manufacturing. The former two
sources of growth have slowed as the government reduced access to
easy credit from the beginning of 2021. This trend is likely to con-
tinue, as contractions in credit growth within China’s economy tend
to precipitate decreases in economic activity two to three quarters
later.3 Though China’s manufacturing output held strong through
the first half of 2021, the outlook for the sector is similarly pre-
carious. Its robust performance during 2020 owed in large part to
China’s early reopening compared to other economies, but in 2021
China faces higher input costs and increased competition from other
major exporters.*

e Infrastructure: Owing to lower fiscal expenditure and local gov-
ernment debt issuance, China’s overall infrastructure invest-
ment decreased for the first time since the outset of the pan-
demic in May 2021, falling 3.6 percent year-on-year.> By July
it had fallen over 10 percent year-on-year.® In particular, coun-
try-wide fiscal spending on transportation projects such as high-
ways and railroads declined 4.9 percent year-on-year by August
2021, reaching $109.5 billion (renminbi [RMB] 704.3 billion).T 7
To contain local government debt growth, China’s central gov-
ernment reduced the amount of “special purpose bonds” local
governments could issue to fund infrastructure projects, among
other long-term expenditures. China’s central government set
the special purpose bond quota at $567 billion (RMB 3.65 tril-
lion) in 2021, down from $583 billion (RMB 3.75 trillion) in
2020, and by July local governments had only issued approx-
imately 37 percent of their special purpose bond quota for the
year.8 By contrast, local governments had issued almost 65 per-
cent of their special purpose bonds by the end of the first half of
2020.° The central government is also urging local governments
to reconsider carrying out potentially loss-making infrastruc-

*Seasonally adjusted quarter-on-quarter growth shows China’s economy grew only 0.4 percent
in Q1 2021 compared to 3.2 percent in Q4 2020, marking the lowest growth rate on record with
the exception of the pandemic shock in Q1 2020. China’s National Bureau of Statistics, National
Economy in the First Half Year Witnessed the Steady and Sound Growth Momentum Consolidat-
ed, July 15, 2021; Logan Wright and Allen Feng, “March/Q1 2021 Macro Data Recap,” Rhodium
Group, April 16, 2021, 2; Evelyn Chang, “China Says Its Economy Grew 18.3% in the First Quar-
ter, Slightly Missing Expectations,” CBC, April 15, 2021.

7 Unless noted otherwise, this section uses the following exchange rate throughout: $1 = RMB
6.43.
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ture projects, particularly in the highly indebted rail sector.1©
In the spring of 2021, two high-speed rail projects in Shaanxi
and Shandong provinces worth $20 billion (RMB 130 billion)
were halted owing to concerns about commercial viability and
excessive leverage.ll

e Property: A sharp slowdown in China’s property sector * weighed
on China’s economy in the first half of 2021, contributing to the
flagging recovery. Due to stricter regulatory requirements on
developers’ financial conditions detailed below, growth of out-
standing bank loans to the property sector slowed to 9.5 percent
year-on-year by the end of June 2021, compared to 17.1 percent
in June 2019.12 Investment in new real estate declined sharply
in third-tier cities as a result of both new regulations and pop-
ulation exodus.f13 Though they are smaller and less wealthy,
China’s third-tier cities account for roughly the same volume of
property sales by floorspace as both first-and second-tier cities
combined.'* Slowing construction in these cities will therefore
weigh more heavily on the property sector, further weakening
overall economic growth.'> The impact of the new regulations
took longer to become evident in national home sales data due
to speculative investment in China’s major cities. The effect was
clear by August 2021, however, as the value of home sales de-
clined 18.7 percent year-on-year.16

e Export-oriented manufacturing: Industrial value added, an in-
dicator for the amount China’s manufacturing and extractive
industries contribute to aggregate economic output, slowed con-
sistently, declining from 14.1 percent year-on-year in March to
5.3 percent year-on-year by August 2021.17 The slowdown was
initially led by lower export demand and decreasing heavy vehi-
cle production, a sign of flagging anticipated domestic construc-
tion.18 A global shortage in semiconductors used in automobiles
also contributed to reduced vehicle production in China. Ac-
cording to the China Association of Automobile Manufacturers,
passenger vehicle production declined 18.7 percent year-on-year
in August, “mostly affected by an insufficient supply of chips,”
though auto sales remained higher in 2021 than in the same
period the preceding year.l® Closures at Chinese ports in re-
sponse to localized COVID-19 outbreaks and an ongoing global
shipping container shortage contributed to global shipping de-
lays and slowing exports.20

*Loans to the property sector include both individual mortgages and loans to developers of
commercial real estate, residential real estate, and government-sponsored low-income housing.
People’s Bank of China Monetary Policy Analysis Group, Monetary Policy Implementation Report
for Third Quarter of 2021 (ﬂ"‘fﬂiﬁ(ﬁ‘ﬂﬁ}&%: 2020 4EZE =), November 26, 2020, 46.
Translation.

FChinese cities are unofficially but widely grouped into four “tiers” based on population, af-
fluence, and whether they are governed at a provincial level (e.g., Shanghai, Chongqing, Beijing,
and Tianjin are provincial-level municipalities), as provincial capitals, or at lower echelons of
administrative hierarchy. For example, Shanghai is a first-tier city; Chengdu, the populous capital
of Sichuan Province and a regional hub in the southwest, is a second-tier city; Wenzhou, a prefec-
ture-level port city and tourist destination on the coast of Zhejiang Province, is a third-tier city;
and Xiangcheng, a county-level city in Henan Province famous foremost as the birthplace of the
first president of the Republic of China, Yuan Shikai, is a fourth-tier city. Dorcas Wong, “China’s
City-Tier Classification: How Does It Work?” China Briefing, February 27, 2019.
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An Illustration of Supply Chain Challenges:
Chinese Port Closures Impact Global Shipping

Localized COVID-19 outbreaks in major Chinese ports and
the Chinese government’s zero-tolerance approach to containing
them have contributed to protracted shipping delays and a steady
increase in global shipping prices. For example, after numerous
cases of COVID-19 were identified at Yantian container port in
Shenzhen in May 2021, Chinese authorities temporarily halted
loading new export containers for six days, and the port operat-
ed at partial capacity from May 21 to June 24.21 As operations
resumed, terminal congestion led to delays of over 14 days, up
from a typical average wait time of a half day.22 Chinese ports
handle almost 30 percent of global shipping container through-
put, or the greatest volume of containerized goods handled by a
single country globally as of 2019.23 Recurring closures at Chi-
nese ports have consequently exacerbated already rising shipping
prices spurred by container shortages, lagging inventories, and
recovering global consumer demand.24 According to the logistics
company Freightos, as a result of the overall rise in global ship-
ping costs, the costs of shipping goods from Asia to the U.S. east
and west coasts rose by 315 percent and 330 percent year-on-year,
respectively.2> The cost of shipping goods from China’s commodi-
ties suppliers in South America to Shanghai, the world’s largest
port, also rose by 443 percent.26

Delays and price increases for shipping routes between China
and foreign consumer markets such as the United States have
also contributed to mounting costs for businesses, and the ris-
ing cost of importing intermediate goods may be contributing to
upstream inflation for producers and retailers.2? Furthermore,
since most shipping companies operate on futures contracts that
are negotiated annually, current price surges are absorbed into
long-term contracts, which will likely result in long-term price
increases.28 Global shipping companies, however, have reported
record profits due to price surges. China’s state-owned COSCO
Shipping Holdings, for example, increased its net profit 32-fold
from approximately $179 million to $5.8 billion in the first half
of 2021.29

Household consumption and services have failed to offset
the decline in traditional growth drivers. Driven by stimulus
policies that favored investment and producers as well as the re-
bound in U.S. consumption, China’s recovery in the second half of
2020 left behind households and the services sector. Both showed
tentative recovery in the first half of 2021, but neither are suffi-
cient to power growth in place of investment and exports, and the
contraction in China’s overall GDP growth resulting from tapering
stimulus may undermine their initial recovery.

e Household consumption: After remaining virtually stagnant in
2020, China’s household consumption finally rebounded part-
way through the first quarter of 2021. Retail sales growth, a
key gauge of consumption, surged 34.2 percent year-on-year in
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March 2021 but decreased thereafter, with growth levels taper-
ing to 17.7 percent in April, 12.1 percent by June, and 2.5 per-
cent by August.30 Economists suggest that consumers remain
cautious regarding China’s recovery, and households’ propensity
to save rather than spend remains high due in part to slow
wage growth.3! Urban disposable income growth, a key driver of
consumption, has not kept pace with China’s economic recovery,
growing 10 percent in the first half of 2021, or 2 percentage
points lower than GDP growth rate.32

e Services sector: At 53 percent, the contribution of the services
sector* to GDP growth in the first half of 2021 was far below
its contribution before the pandemic: in the first half of 2019,
it accounted for 60.3 percent of GDP growth.j33 Services are
a key driver of urban employment in China, with demand for
labor-intensive services jobs among migrant workers increasing
as factory job availability decreased in the past.34 This trend is
likely to repeat as global economies recover from the pandemic
and demand for Chinese exports slows. Slackening demand for
Chinese exports will limit manufacturing employment opportu-
nities, while dampened household consumption will limit con-
tinued growth of the services sector.35

The consequences of uneven recovery are apparent in di-
verging inflation indicators for China’s producers versus
consumers. The producer price index, a benchmark for the rate at
which production input costs are increasing, grew sharply in 2021,
increasing 9.5 percent year-on-year by August.36 Surging producer
inflation primarily reflects increasing commodity prices, driven by
extensive manufacturing and construction activity during the pre-
ceding year. Meanwhile, China’s consumer price index rose by only
0.8 percent year-on-year by August, after being in deflationary terri-
tory for the first two months of the year.38 Continued divergence of
producer prices and domestic consumer demand threatens China’s
recovery, as producers will either need to pass increased input costs
to domestic or international consumers or accept lower profit mar-
gins.39

*China’s National Bureau of Statistics defines the services sector as comprising wholesale
and retail; transportation, storage and postal services; accommodation and catering; telecommu-
nications, internet, and software; financial services; real estate, including leasing and business
services, property management, real estate intermediary services, and leasing operations; scien-
tific and technological research; water and environmental conservation and public facilities man-
agement; residential and repair services; education; healthcare and social work; culture, sports,
and entertainment; public administration, social security and civil society organizations; and
international orgamzatlons China National Bureau of Statistics Department of Management,
Regulation on the Division of the Three Sectors (=X)L ¥l4 ¥ %), January 14, 2013. Translatlon
China National Statistics Bureau, 4. Statistical System and Classzﬁcatwn Standards P, St
18 % 53k (17 ) , June 19, 2020. Translation.

By comparison, services contributed 77.3 percent for the United States in 2019. High-income,
manufacturing-dependent economies Japan, South Korea, and Germany all have services ratios
slightly below 70 percent. World Bank, “Services, Value Added (% of GDP)”; U.S. Central Intelli-
gence Agency, “GDP—Composition, by Sector of Orig‘in,” World Factbook.
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China’s Government Increases Economic Data
Censorship

To control the official narrative of its economic performance,
China’s government has increased censorship of economic report-
ing, including by journalists and nonstate information provid-
ers, such as economic consultancies and data services. Economic
censorship increases financial and commercial risk for countries,
entities, and individuals exposed to China who are unable to ob-
tain accurate information on the performance of its economy. In
particular, China’s government has tried to contain unofficial es-
timates of inflation, seemingly to influence market dynamics, and
unemployment, which is highly politically sensitive:

e Inflation: After monthly producer inflation reached its highest
reported level since 2008 in May 2021, China’s main economic
planning agency and market regulator introduced new com-
pliance requirements for commodity price index reporting.4°
Analysts suggest the compliance requirements are aimed at
bolstering the government’s ability to censor information that
could contribute to further price increases.4! Prior to modi-
fying the requirements, China’s government reportedly cen-
sored industry research that reported price escalation, and
it suspended a daily indicator on coal prices after the index
reported a sharp increase.42

e Unemployment: At the height of China’s lockdown and trav-
el restrictions in February 2020, the official unemployment
rate stood at 6.2 percent, versus roughly 4 percent reported
by China’s government for decades.43 In late April 2020, the
brokerage firm Zhongtai Securities estimated the number of
workers who lost their jobs due to the pandemic may have
already exceeded 70 million, indicating an urban unemploy-
ment rate of at least 20.5 percent.*4¢ The figure was quick-
ly retracted after gaining attention online, and on May 1
Caixin business magazine reported that Zhongtai Securities
removed their research chief from his post following the re-
port’s publication and censoring.4>

Increased censorship of economic data and reporting compounds
longstanding practices by propaganda agencies and China’s na-
tional statistics bureau to paint a favorable picture of the econo-
my in order to control market and societal responses to econom-
ic news. For media outlets, China’s government routinely issues
guidance ordering preemptive censorship of topics deemed politi-
cally sensitive, which can include reporting on adverse economic
conditions. For instance, following the U.S. imposition of tariffs on
Chinese goods in July 2018, the New York Times reported China’s
government forbade reporting on the impact of the tariffs in Sep-
tember 2018.46 The same government directive forbade coverage
of local government debt risks, declining consumer confidence, or

*At the end of 2019, China’s National Bureau of Statistics reported that urban employment
stood at 442.5 million, ‘with an urban unemployment rate of 3.6 percent. China National Statis-
tics Bureau, Zhang Yi: The Employment Situation Is Generally Stable (3k: #llFE# b kR
ol T H b 1 5E ), January 19, 2020. Translation.
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China’s Government Increases Economic Data
Censorship—Continued

economic data suggesting the economy was slowing, among other
topics.4?

As U.S. investors and financial services firms become more in-
volved in China’s economy, they face the increasing risk of pro-
ducing analysis or providing information the Chinese government
censors. For instance, according to testimony before the Commis-
sion by Rebecca Fair, CEO of data analytics firm Thresher, in late
July 2021 the Chinese government removed domestic discussion
of U.S. investment managers Merrill Lynch and JP Morgan after
they reportedly issued warnings to their investors about the risk
of investment in China due to the government’s unpredictabili-
ty.*48 In this case, censors quashed the narrative among domestic
netizens that Chinese government actions had introduced new or
heightened risks to the Chinese market.*?

Deleveraging and De-Risking Target Local Government and
Property Developers’ Debt

In shoring up short-term growth, China’s government in-
creased the fiscal deficit and paused campaigns aimed at re-
ducing overall debt levels and riskier forms of credit during
2020. Despite being small by international standards, credit growth
and fiscal support as part of China’s 2020 stimulus contributed to
the country’s already staggering debt load. At the end of 2020, Chi-
na’s debt-to-GDP ratio reached 285 percent, compared to 258 per-
cent in 2019, according to the World Bank.§59 The ratio declined to
280 percent by the end of the first quarter of 2021, but only because
China’s GDP increased rather than because the absolute value of
China’s debt decreased.5! China’s central government increased the
fiscal deficit to a record 3.6 percent of GDP in 2020, and later re-
duced it to 3.2 percent in 2021 amid stronger fiscal revenues.i 52

A substantial portion of the debt growth was also fueled
by laxer borrowing standards. In March 2020, the People’s Bank
of China (PBOC) and several other agencies instructed creditors to
extend loan repayment intervals and not to recognize loans with

*In order to shape domestic narratives, the Chinese government leverages both artificial in-
telligence and humans to moderate and generate content about the Chinese economy, domestic
and foreign markets, and domestic and foreign companies. Chinese censors shape narratives pri-
marily by deleting, generatmg, and amplifying content on traditional and social media. Rebecca
Fair, written testimony for U.S.-China Economic and Security Review Commission, Hearing on
U.S.-China Relations in 2021: Emerging Risks, September 8, 2021, 1.

TThe World Bank’s measure of debt includes the sum of domestic and external debt, including
household, non-financial corporate, and public sector debt. Corporate debt includes that of non-
state firms and SOEs, as well as local government financing vehicles, special platforms created
by local governments to issue debt on their behalf. World Bank Group, “Beyond the Recovery:
Charting a Green and Inclusive Growth Path,” China Economic Update (June 2021), 11.

ZIncreasing the annual budget deficit above 3 percent of GDP represents an important thresh-
old for Chinese policymakers. Since China introduced economic reforms in 1978, the fiscal defi-
cit-to-GDP ratio has mostly been below 3 percent and right at 3 percent during an economic
slowdown in 2016 and 2017. By comparison, the U.S. fiscal deficit for 2021 is projected to be
13.4 percent of GDP. Liao Qiaoyi, “China Could Lift Deficit-to-GDP to Highest on Record amid
COVID-19,” Global Times, April 19, 2020; Yawen Chen and Ryan Woo, “China Says Higher 2019
Budget Deficit Will Spur Growth, Won’t Open Floodgates,” Reuters, March 6, 2019; U.S. Congres-
sional Budget Office, An Update to the Budget and Economic Outlook: 2021 to 2031, July 2021.
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missed payments as delinquent or downgrade the credit rating of bor-
rowers.>? Additionally, in July 2020 China’s chief banking regulator
extended a year-end deadline on 2018 regulations meant to reduce
shadow banking, or off-balance-sheet lending, to avoid regulatory cap-
ital requirements.?* Banks and asset managers were granted until
the end of 2021 to comply with the new requirements.?> Even prior
to the pandemic, China’s government had already been easing off its
deleveraging and de-risking campaigns following a sharp escalation
in borrowing costs that threatened to dampen overall growth, par-
ticularly for China’s small- and medium-sized enterprises (SMEs).56

Local government expenditure to keep local businesses
operating was a key pillar of China’s post-pandemic recov-
ery.®’” To incentivize firms to retain employees, in February 2020
China’s central government cut and, in some cases, exempted firms’
contributions to social programs, including pension, unemployment,
and workers’ compensation, which are administered by local gov-
ernments and amounted to $240 billion (RMB 1.54 trillion) from
February through the end of 2020.58 In March 2020, the central gov-
ernment refunded small firms the payments they made toward un-
employment insurance in 2019, provided those firms did not reduce
employment.59 Responding to central government guidance, many
local governments introduced other incentives to help businesses
weather the economic contraction.6® These included providing sub-
sidies for purchasing teleworking equipment and services, allowing
corporate income tax deductions for other expenditures related to
COVID-19 prevention and control, and cutting a number of oth-
er taxes and administrative fees.61 Other fiscal incentives notably
aligned with China’s policy priorities. For instance, China’s govern-
ment subsidized research and development costs for smaller firms
and granted substantial tax breaks for research and development
expenditure related to COVID-19 prevention and control.62

Because local governments’ fiscal revenues contracted sub-
stantially due to the economic slowdown and tax breaks for
businesses, they borrowed heavily through both formal and
informal channels to meet their expenditure obligations. Ac-
cording to China’s Ministry of Finance, by July 2021 outstanding lo-
cal government debt reached approximately $4.4 trillion (RMB 27.9
trillion), or 27 percent of GDP in 2020, up slightly from $4 trillion
(RMB 25.6 trillion) or 25 percent of GDP at the end of 2020.63 The
actual amount of local government debt is likely much larger, how-
ever, due to “implicit debt” raised through LGFVs, special platforms
created by local governments to issue debt on their behalf.*64+ A
Chinese government-linked think tank estimated that by the end
of 2020, local government implicit debt had reached approximately

*Prior to 2015, municipal governments could not issue debt directly, with exception to a few
pilot programs authorized by China’s central government. Because local governments’ revenue
bases were often insufficient to meet their expenditure obligations, they used LGFVs to evade
these restrictions, a practice that has continued since China legalized municipal debt issuance in
2015. China’s Ministry of Finance calls funding raised through LGFVs “implicit debt,” and it is
explicitly recognized as corporate debt rather than a government obligation, but investors often
treat LGFV bonds as backed by the government, creating moral hazard. Frank Tang, “China
Debt: State Council Says Local Governments Must ‘Tighten Their Belts’ and Cut Debt to Reduce
Financial Risks,” South China Morning Post, March 16, 2021; Zhiguo He, written testimony for
the U.S.-China Economic and Security Review Commission, Hearing on China’s Quest for Capital:
Motivations, Methods, and Implications, January 23, 2020, 6, 10.
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$2.3 trillion (RMB 14.8 trillion).65 This estimate would bring total
local government debt up to approximately $6.3 trillion (RMB 41
trillion) in 2020, or 40 percent of GDP, 15 percentage points higher
than the official figure.

China’s central government renewed efforts to rein in offi-
cial and implicit local government debt, which ballooned in
2020. In addition to reducing the annual quota for special purpose
bonds, or municipal debt local governments may issue to fund items
such as infrastructure projects, China’s government moved more
slowly to issue debt within the limits it set in 2021. In the first four
months of the year, local governments only sold or planned sales
of special purpose bonds totaling $34.6 billion (RMB 222.7 billion),
compared to $113.5 billion (RMB 729.6 billion) in the same period
in 2019 and $178.8 billion (RMB 1.15 trillion) in 2020.67 In April
2021, China’s State Council also issued a circular on budget man-
agement, attempting to curb implicit local government debt growth
by holding local cadres personally accountable for “problematic” debt
raised during their terms, converting LGFVs into state-owned en-
terprises (SOEs) and stripping their municipal financing functions,
and instructing LGFVs to restructure or declare bankruptcy if they
cannot avoid default.?® Chinese analysts questioned the timetable
to convert LGFVs into regular companies, as well as the likelihood
China’s government would tolerate increasing LGFV defaults. One
analyst noted that defaults from a single city-level LGFV bond are
likely to cause refinancing problems for every LGFV in the entire
province regardless of their creditworthiness, a reflection of the po-
tential financial turbulence China’s government faces in exercising
greater market discipline.69

Chinese policymakers are increasingly relying on tighter
banking oversight to remedy China’s highly leveraged real
estate sector, which is also a target of Beijing’s de-risking ef-
forts. Announced in late 2020, the Chinese government’s “three red
lines” policy cuts off new bank loans to real estate developers that
do not meet certain prudential requirements. These requirements
include the following: (1) setting a ceiling for developers’ debt-to-
asset ratios at 70 percent, (2) setting net debt-to-equity ratios at
100 percent, and (3) capping short-term borrowing on par with cash
reserves.”’0 Economic research firm Rhodium Group analysts Logan
Wright and Allen Feng describe the policy as likely “the most im-
portant tightening policy targeting the property sector introduced in
recent years.”’! They note that blanket requirements on developers’
capitalization impose financial discipline regardless of the source
of funding, where previous attempts to rein in property sector debt
had focused narrowly on formal channels such as bank loans.”2 The
effect of the three red lines policy has been apparent as develop-
ers’ property pipelines have begun to shrink. Between January and
August 2021, the square footage of land area purchased for real
estate development decreased by 10.2 percent relative to the same
period in 2020, while land prices also decreased by 6.2 percent amid
weakening new construction.”3 The PBOC has also instructed banks
to strengthen due diligence screenings to ensure operating loans
made to businesses are not being used for real estate speculation.
At the same time, local governments are imposing tighter property
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purchasing restrictions, including requiring purchasers to hold real
estate assets longer before reselling them.”4 For example, new regu-
lations in Hangzhou require owners to hold newly built homes sold
through a lottery™* for five years before reselling.”5

Three Red Lines Policy Increases Potential for Property
Developer Defaults

China’s three red lines policy has threatened the survival of
multiple developers in China’s highly leveraged property sector.
For example, in September 2021 indebted property developer Ev-
ergrande announced it would delay payments on its investment
products, which it used to raise capital to address funding gaps
and pay back other creditors.”¢ By September 30, 2021, Ever-
grande missed $131 million in payments to its offshore bondhold-
ers, casting doubt that it could make another $162.4 million in
offshore bond payments due in October.777 By October 4, trading
in Evergrande’s shares had been suspended on the Hong Kong
Stock Exchange per Evergrande’s request.f

According to its unaudited interim financial reports, Ever-
grande’s total liabilities reached $306 billion (RMB 1.97 trillion)
as of the end of June, of which $37.3 billion (RMB 240 billion) was
debt due within one year.”® Debt risks from Evergrande also ex-
tend beyond China’s domestic economy, as the developer accounts
for nearly 5 percent of offshore, dollar-denominated bonds from
Chinese 1ssuers.”

Stricter rules on property developers’ capital adequacy have
hampered Evergrande and other developers’ abilities to raise cash
through new loans. Property development in China is a highly
leveraged business, with developers funding land purchases and
housing construction through loans, bonds, and deposits from home
buyers rather than revenue. Because China’s three red lines policy
restricts property developers’ ability to take on new debt, Ever-
grande and other developers have struggled to pay suppliers and
contractors, meet existing debt payments, and finance continued
expansion to raise more capital.®0 The impact of the new regula-
tions has been readily apparent in missed bond payments. Prop-
erty developers accounted for bond defaults totaling roughly $8
billion (RMB 51.2 billion) from the beginning of 2021 to August,
with more expected.8! For example, in October property developer
Fantasia Holdings Group Co. Ltd. failed to repay principal amount-
ing to $206 million on its dollar-denominated offshore bonds.82

*Because the number of potential buyers far exceeds the number of available housing units
in major Chinese cities, multiple cities have implemented score-based lottery systems in which
potential buyers are scored based on their ability to meet criteria including their current housing
status, historical payments into local social security, and prior home purchases. Potential home
buyers with the highest scores are then entered into a randomized lottery in which they may be
selected to purchase housing. Shanghai Metals Market, “Shanghai Xinfang Lottery Launches a
Points System to Give Priority to ‘Families without Houses,” February 6, 2021.

TEvergrande’s creditors can trigger a default once its bond payments are 30 days past due.
Narayanan Somasundaram, “China Evergrande Misses Bond Payment Deadline,” Nikkei Asia,
September 24, 2021.

%Chinese state media reported that Hopson Development Holdings Limited (Hopson) planned
to purchase a 51 percent stake in Evergrande’s property services unit, Evergrande Property Ser-
vices, prompting both Evergrande and Hopson to request a suspension in trading of their shares.
Hopson has not yet confirmed the acquisition. Tom Westbrook and Donny Kwok, “Evergrande
Eyeing $5 Bln Property Unit Sale; Rival Fantasia Misses Payment,” Reuters, October 4, 2021.
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While deleveraging, China’s government is attempting to
allocate more credit and fiscal support to marginalized non-
state firms. China’s SMEs, which are far more likely to be non-
state firms, suffered disproportionately from the economic fallout
following COVID-19 as initial government stimulus policies favored
state-dominated sectors. In spring 2021, China’s government took a
series of measures aimed at keeping SMEs afloat. Most constitute a
familiar playbook: local governments have slashed fees and taxes for
smaller businesses and in some cases offered tax breaks to property
owners who cut SMEs’ rents, while the PBOC has encouraged banks
to increase lending to SMEs, keep borrowing costs low for SMEs,
and extend loan forbearance granted in 2020 into 2021.83 These
policies expand upon many previous tax breaks and monetary ben-
efits the Chinese government offered SMEs at the end of 2018 into
2019.84 A separate policy from several agencies—including China’s
Ministry of Industry and Information Technology, the primary min-
istry responsible for technology development—pledges state support
for SMEs in targeted industries that can help China meet its tech-
nological self-sufficiency goals under the 14th FYP.85 The continued
necessity of special support for SMEs in spite of China’s recovery
highlights the impediments to overcoming deeper structural chang-
es that could support a more dynamic nonstate sector. Past efforts to
achieve a balancing act in credit expansion—reining in debt growth
within leveraged sectors while fostering it in others—have failed, as
Chinese regulators have been unable to block avenues for new loans
to be redirected toward speculation.86

CCP’s “Common Prosperity” Slogan Elevates Campaign
against Inequality

In an August 2021 speech highlighting “common prosperity,
General Secretary of the CCP Xi Jinping signaled the Chinese
government’s increasing focus on addressing China’s income in-
equality. At a meeting of the Central Commission for Financial
and Economic Affairs, one of China’s top economic deliberation
bodies, General Secretary Xi said the CCP should focus on com-
mon prosperity while creating an “olive-shaped [income] distri-
bution, where the middle is large and the two ends are small.”87
General Secretary Xi said the CCP should “strengthen the regu-
lation and adjustments of high income” and “fairly regulate exces-
sive income.”88 According to Chinese state media outlet Xinhua,
the meeting also indicated the need to expand the middle class
while increasing earnings for low-income individuals.8?

Concrete policy implications for common prosperity remain un-
clear. The August meeting emphasized the need for a “tertiary
distribution mechanism” consisting of “primary distribution” (al-
location of wealth according to labor, capital, and other factors),
“redistribution” (through taxation, social security, and transfer
payments), and “tertiary distribution” (charitable donations).20
The government has not yet announced major policy changes
in pursuit of common prosperity and Chinese policymakers and
state media have sought to reassure the business community that
common prosperity would not result in radical income redistribu-

»
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CCP’s “Common Prosperity” Slogan Elevates Campaign
against Inequality—Continued

tion. Despite this, Chinese regulators have already taken signif-
icant enforcement actions against high-income individuals, and
nonstate companies have announced large charitable donations
in the name of common prosperity.

¢ On August 26, China’s State Tax Administration announced
it would crack down on tax evasion and increase supervision
of high-income individuals.?? The next day, the State Tax Ad-
ministration announced over $2 billion (RMB 13 billion) in
tax fines on several corporations as well as a $46 million
(RMB 300 million) fine on actress Zheng Shuang.92 An ar-
ticle in the state-backed tabloid Global Times commenting
on Zheng’s tax case noted, “Such supervision will be further
tightened with harsher punishments as China marches to-
ward common prosperity.”93

e According to Bloomberg, by the end of August, seven of Chi-
na’s wealthiest billionaires had already announced $5 billion
in charitable donations in 2021.94¢ Tech companies, which
remain subject to a government crackdown, have been par-
ticularly vocal in their donations. Since the August meeting,
Tencent, Pinduoduo, and Alibaba have announced chari-
table donations that together total $24.8 billion (RMB 160
billion).95 Food delivery giant Meituan also pledged to pay
closer attention to the welfare and needs of its delivery driv-
ers, with the company’s founder Wang Xing telling investors
common prosperity is “built into the genes” of the company.26

China’s 14th FYP Acknowledges Long-Term Challenges but
Does Not Offer New Solutions

China’s leadership is decreasing emphasis on quantitative
targets, looking to correct imbalances. The 14th FYP is a blue-
print intended to guide China’s development for the 2021-2025 pe-
riod, setting the stage for goals as far out as 2035 and 2049. Within
the 14th FYP, Chinese policymakers pledge to focus on transitioning
to “higher quality growth” in recognition of the consequences of Chi-
na’s “growth at all costs” development model, such as acute environ-
mental degradation and rising income inequality.?” In the annual
legislative session in March, China’s leaders set a more modest tar-
get of 6 percent GDP growth for 2021, and the 14th FYP itself de-
viates from previous plans by setting no topline GDP growth goals
and reducing the number of other economic targets.?8 (For more on
the 14th FYP’s goals, see Chapter 2, Section 2, “The Chinese Com-
munist Party’s Economic and Technological Ambitions: Synthetic
Biology, New Mobility, Cloud Computing, and Digital Currency.”)
Chinese policymakers have previously issued blueprints prioritizing
addressing economic imbalances and improving investment efficien-
cy. They abandoned these goals, however, when faced with economic
turbulence or pushback from blocs of politically favored SOEs that
benefit from inefficient investment growth.9? Even as China’s lead-
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ership reiterated pledges to move away from its old model, China’s
lopsided post-pandemic recovery has exacerbated imbalances to
shore up short-term growth.100

In practice, the 14th FYP revisits and solidifies self-suffi-
ciency and technological breakthroughs as central pillars of
China’s economic vision under the dual circulation strate-
gy. Chinese leaders believe China should establish a self-sufficient
economy, both in localizing entire supply chains and driving econom-
ic growth through domestic consumption. They have reframed this
approach as the dual circulation strategy, first proposed by China’s
leadership in May 2020 to address weak global demand and strained
bilateral relations with the United States and later integrated into
the 14th FYP. According to the strategy, China’s economy would grow
principally by increasing domestic demand and reorienting Chinese
producers to cater to the local market rather than producing for
export.101 At the same time, it would reduce the risk of being cut
off from critical foreign technologies by strengthening supply chain
security.192 Neither emphasizing China’s domestic economy nor re-
ducing dependence on foreign technology are new ideas, though the
goals bear new urgency for the CCP in what it views as an increas-
ingly hostile and uncertain external environment.193 (For more on
dual circulation, see Chapter 1, Section 1, “China’s Ambitions and
Challenges at the Chinese Communist Party’s Centennial.”)

China’s leaders see technological breakthroughs as key to
overcoming a host of economic challenges, including income
inequality and demographic change.194 The 14th FYP also reaf-
firms a vision of China’s role in the international economy in which
China establishes dominance by systematically reducing its depen-
dence on international trade and investment to strengthen its own
security while increasing other countries’ dependence on Chinese
trade and investment to gain leverage. As discussed later in this
section, this vision is central to China’s objectives in its economic
relationship with the United States.

China’s Government Strengthens Control over Technology
and Data

In 2021, the Chinese government increased support to critical sec-
tors to advance its technological self-sufficiency goals. At the same
time, it tightened regulatory oversight of data-intensive industries,
in some cases damaging the commercial performance of some of Chi-
na’s most successful tech giants. The latter trend follows efforts by
the Chinese government to regulate data both as a strategic asset
and a potential national security risk, curb the nonstate financial
sector’s growth at the expense of state banks, and assert greater
political control over nonstate firms in general. The split approach of
simultaneous support and scrutiny of tech firms reflects the CCP’s
hopes of promulgating a homegrown technology sector coupled with
its deep suspicion of tech giants’ accumulation of power and wealth.
Ultimately, the Party seeks to retain control of both the technologies
and the companies themselves and views both state and nonstate
tech firms as strategic assets to advance its policy objectives. (For an
in-depth assessment of China’s self-sufficiency drive, see Chapter 2,
Section 2, “The Chinese Communist Party’s Economic and Techno-
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logical Ambitions: Synthetic Biology, New Mobility, Cloud Comput-
ing, and Digital Currency.”)

Chinese Regulators Crack Down on Big Tech

In 2021, Chinese regulators took unprecedented action
against many of China’s top technology firms. The Chinese
government pursued these actions under the guise of productive re-
forms to address genuine problems in the industry, but the actions
provide the government with greater control. Companies such as
Alibaba and Tencent enjoy monopolistic control over large parts of
China’s economy and collect valuable data on China’s population in
excess of what the Chinese government itself is currently able to
collect.195 Trivium China, a research consultancy, argues that the
increased scrutiny of technology firms comprises “three separate and
simultaneous campaigns” that share similar goals but involve dif-
ferent regulatory bodies and are motivated by distinct concerns: 106

e Addressing systemic risks to China’s financial system: Con-
cerned over the potentially destabilizing effects of tech firms’
expansion into the financial sector, China’s regulators, led by
the PBOC, have imposed stricter regulations on fintech firms.
Ant Financial (Ant), an Alibaba affiliate, was the first major fin-
tech company to run afoul of Chinese regulators. In November
2020, the government halted Ant’s initial public offering (IPO)
days before it was set to occur.197 Regulators were in part acting
out of concern that the scope of Ant’s microlending business,
which was previously not subject to the same standards as bank
lending, posed a systemic threat to China’s financial system.108
In April 2021, Ant released a statement outlining a restructur-
ing plan it had developed in coordination with China’s financial
regulators, including conversion to a financial holding company,
subjecting Ant to stricter capital requirements similar to those
imposed on banks.199 Soon after Ant’s announcement, regula-
tors ordered 13 tech firms with financial services operations, in-
cluding industry leaders Tencent, JD, Baidu, and ByteDance, to
stop the “disorderly expansion of capital”11% and to comply with
requirements similar to those in Ant’s restructuring plan.111
While an announcement issued by the PBOC after the meeting
did not set a deadline for the 13 tech firms to comply with the
rectification requirements, Chinese business magazine Caixin
reported in May that regulators had ordered Tencent to estab-
lish a financial holding company for its finance operations.112

e Addressing anticompetitive behavior by tech firms: In 2021, the
State Administration for Market Regulation (SAMR), China’s
antitrust enforcer, launched a campaign against Chinese tech
firms’ anticompetitive practices. In February, SAMR issued a
set of guidelines aimed at addressing different types of anticom-
petitive behavior among platform firms, including price fixing,
restricting sales, or selling below cost in order to squeeze out
competitors.113 In April, SAMR announced a record fine of $2.8
billion (RMB 18.2 billion) on e-commerce giant Alibaba for its
practice of forcing merchants to pick Alibaba as their exclusive
distribution channel. This practice, known as “pick one of two,”
is prohibited under the February SAMR guidelines.114 In Au-
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gust, SAMR released draft regulations prohibiting additional
types of anticompetitive behavior, including posting fake prod-
uct reviews and using technology to disrupt consumers’ ability
to use rival platforms.115 In October, following a months-long
investigation, SAMR fined food-delivery firm Meituan for $535
million (RMB 3.4 billion) on the basis of antitrust violations
similar to those of Alibaba.116 SAMR’s heightened and high-pro-
file enforcement actions against Chinese firms mark a change
from China’s past antitrust practice, which has historically fo-
cused on preventing foreign firms from amassing substantial
market influence.117

e Restricting tech firms’ collection and transfer of data: During
2021, Chinese policymakers increased the government’s over-
sight of the collection and storage of data by foreign and do-
mestic nonstate firms. The July investigation into Chinese
ride-sharing giant Didi Chuxing (Didi) following its IPO on the
New York Stock Exchange, as well as two other Chinese tech
companies that had recently listed on U.S. exchanges, epito-
mizes this trend. (For more on the investigation into Didi, see
the textbox “Beijing’s Scrutiny of Chinese Companies Listed
Overseas Highlights U.S. Investor Risks” later in this section.)
For the CCP, the global expansion of China’s tech firms offers
advantages but also poses a potential risk to the CCP as com-
panies become subject to foreign regulatory provisions, which
often include higher transparency requirements.11® Chinese
regulators have continued to increase scrutiny of foreign list-
ings. After launching the investigation into Didi, China’s State
Council announced it would tighten regulations on a range of
securities activities, including listing abroad.!1® These regula-
tions could stop the use of variable interest entities, a regula-
tory loophole used by many Chinese tech firms to list on U.S.
exchanges.* Separately, in July the Cyberspace Administration
of China published draft rules requiring any Chinese compa-
ny with user data of more than one million users to complete
a review with the Cybersecurity Review Office before listing
abroad.120 In August, Reuters reported that Chinese regulators
are contemplating requiring Chinese firms seeking foreign list-
ings to hand over management of their data to third-party Chi-
nese information security firms.121 Such a requirement would
allow the information security firms, likely to be backed by Chi-
na’s government, to monitor Chinese companies’ data.22 This
could limit the ability of Chinese firms to transfer data overseas
while increasing the Chinese government’s access to and con-
trol of data. The Chinese government’s efforts to gain control
over data are leading it to assume greater ownership stakes in
nonstate firms.7 In September, Bloomberg reported the Beijing

*China’s government legally prohibits foreign direct investment in certain industries, including
many high-tech sectors, and maintains strict controls on foreign exchange and capital flows. To
circumvent these restrictions, mainland Chinese companies interested in raising funds on U.S.
exchanges create offshore corporate entities for foreign investment using a complex structure
called a variable interest entity (VIE). For a more in-depth explanation of VIEs and associated
risks, see U.S.-China Economic and Security Review Commission, 2019 Annual Report to Con-
gress, 176-1717.

7On April 30, 2021, ByteDance sold a 1 percent equity stake and gave a board seat to Wangtou
Zhongwen (Beijing) Technology, which is owned by the China Internet Investment Fund (con-
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municipal government had proposed an investment that could
potentially give SOEs a seat on Didi’s board and veto power
over important corporate decisions.123

The CCP’s Push for Domestic and International Data Control

In June 2021, the National People’s Congress passed the
Data Security Law, the first comprehensive piece of data
security legislation in China. The law contains several signifi-
cant provisions, including restrictions on transferring data outside
of China and a requirement that handlers of data “cooperate” with
Chinese public security forces.124 The Data Security Law applies to
all domestic and foreign organizations handling data in China. The
law broadly extends liability to overseas data handling activities
that cause “harm to the national security, the public interest, or the
lawful rights and interests of individuals or organizations” of China,
which are otherwise not specified.12> Many of these provisions in
the Data Security Law build on or reinforce requirements of other
Chinese laws, such as the 2017 National Intelligence Law and the
2017 Cybersecurity Law.126 The Chinese government is developing
more specific regulations and standards in sectors of particular con-
cern. In May 2021, Tesla announced that all data from cars sold in
China would be stored locally in a new data center, following the
release of a draft standard for automobile data.127

While some of China’s protections on data appear similar
to those in other countries, they are generally more restric-
tive. The National People’s Congress has also completed China’s
Personal Information Protection Law, effective November 2021.128
The law contains many protections against the collection of personal
information by nonstate companies, similar to those of the General
Data Protection Regulation (GDPR), the EU’s data protection law.129
Compared with the GDPR, however, China’s Personal Information
Protection Law is wider-ranging and includes potentially more re-
strictive requirements on cross-border data transfer. Like the GDPR,
the law would allow organizations to transfer personal information
collected in China overseas for “business reasons.” Where the GDPR
prescribes clear criteria for such transfers, however, the Personal
Information Protection Law does not define the term and mandates
that such transfers must pass a security assessment.130 The GDPR’s
requirements for cross-border transfer are generally less obstructive
and do not require a government-operated security assessment for
each instance of cross-border information transfer, instead operating
on the basis of agreements or contracts at a national or company
level.131 China’s Personal Information Protection Law also applies
to all individuals inside China, including foreign nationals, meaning
that organizations outside of China must still meet specific tech-
nical requirements to process data of foreign nationals residing in
China.132 While the GDPR similarly applies to data of all EU res-

trolled by the Cyberspace Administration of China and the Ministry of Finance), China Media
Group, and Beijing Municipality Cultural Investment Development Group. The deal granted the
CCP greater supervision and control over ByteDance’s domestic social media platforms, Douyin
and Toutiao, but not TikTok, a subsidiary of an offshore ByteDance entity. For more background
on the sale, see Chapter 2, Section 3, “The Chinese Government’s Evolving Control of the Non-
state Sector.” Juro Osawa and Shai Oster, “Beijing Tightens Grip on ByteDance by Quietly Taking
Stake, China Board Seat,” Information, August 16, 2021.
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idents, China’s already strict technical requirements carry greater
compliance burdens for organizations outside of China.133

The laws support China’s promotion of cybersovereignty, in
which cyberspace, data, and networks are regarded as sov-
ereign territory subject to local laws of individual countries.
China’s development of its data governance regime is also part of
a broader pattern of CCP attempts to influence global data gover-
nance norms. The Data Security Law says the Chinese government
intends to create a domestic standardization system for data and
participate in “formulation of international rules and standards.” 134
In September 2020, Chinese Foreign Minister Wang Yi presented a
Global Initiative on Data Security, which Foreign Ministry spokes-
man Zhao Lijian characterized as “contributing China’s wisdom to
international rules-making” for data.13> The initiative urges coun-
tries not to weaponize the use of data while also encouraging cy-
bersovereignty and local data storage—a policy that has raised con-
cerns among human rights experts as well as U.S. tech firms.136

China Expands Lawfare to Respond to Foreign Sanctions

In late 2020 and 2021, the Chinese government developed a legal
and regulatory framework to counter foreign restrictions on Chinese
companies and individuals. A central objective in China’s expand-
ing legal arsenal is to impose costs on foreign companies that limit
technology exports to China in compliance with U.S. restrictions.
General Secretary Xi emphasized the need to rely on lawfare in the
buildup to the Party’s centennial, saying, “We must use the law as
a weapon and occupy the moral high ground of the rule of law.”137
This expanded set of tools focuses on broadly defined “national se-
curity and interests” and “national security with Chinese character-
istics,” which covers military, political, economic, and “development
security.”138 The laws and measures adopted to achieve this vision
of national security target companies, organizations, nongovernmen-
tal organizations, think tanks, and the family members or affiliates
of any such persons inside or outside of China whose actions or
statements run contrary to the CCP’s interests (see Table 1).

Where China’s government had already pursued retalia-
tion against foreign critics, it has now formalized tools and
punishments. For instance, between July and August 2020, the
CCP sanctioned 11 U.S. lawmakers and nongovernmental organiza-
tion leaders critical of repression in Hong Kong but did not clarify
the scope of these sanctions.* Even as China’s Anti-Foreign Sanc-
tions Law was under development, the CCP moved ahead with visa
sanctions on a range of individuals in the United States and Europe,
many of whom criticized the Chinese government’s treatment of Uy-
ghurs. In January 2021, China sanctioned 28 members of the Trump
Administration just after they left office, including former Secre-
tary of State Mike Pompeo.139 In July 2021, in retaliation for the

*Sanctioned individuals included U.S. Senators Tom Cotton (R-AK), Josh Hawley (R-MO), Mar-
co Rubio (R-FL), and Pat Toomey (R-PA); U.S. Representative Chris Smith (R-NJ); Carl Gershman
(then National Endowment for Democracy President); Derek Mitchell (National Democratic Insti-
tute President); Kenneth Roth (Human Rights Watch Executive Director); Daniel Twining (Inter-
national Republican Institute President); and Michael Abramowitz (Freedom House President).
Eva Dou and Anna Fifeld, “China Puts Sanctions on U.S. Lawmakers, NGO Chiefs, in Tit-for-Tat
Retaliation,” Washington Post, August 10, 2020.
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Table 1: Select Chinese Measures Enacted or Introduced in 2020-2021

Title Purpose Date
Blocking and Retaliation
Export Control Law | Regulates dual-use technology and codifies | Effective
license regime for sensitive products, ser- December
vices, and other transfers. 2020
Measures for Creates authority for China’s government Effective
Blocking Improper | to block implementation of secondary sanc- | January
Extraterritorial Ap- | tions and prohibit compliance with some 2021
plication of Foreign | foreign laws and measures.
Laws and Measures
Measures for Establishes security review process for all Effective
Security Review of | inbound foreign investment. January
Foreign Investment 2021
Anti-Foreign Sanc- | Creates legal tool for reciprocating against | Effective
tions Law foreign sanctions and authority to impose June 2021
retaliatory sanctions on a wide variety of
targets, along with family members and
affiliates.
Data Governance
Data Security Law | Establishes system of data classification Effective
and obligations for organizations handling | September
data, including security requirements and 2021
assessments for its protection, collection,
use, and transfer internally and overseas.
Personal Informa- Establishes rights to personal information Effective
tion Protection Law | for all individuals in China and obligations | November
for organizations handling personal infor- 2021
mation for its protection, collection, use,
and transfer internally and overseas.
Several Provisions Outlines obligations for organizations on Introduced
on the Management | the collection, protection, sharing, and use May 2021
of Automobile Data | of data collected by automobiles.
Security (Draft)
Cybersecurity Outlines security review procedures for op- | Introduced
Review Measures erators of critical information infrastructure | July 2020
(Draft) and organizations handling data sensitive
to national security, including IPOs and
organizations handling data of more than
one million users.*
Opinions on Strictly | Calls for stronger supervision and enforce- | Introduced
Cracking Down ment of cross-border listings, including im- | July 2021
on Illegal Securi- provement of laws and regulations related
ties-Related Activity | to data security, transfer, and management
in Accordance with | involved in such listings.
Law
Internet Informa- Establishes new security, privacy, and content | Introduced
tion Service Algo- management rules for internet services that | August 2021
rithmic Recommen- | rely on algorithmic recommendations. Provid-
dation Management | ers allow consumers greater control to enable
Provisions (Draft) or disable algorithmic recommendations.

Source: Compiled by Commission Staff.

*The Cybersecurity Administration of China released a new draft of the Cybersecurity Review
Measures in July 2021 but added several amendments to the draft later that month, including
the one million user threshold.
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Biden Administration’s joint Hong Kong Business Advisory, Beijing
announced its sixth set of sanctions against U.S. individuals and
organizations this year. The list named those who have long stood
by Hong Kong in defense of human rights and democracy, including
the Chairman of this Commission.*

The Chinese government’s economic and trade-related
rules create broad new authorities and restrictive processes
with little to no redressability. Many provisions relating to trade
and investment, such as those in the Measures for Security Review
of Foreign Investment, are focused on “key technologies and other
important sectors,” but the rules do not provide clear definitions of
these terms. These laws also provide regulators and enforcement
agencies with broad powers to assess foreign entities and transac-
tions, such as potentially intrusive security reviews for foreign in-
vestors, or to erect new temporary restriction mechanisms without
specification of standards or processes. Many of these laws also lack
any recourse mechanism for parties that object to or find fault with
an agency’s judgment. For example, China’s Export Control Law, re-
leased in October 2020 after three years of drafting, introduces a
“temporary license” scheme that would give agencies authority to
prohibit exports for at least two years, regardless of the end us-
er.140 Chinese authorities could weaponize this mechanism to cut off
countries from critical inputs such as rare earth minerals, for which
China currently dominates production.

Released in January 2021, the Measures for Security Re-
view of Foreign Investment require a broad range of inbound
investments to China across several sectors to undergo a se-
curity review. A joint office under China’s National Development
and Reform Commission and the Ministry of Commerce conducts
the review, but the measures provide neither a rubric or standards
for passing or failing the review, nor any redress for rejected inves-
tors.141 Furthermore, the Chinese review will be mandatory rath-
er than voluntary and potentially apply to a broad set of inbound
transactions.142 With its vague definitions and potentially arbitrary
rejection or delay of investments, China’s foreign investment review
could be used to retaliate against companies or coerce countries
with companies seeking to invest in China.143

Chinese lawmakers have added more legal tools to directly
counter U.S. policies with “reciprocal measures,” which are
susceptible to abuse and arbitrary application. The Export Con-
trol Law provides agencies with explicit authorization to “take recip-
rocal measures” against foreign “abuses” of export control rules. The
law also gives Chinese export control authorities the right to investi-
gate entities outside of China that either violate the law’s provisions
or hinder China’s nonproliferation and related international obliga-
tions.144 In January 2021, the Ministry of Commerce also issued Mea-

*Sanctioned individuals included Wilbur Ross (former Secretary of Commerce), Carolyn Bar-
tholomew (U.S.-China Economic and Security Review Commission Chairman for the 2021 Annual
Report Cycle), Jonathan Stivers (former Staff Director of Congressional-Executive Commission
on China), DoYun Kim (National Democratic Institute International Affairs staff), Adam Joseph
King (International Republican Institute senior program manager), and Sophie Richardson (Hu-
man Rights Watch China Director). Ben Hooper, “China Announces Sanctions Against Wilbur
Ross, Six Others in U.S.,” UPI, July 24, 2021.
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sures for Blocking Improper Extraterritorial Application of Foreign
Laws and Measures to protect Chinese entities from foreign measures
or laws designed to inhibit China’s economic and trade activities. The
measures allow relevant Chinese authorities to issue a “prohibition
order” to nullify the relevant extraterritorial foreign measures that
would obstruct Chinese economic, trade, or related activities.145> Chi-
nese lawmakers are also developing a legal framework for countering
foreign data security or personal information protection restrictions.
Both China’s new Data Security Law, passed in June 2021, and Per-
sonal Information Protection Law, passed in August 2021, establish
the Chinese government’s authority to enact reciprocal restrictions
against any foreign country that targets China.146

In 2021, the Chinese government introduced its Anti-Foreign
Sanctions Law to target a wider range of threats beyond trade
and investment restrictions. Scholars of China’s legal system believe
the primary purpose of the Anti-Foreign Sanctions Law is to formalize
China’s sanctions process as well as prohibit all companies operating in
China from complying with foreign sanctions.147 The scope of punish-
able entities under the law is exceptionally broad. It targets “persons
or organizations that directly or indirectly participate in the drafting,
decision-making, or implementation of the discriminatory restrictive
measures.”148 The law also extends potential retaliation to family
members, associates, and affiliated organizations of any such person or
organization identified with China-directed sanctions.*149 In particular,
the law puts foreign companies operating in China in an even more
precarious position as they navigate bilateral tensions and compliance
with conflicting legal regimes.150 The law also provides for the Chinese
government to retaliate against those with “conduct endangering our
nation’s sovereignty, security, or development interests.”151 Along with
punishing companies that comply with foreign sanctions, the Anti-For-
eign Sanctions Law provides that the government may sue violating
companies for any related compensation loss.152 For instance, a Chi-
nese supplier placed on the Entity List could sue a foreign purchaser
in Chinese court for canceling a contract in compliance with U.S. law.

U.S.-China Commercial Ties Deepen despite Continued
Friction

Even as Washington and Beijing work to reduce economic inter-
dependence, bilateral trade is returning to pre-tariff levels and U.S.
capital flows to China are on the rise, weaving the two economies
closer together. The Biden Administration is consolidating a com-
plex mix of the Trump Administration’s policy initiatives to defend
against China’s unfair economic policies and threats to U.S. nation-
al security. The Biden Administration has signaled that its prior-
ities are to secure U.S. supply chains, boost U.S. competitiveness,
and coordinate with U.S. allies and partners. China’s government is
seeking to mitigate its vulnerability to foreign economies and legal
systems, particularly U.S. actions, while deepening other countries’
economic dependence on China. The Chinese government’s crack-

*Under Article 6 of the Anti-Foreign Sanctions Law, punishments for violators include, but are
not limited to, denial or cancelation of visas, deportatlon asset seizure or freezing, and prohibi-
tion or restriction on transactions. “Countermeasures” may include any of the punishments under
Article 6 of the law but are otherwise not defined and may be broader in practlcal implementa-
tion. China Law Translate, “Law of the PRC on Countering Foreign Sanctions,” June 10, 2021.
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down on Chinese tech firms listed on U.S. exchanges led to billions
of dollars of losses for U.S. investors and on U.S. capital markets.

Overview of U.S.-China Commercial Ties in 2021

The bilateral trade imbalance is returning to pre-tariff lev-
els. According to Chad Bown, senior fellow at the Peterson Institute
for International Economics, in the first eight months of 2021 Chinese
purchases of U.S. products covered under the Phase One Economic
and Trade Agreement* stood at $89.4 billion, accounting for 69 per-
cent of a year-to-date prorated target of $129.9 billion.T153 Despite
China’s purchase commitments made under the Phase One agree-
ment, year-to-date the U.S. goods deficit with China has continued
to grow, nearing levels last seen before the U.S. government imposed
tariffs on Chinese imports in 2018 (see Figure 1). The resurgence of
the deficit in 2021 is attributable to recoveries in both U.S. consump-
tion and Chinese production following sharp contractions throughout
2020 due to the COVID-19 pandemic.154 In the first eight months of
2021, the U.S. trade deficit with China reached $219 billion, up 13.4
percent year-on-year.155 U.S. goods exports to China in the first eight
months jumped 35.2 percent year-on-year to reach $94.1 billion.156
U.S. imports from China also continued to climb in the same period,
reaching $313 billion, a year-on-year increase of 13.4 percent.157 (The
Chinese government’s Phase One commitments and compliance sta-
tus are summarized in the Addendum.)

Figure 1: U.S. Bilateral Trade with China, January 2017-August 2021
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Source: U.S. Census Bureau, Trade in Goods with China, October 5, 2021.

*The “Phase One” agreement was signed on January 15, 2020, and formed part of an effort
to resolve trade tensions ongoing since March 2018, when the U.S. Trade Representative pub-
lished its Section 301 investigation into China’s unfair trade practices related to forced technol-
ogy transfer, intellectual property theft, and innovation. For more on the Phase One agreement,
see U.S.-China Economic and Security Review Commission, The U.S.-China “Phase One” Deal: A
Backgrounder, February 4, 2020.

TAs part of its Phase One trade deal commitments, China pledged to increase purchases of
particular U.S. “manufactured goods, agricultural goods, energy products, and services,” whereby
purchase amounts “exceed the corresponding 2017 baseline amount by no less than $200 billion.”
Research by Chad Bown, senior fellow at Peterson Institute for International Economics, tracks
China’s purchases of U.S. goods covered by the agreement and compares them to annual targets
prorated on a monthly basis. For more on the methodology, see Chad Bown, “U.S.-China Phase
One Tracker: China’s Purchases of U.S. Goods,” Peterson Institute for International Economics,
September 27, 2021.
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U.S. information and communications technology (ICT)
product imports led the U.S. trade deficit in advanced tech-
nology products (ATP)* with China in 2021. In the second
quarter of 2021, the U.S. trade deficit in ATP with China narrowed
5 percent year-on-year to $24.6 billion, a record low in the quarterly
deficit.158 ICT products continued to constitute the vast majority
of U.S. ATP imports from China in the second quarter of 2021.159
Excluding ICT products, the United States had a $6 billion surplus
in ATP with China, up 12.6 percent from the previous quarter ($5.3
billion).160

While bilateral foreign direct investment (FDI) flows con-
tinue to decline, portfolio investment flows are strengthen-
ing. According to data compiled by Rhodium Group, FDI flows be-
tween the United States and China fell to an 11-year low of $15.9
billion in 2020.161 Portfolio investment flows, on the other hand, are
increasing and vastly outpacing FDI. U.S. investors held as much as
$1.2 trillion in equity and debt securities issued by Chinese entities
at the end of 2020, up 57.5 percent from $765 billion in 2017, while
Chinese holdings of U.S. securities reached $2.1 trillion at the end
of 2020.162 (For more on U.S. investor participation and interest in
China’s financial markets, see Chapter 2, Section 4, “U.S.-China Fi-
nancial Connectivity and Risks to U.S. National Security.”)

Beijing’s Scrutiny of Chinese Companies Listed Overseas
Increases U.S. Investor Risks

Chinese regulators’ investigations into Didi Chuxing in July
2021 and elevated scrutiny of Chinese nonstate tech and educa-
tion companies listed overseas underscored the distinct political
risks posed by U.S.-listed Chinese companies to U.S. investors. A
Cyberspace Administration of China (CAC) probe into Didi’s data
security practices days after its IPO on the New York Stock Ex-
change saw the company’s share price plummet nearly 20 percent
from $15.53 on July 2 to $12.49 on July 6, prompting shareholder
lawsuits and calls for a U.S. Securities and Exchange Commission
(SEC) investigation.163 CAC’s scrutiny of Didi was followed by
the joint issuance of the Opinions on Strictly Cracking Down on
Illegal Securities Activity in Accordance with Law by the General
Office of the CCP Central Committee and State Council.164 The
opinions pledge to strengthen oversight of Chinese companies is-
suing securities overseas by, among other things, enhancing data
security protection and oversight of cross-border data flows.165
The Chinese government’s focus on data security for overseas-list-
ed firms is underlined in separate draft CAC draft rules requiring
mandatory review for any company collecting personal informa-
tion of more than one million users prior to listing abroad.166

While the opinions do not directly address Chinese companies’
use of the variable interest entity (VIE)T structure to list over-

*Advanced technology products are a broad range of high-technology goods, including advanced
elements of the computer and electronic parts industry, biotechnology, aerospace, and nuclear
technology. U.S. Census Bureau, Advanced Technology Product Code Descriptions, September 10,
2021.

7U.S.-listed Chinese firms most attractive to investors operate in high-growth sectors such as
technology, e-commerce, and telecommunications. Because these sectors are deemed sensitive by
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Beijing’s Scrutiny of Chinese Companies Listed Overseas
Increases U.S. Investor Risks—Continued

seas, such firms may encounter more scrutiny moving forward.
For example, legal experts note there may be rules requiring
VIE-structured firms to obtain approval from Chinese regula-
tors before additional stock issuance.l67 As Chinese regulatory
constraints on U.S.-listed Chinese companies rise, the value of
U.S. investor holdings of such companies may decline.168 On July
24, China’s State Council unveiled rules that would, among oth-
er things, ban China’s private education companies from making
profits and prohibit them from raising new foreign capital by us-
ing a VIE structure.169 As a result of the Chinese government’s
regulatory actions, U.S.-listed Chinese companies lost around
$400 billion in value in July 2021.170 On September 20, the SEC
issued an investor bulletin warning U.S. investors about the risks
of investing in Chinese VIEs.171 The SEC had previously directed
SEC staff to ensure Chinese VIEs provide more robust disclosure
in their filings.*

While there were 248 Chinese companies listed on U.S. ex-
changes with a total market capitalization of $2.1 trillion as of
May 5, 2021, this number does not reflect the value of U.S. inves-
tor holdings of U.S.-listed Chinese companies.1?2 This is because
U.S. investors in U.S.-listed Chinese companies are only minority
investors.

China remains a priority market for U.S. companies de-
spite rising concerns about China’s business environment and
heightening political tensions. According to the 2021 American
Chamber of Commerce in China (AmCham China) Business Climate
Survey, nearly 85 percent of respondents are not considering relocat-
ing manufacturing or sourcing from China.7173 Despite this deep com-
mitment to the Chinese market, respondents indicate rising concern
about China’s business environment. For example, concerns about
data security and increasing Chinese protectionism ranked as Am-
Cham China member companies’ fifth- and seventh-highest concerns,
respectively, after being unranked in the previous year.174 For the first

the Chinese government, direct foreign ownership in them is restricted. Chinese firms thus use
VIE structures to circumvent these restrictions and raise capital in overseas financial markets.
These structures create effective foreign ownership of the company through an abstract mix of
legal contracts and equity ownership while still loosely complying with Chinese foreign owner-
ship laws. For more on the risks associated with VIE structures, see U.S.-China Economic and
Security Review Commission, Chapter 3, Section 1, “U.S.-China Commercial Relations,” in 2019
Annual Report to Congress, November 2019, 175-179; Kevin Rosier, “The Risks of China’s Inter-
net Companies on U.S. Stock Exchanges,” U.S.-China Economic and Security Review Commission,
September 12, 2014.

*SEC staff have been directed to ensure a Chinese VIE discloses a number of factors, including
whether it faces “uncertainty about future actions by the government of China that could signifi-
cantly affect the operating company’s financial performance and the enforceability of the contrac-
tual arrangements,” whether the VIE received or was denied permission from China’s authorities
to list in the United States, and detailed information on the financial relationship between the
China-based company and its VIE. Gary Gensler, “Statement on Investor Protection Related to
Recent Developments in China,” U.S. Securities and Exchange Commission, July 30, 2021.

TThe 2021 AmCham China Business Climate Survey was completed by 345 U.S. companies
operating in China from October 21 to November 23, 2020. Grady McGregor, “The Outlook of
U.S. Firms in China Changed Dramatically after Biden’s Election,” Fortune, March 9, 2021; John
IMiu a}rlxd Yujing Liu, “U.S. Firms in China See Growth, Improved Ties after Pandemic,” Bloomberg,

arch 8, 2021.
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time in the survey’s history, member companies identified rising ten-
sions in U.S.-China relations as the top challenge to doing business
in China, up from the third spot in 2020.%*175 According to AmCham
China Chairman Greg Gilligan, friction in the bilateral relationship
is resulting in discriminatory treatment for U.S. companies, with local
Chinese government officials “offer[ing] preference to domestic indus-
try,” though public reports of such unfair treatment are unavailable.176
AmCham China member companies also worry about the prospect of
consumer boycotts against them should they speak out about China’s
policy choices.1”” In March 2021, Swedish apparel retailer H&M and
other foreign brands were met with an online backlash from Chinese
consumers following reports the companies had voiced concern about
forced labor in China’s Xinjiang Province.178

Biden Administration Maintains Pressure on China

In a speech outlining the Biden Administration’s foreign policy,
U.S. Secretary of State Antony Blinken noted the U.S. relationship
with China “will be competitive when it should be, collaborative
when it can be, and adversarial when it must be.”17° The Biden Ad-
ministration has identified the Chinese government’s disregard for
democratic values in Hong Kong, abuse of human rights in Xinjiang,
intimidation of Taiwan, cyberattacks on the United States, and eco-
nomic coercion toward U.S. allies as key priorities to manage in the
bilateral relationship.180 While the Biden Administration has high-
lighted the same challenges in the U.S.-China relationship as the
Trump Administration did, its frequent engagement with U.S. allies
and international institutions points to a focus on multilateralism
as a means of confronting Beijing.

The Biden Administration is continuing heightened use of
export controls and financial sanctions to respond to Chi-
nese threats to U.S. interests. A defining feature of the Trump
Administration’s approach to addressing China’s unfair trade and
human rights practices was the use of unilateral restrictions to pre-
vent the flow of U.S. technology to Chinese military end users, en-
tities engaged in human rights abuses, and companies supporting
China’s extraterritorial land reclamation efforts. Additionally, the
Trump Administration introduced financial sanctions on key offi-
cials responsible for repressing civil liberties in Hong Kong. The
Biden Administration appears to be continuing both trends. On July
9, 2021, the Bureau of Industry and Security at the U.S. Department
of Commerce announced the addition of 14 Chinese companies to its
Entity List due to their role in enabling the Chinese government’s
repression in Xinjiang.181 The Bureau of Industry and Security also
placed export controls on seven Chinese supercomputer develop-
ers in April 2021, citing the entities’ involvement in China’s efforts
to develop nuclear and other advanced military weapons.182 Sep-

*“Rising tensions in U.S.-China relations” first appeared as a business challenge in the 2018
AmCham China Business Climate Survey, when 45 percent of respondents ranked it as the
third-highest challenge. 45 and 41 percent of AmCham China member companies continued to
rank it as the third-highest business challenge in both the 2019 and 2020 Business Climate Sur-
veys, respectively. In the 2021 Business Climate Survey, 78 percent of AmCham China member
companies ranked it as the top challenge to doing business. AmCham China, 2020 China Busi-
ness Climate Survey Report, March 2020, 51; AmCham China, 2019 American Business in China
White Paper, April 2019, 8.
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arately, while visiting Japan and South Korea, Secretary Blinken
announced sanctions for financial institutions that conduct transac-
tions with 24 Chinese and Hong Kong officials per the Hong Kong
Autonomy Act on March 17, 2021.183

Escalating trade frictions, intensifying U.S.-China tech-
nological competition, and the outbreak of the COVID-19
pandemic catalyzed U.S. efforts to address supply chain
vulnerabilities vis-a-vis China. Executive orders issued by then
President Donald Trump resulted in, among other actions, prelim-
inary studies into U.S. dependence on China for critical minerals
and pharmaceuticals and the removal of Chinese firms from U.S.
telecommunications networks.* The Biden Administration’s actions
in 2021 underline a continued focus on mitigating the risks of bi-
lateral economic interdependence in select sectors and heighten-
ing U.S. capabilities in others to better compete with China eco-
nomically. On June 8, 2021, the Biden Administration released a
250-page report assessing supply chain risks and vulnerabilities in
semiconductor manufacturing, large-capacity batteries, critical ma-
terials and minerals, and pharmaceuticals and active pharmaceuti-
cal ingredients.i 184 The United States relies on imports and faces
risks of supply chain disruption across all four product categories,
with China either dominating large portions of their supply chain
(e.g., critical materials and minerals, pharmaceuticals, and active
pharmaceutical ingredients) or seeking to secure global leadership
(e.g., semiconductors, large-capacity batteries). The review builds on
initial investigations undertaken by the Trump Administration and
prioritizes reshoring production to the United States to bolster U.S.
economic competitiveness. The report is also notable in signaling the
use of trade enforcement actions to defend against China’s unfair
economic practices. For example, a U.S. Trade Representative-led
“trade strike force” aims to coordinate unilateral and multilateral
enforcement actions against unfair foreign trade practices harming
U.S. supply chains and ensure “supply chain resilience [is] incorpo-
rated into the U.S. trade policy approach towards China.” 185 Sepa-
rately, as part of a comprehensive review of U.S. supply chains, the
Biden Administration indicated the Department of Commerce will
explore whether to initiate a Section 232 investigationi into the

*For example, former President Trump’s Executive Order 13953 on Addressing the Threat to
the Domestic Supply Chain from Reliance on Critical Minerals from Foreign Adversaries and
Supporting the Domestic Mining and Processing Industries and Executive Order 13944 on Com-
bating Public Health Emergencies and Strengthening National Security by Ensuring Essential
Medicines, Medical Countermeasures, and Critical Inputs Are Made in the United States sought
to further investigate and rectify U.S. productive gaps in critical minerals and pharmaceutical
products, respectively. Executive Office of the President, “Addressing the Threat to the Domestic
Supply Chain from Reliance on Critical Minerals from Forelg'n Adversaries and Supporting the
Domestic Mining and Processmg Industries,” Federal Register 85:193 (September 30, 2020); Exec-
utive Office of the President, “Combating Public Health Emergencies and Strengthemng National
Security by Ensuring Essential Medicines, Medical Countermeasures, and Critical Inputs Are
Made in the United States,” Federal Register 85:158 (August 6, 2020).

FThe report compiled individual reviews by the Department of Commerce on semiconductor
manufacturing and advanced packaging, Department of Energy on large-capacity batteries, De-
partment of Defense on critical materials and minerals, and Department of Health and Human
Services on pharmaceuticals and active pharmaceutical ingredients. The reviews were completed
pursuant to Executive Order 14017, America’s Supply Chains, which also mandates a separate
one-year review of the overall resilience of the defense, healthcare, technology, energy, transport,
and agricultural sectors. White House, Executive Order on America’s Supply Chains, February
24, 2021.

“Under Section 232 of the Trade Expansion Act of 1962, the Department of Commerce can
investigate any product to determine whether it “is being imported into the United States in
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national security impact of neodymium magnets used in automotive
and electric vehicle motors and industrial applications and sourced
chiefly from China.186

The U.S. government is continuing to work to ensure U.S.
telecommunications networks are free from Chinese tech-
nology providers. On March 17, the Department of Commerce
announced it had served subpoenas on “multiple Chinese companies
that provide ICT services in the United States,” without specifying
which firms were targeted.187 The move was completed pursuant to
former President Trump’s Executive Order 13873: Securing the In-
formation and Communications Technology Services Supply Chain,
for which the Department of Commerce issued implementing rules
in January 2021.188 Separately, the Federal Communications Com-
mission published a new list of ICT equipment and services “deemed
to pose an unacceptable risk to the national security of the United
States or the security and safety of United States persons.”* The list
identified five Chinese companies—Huawei, ZTE, Hytera Commu-
nications, Hikvision Digital Technology, and Dahua Technology—as
posing such a risk.189

The U.S. government pursues unilateral action and multi-
lateral coordination. The Biden Administration’s emerging mul-
tilateralism capitalizes upon shared values to rally allies and part-
ners against Chinese domestic abuses like forced labor in Xinjiang
while building alliances to address more pragmatic concerns such
as strategic competition in the technology sector and supply chain
security.

e Coercion and human rights: In March 2021, the U.S. Office of
Foreign Assets Control, in conjunction with authorities in the
United Kingdom (UK), EU, and Canada, sanctioned a number of
Chinese officials for their involvement in human rights abuses
in Xinjiang.199 The United States has also released separate
joint statements with Japan and the Group of Seven (G7)7 re-
flecting common opposition to China’s antidemocratic and coer-
cive policies. The statements condemned Beijing’s human rights
abuses in Xinjiang, repression of Tibetans, stifling of democracy
in Hong Kong, and aggression in the Taiwan Strait and South
China Sea, as well as economic coercion applied to countries
speaking out against Chinese policies.191

e COVID-19 assistance and relief: In March 2021, Quadrilateral
Security Dialogue (Quad)f members the United States, Japan,

such quantities or under such circumstances as to threaten to impair the national security” of the
United States. If the Department of Commerce finds imports impair or threaten to impair U.S.
national security, the president may impose tariffs or quotas to adjust imports. In March 2018,
then President Trump imposed 10 percent and 25 percent tariffs on aluminum and steel imports,
respectively, including those from China, as a result of a Section 232 investigation undertaken by
the Department of Commerce. Rachel E. Fefer et al., “Section 232 Investigations: Overview and
Issues for Congress,” Congressional Research Service, May 18, 2021.

*This list was developed pursuant to Section 2(a) of the Secure and Trusted Communications
Networks Act of 2019, which became law in March 2020.

TThe G7 consists of seven democratic advanced economies: Canada, France, Germany, Italy,
Japan, the UK, and the United States. The countries’ heads of state as well as representatives
from the EU meet annually to discuss economic policies and issues of global governance. The UK
hosted the 2021 G7 Summit in June. Sophie Morris, “What Is the G7? 2021 Summit Sees Boris
Johnson Host Biden, Macron and Others in Cornwall,” Sky News, June 6, 2021.

+The Quadrilateral Security Dialogue is an informal alliance among democracies Japan, Aus-
tralia, India, and the United States that supports their coordination on a range of issues of
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India, and Australia announced the Quad Vaccine Partnership.
The Quad intends to expand vaccine manufacturing capacity
in India and deliver at least one billion vaccine doses to In-
do-Pacific countries by the end of 2022.192 The partnership will
seek to counter China’s global vaccine diplomacy, which uses
vaccines as leverage to accomplish political objectives in recip-
ient countries.

e Technology competition and cybersecurity: In June 2021, the
United States and the EU launched the U.S.-EU Trade and Tech-
nology Council, which will likely focus on combatting China’s
domination of components of vital technology supply chains and
its drive to shape global standards for emerging technologies.193
Additionally, in July 2021 the Biden Administration in coordi-
nation with allies in NATO, the EU, Australia, the UK, Can-
ada, Japan, and New Zealand condemned China’s state-spon-
sored hack of Microsoft Exchange email server software as well
as China’s broader cyberespionage activities targeting govern-
ments, political organizations, and key industries.194

U.S.-China Climate Cooperation Complicated by
Bilateral Tensions

Climate change has emerged as a potential area for U.S.-China
cooperation, though China’s attempts to condition deeper coop-
eration on U.S. compliance with its geopolitical objectives may
derail incipient collaboration. After both parties signed a joint
statement in April 2021 affirming their commitment to cooper-
ation on climate, Foreign Minister Wang indicated that “smooth
cooperation” would only be possible if the United States “no lon-
ger interferes in China’s internal affairs,” a blanket term used
by China’s government to condemn international criticism of its
policies in Xinjiang and Hong Kong as well as its claims over Tai-
wan and the South China Sea.195 Competition over leadership in
clean energy technology will likely further complicate U.S.-China
climate cooperation. Reflecting this point, Secretary Blinken said,
“It’s difficult to imagine the United States winning the long-term
strategic competition with China if we cannot lead the renewable
energy revolution.”196 At present, China is a market leader in the
sector, and accounts for eight of the top ten solar companies glob-
ally, for example.1®7 China also dominates world supply chains for
components used in clean energy technologies, including refining
critical minerals such as lithium, rare earth minerals, and cop-
per.198 The Biden Administration’s 100-day supply chain review
pursuant to Executive Order 14017 investigated large-capacity
batteries and critical minerals and ultimately issued recommen-
dations for reshoring production of renewable energy supply chain
components to the United States.199

mutual interest, including regional security, economic growth, climate change, and global health.
Sumitha Narayanan Kutty and Rajesh Basrur, “The Quad: What It Is—And What It Is Not,”
Diplomat, March 24, 2021; White House, Quad Leaders’ Joint Statement: “The Spirit of the Quad,”
March 12, 2021.
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China Seeks to Project Strength but Preserve Bilateral Economic
Relations

To maintain economic stability without appearing concil-
iatory, the CCP continues to enlist U.S. business to advocate
for easing commercial tensions. Even as China’s government
emphasizes the importance of the domestic economy to drive growth,
strong exports to the United States during 2020 and 2021 under-
score the mutual dependence between the Chinese and U.S. econo-
mies. China’s government has consequently tried to forestall further
deterioration of commercial ties with the United States, but without
moderating its stance on Xinjiang, Hong Kong, or other self-declared
“internal affairs.” Two resulting patterns have emerged in China’s
approach to the United States in 2021.

e Proportional but not escalatory policy and rhetoric: Ryan Hass,
China expert at the Brookings Institution, observes that in the
lead-up to the conclusion of the Phase One Trade Agreement in
January 2020, China’s leadership was calibrated and at times
even conciliatory in response to U.S. policy action toward Chi-
na.2% Even as relations soured further following the outbreak
of COVID-19, China’s tit-for-tat exchanges with the United
States have remained proportional, for instance closing the U.S.
embassy in Chengdu in response to the U.S. closure of China’s
embassy in Houston for alleged involvement in stealing scien-
tific research.201 By contrast, China’s retaliatory actions against
U.S. allies and partners have been unrestrained and escalatory,
described further under “Coercion in China’s Global Economic
Relations” below.

e Courting U.S. businesses to safeguard commercial ties: China’s
government applies pressure on the United States, touting the
openness and strength of China’s economy and engaging U.S.
companies, investors, and lobbyists to advocate for smooth com-
mercial relations. China hosted a number of prominent busi-
ness leaders at the April 2021 Boao Forum, an annual economic
conference likened to a Chinese version of the World Economic
Forum. According to the forum’s General Secretary Li Baodong,
U.S. executives from Goldman Sachs, Qualcomm, and asset
manager Bridgewater Associates, along with former U.S. Trea-
sury Secretary Henry Paulson, attended a closed-door meeting
with Chinese officials to discuss how to defuse trade frictions.202
Chinese tech firms have also expanded their lobbying presence
in Washington, while Wall Street remains eager to maintain
smooth commercial ties as China’s government opens its finan-
cial services sector to foreign investment.203

China’s government is simultaneously attempting to de-
crease its dependence on the United States while increasing
the rest of the world’s dependence on China. A key element of
China’s bid to secure supply chains is to increase its role in high-
er-value supply chains even as it reduces its reliance on foreign
inputs. Matt Pottinger, distinguished visiting fellow at the Hoover
Institution and former deputy national security adviser, called this
strategy “offensive decoupling” or a “one-way decoupling” in testimo-
ny before the Commission, noting that China aims to use econom-
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ic leverage to advance geopolitical goals.204¢ As part of its effort to
strengthen “one-way” economic integration while reducing exposure
to the United States, China’s government has pursued increased
multilateral cooperation in late 2020 and 2021, intending to ex-
pand its regional influence and undermine transatlantic cooperation
against China, among other blocs of allied resistance.

e China-Southeast Asia trade pact: In November 2020, China, the 10
ASEAN countries, South Korea, Australia, New Zealand, and Ja-
pan finalized the Regional Comprehensive Economic Partnership
(RCEP). Still requiring ratification from its 15 signatories before
going into effect, the trade agreement largely codifies existing tar-
iff schedules but reduces barriers to intraregional production.205
In increasing the ease with which RCEP signatories can transship
intermediary goods, RCEP will likely strengthen supply chain in-
tegration between Southeast Asian countries and China, further
deepening the region’s economic dependence on China.206

e China-EU investment agreement: Additionally, China and the
EU finalized the Comprehensive Agreement on Investment
(CAI) at the end of 2020. China seemingly agreed to conces-
sions after the CAI had been in discussion for seven years and
35 rounds of talks to conclude the agreement ahead of President
Joe Biden’s inauguration.207 The future of the CAI remains in
doubt, however, since the EU Parliament refused to ratify it
after China imposed sanctions on European officials and aca-
demics, described in the following section.208

e China’s application to join transpacific trade pact: In September
2021, China’s Ministry of Commerce submitted a formal appli-
cation to join the Comprehensive and Progressive Agreement
for Trans-Pacific Partnership (CPTPP).*209 Beijing’s applica-
tion followed the announcement of AUKUS, a trilateral security
pact between Australia, the UK, and the United States,T though
General Secretary Xi had signaled interest in joining CPTPP
in November 2020.210 Geopolitical frictions between China and
CPTPP signatories as well as Beijing’s distortive economic prac-
tices are likely to frustrate Beijing’s bid to join the trade pact.

Coercion in China’s Global Economic Relations

In 2020 and 2021, China’s government significantly expanded its
use of economic coercion to punish critics and compel behavior it de-
sires from foreign countries and firms. Though it has long used access

*The CPTPP is a free trade agreement between Australia, Brunei, Canada, Chile, Japan, Ma-
laysia, Mexico, Peru, New Zealand, Singapore, and Vietnam signed in March 2018 and entered
into force for all s1gnat0rles by September 2021. CPTPP signatories began accession negotiations
with the UK in June 2021. Australian Government Department of Foreign Affairs and Trade,
Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP), 2021.

TAUKUS was announced on September 15, 2021. Under the pact, the United States, the UK,
and Australia agreed to hold consultations over 18 months to determine how to best build a
new nuclear-powered submarine fleet for Australia. The three countries also intend to deepen
cooperation on a range of other security and defense priorities, including strengthening joint ca-
pabilities and interoperability in cyber, artificial intelligence, quantum technologies, and addition-
al underseas capabilities. Michael Clarke, “The AUKUS Nuclear Submarine Deal: Unanswered
Questions,” Diplomat, September 22, 2021; U.S. Department of State, Secretary Antony J. Blinken,
Secretary of Defense Lloyd Austin, 'Australian Foreign Minister Marise Payne, and Australian
Defence Minister Peter Dutton at a Joint Press Availability, September 16, 2021; White House,
“Remarks by President Biden, Prime Minister Morrison of Australia, and ane Mlmster Johnson
of the United Kingdom Announcing the Creation of AUKUS,” September 15, 2021.
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to China’s domestic market and other forms of economic leverage
as both a stick and a carrot, China’s government is increasing the
frequency and breadth of its coercive tactics, as well as the variety
of issues that trigger retaliation. For instance, ostensibly nonstate
firms, particularly Chinese e-commerce companies, have removed
foreign firms from their platforms for raising concerns over forced
labor in Xinjiang’s cotton and textile industry.*211 Chinese consum-
ers are boycotting even more foreign firms for the same reason.212
Additionally, where in the past China retaliated on matters it terms
“core interests,” such as the status of Taiwan, China’s government is
now acting when countries move against its economic interests, such
as excluding Huawei from their telecommunications networks. Aside
from heightened retaliation, in 2021 China’s government mounted
a pressure campaign against countries around the world to defer
to China’s geopolitical priorities in exchange for access to its indig-
enously developed COVID-19 vaccines. China’s use of inducements
to influence domestic policy decisions in South American countries
reflects a growing tendency to attempt to intervene in other coun-
tries’ affairs.

China Increases the Scope and Frequency of Economic
Retaliation

Following Australia’s support for an independent inquiry
into China’s handling of the early stages of COVID-19, China
imposed import bans on multiple Australian products. Initial-
ly, China’s trade restrictions targeted agricultural products, includ-
ing wine, barley, and beef, but later extended to a ban on coal.f213
Prior to the ban, which has not been officially acknowledged by the
CCP, China was Australia’s second-largest export market for coal,
accounting for 21 percent of Australian coal exports in 2020.214 Fol-
lowing the ban, Australian coal producers have been able to divert
shipments to other countries, most notably Brazil and India.215
Consequently, the impact on Australian coal producers appears to
have been minimal, with the Australian government reporting that
the overall value of Australia’s global coal exports rose 12.7 per-
cent year-on-year in June 2021.216 Furthermore, the overall volume
of Australian exports to China has remained relatively unchanged,
with strong sales of iron ore. Beijing has refrained from placing
trade restrictions on Australian iron ore, for which there are no

*The Trump Administration banned U.S. imports of cotton and tomatoes from Xinjiang on
January 13, 2021, due to forced labor concerns. On June 24, the Biden Administration announced
a withhold release order on U.S. imports of solar panel materials from Xinjiang-based metal
producer Hoshine Silicon Industry over forced labor concerns. According to the U.S. Department
of Labor, artificial flowers, bricks, Christmas decorations, coal, cotton, electronics, fireworks, fish,
footwear, garments, gloves, nails, toys, hair products, polysilicon, textiles, thread and yarn, and
tomato products are all produced in China using forced labor. The last five categories, in par-
ticular, are produced using forced labor from Muslim minorities, including Uyghurs. Bernreuter
Research, “What the U.S. Ban on Hoshine Silicon Means for the PV Industry,” June 25, 2021; Ana
Swanson, “U.S. Bans All Cotton and Tomatoes from Xinjiang Region of China,” New York Times,
January 13, 2021; U.S. Department of Labor International Bureau of Labor Affairs, Against Their
Will: The Situation in Xinjiang.

TThe specific trade restrictions have varied by product. For instance, Beijing placed duties of
80.5 percent on Australian barley and up to 218 percent on Australian wine after antidumping
investigations. Chinese authorities suspended imports from several Australian beef producers for
what they claimed were health and labeling problems. Saheli Roy Choudhury, “Australia Weighs
Taking China to the WTO Again—This Time for a Dispute over Wine,” CNBC, June 2, 2021,
Saheli Roy Choudhury, “Here’s a List of the Australian Exports Hit by Restrictions in China,”
CNBC, December 17, 2020.
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readily available substitutes.21?” Meanwhile, the coal ban has con-
tributed to rising coal prices in China, as prices for both domestic
and other foreign sources of coal have risen.218 The ban has also ex-
acerbated domestic coal supply constraints. In June, coal shortages
in Guangdong Province led factories in several cities to ration their
use of electricity.219

Chinese economic coercion against European political
bodies, individual governments, companies, and individu-
als rose significantly in 2021. The escalation occurred in tandem
with Chinese trade negotiators working with the EU to finalize the
text of the CAI. The most prominent of these actions was the Chi-
nese government’s March 2021 announcement of sanctions against
ten European individuals in government and academia, along with
four European organizations, including the Mercator Institute for
China Studies.220 Rather than pressure the EU into ratification, the
CCP’s economic coercion tactics have instead stalled the possibility
of progress on the bilateral investment deal. The European Parlia-
ment committed to cease talks on the CAI and the possibility of
ratification until China lifted sanctions.221 The latest example of
country-specific retaliation involves the Chinese government recall-
ing its ambassador to Lithuania in early August 2021 after the Lith-
uanian government announced it would allow Taiwan to set up a de
facto embassy in July.* China then demanded Lithuania recall its
ambassador to China, and the following week it unofficially ordered
a halt to direct freight rail from China to the Balkan country.222
Lithuanian food producers and agricultural exporters also reported
that the Chinese government had refused or halted renewal of their
export permits, alleging the presence of pests and crop diseases.223
The economic impact for Lithuania is likely to be insubstantial, as
importers can still acquire Chinese goods through indirect routes
and Lithuania’s total trade volume with China is relatively low.224
(For more background on these sanctions, see Chapter 3, Section 1,
“Year in Review: Security, Politics, and Foreign Affairs.”)

Increasingly sensitive to commentary on the CCP’s actions
in Xinjiang, the Chinese government has not spared foreign
private companies from retaliation. In March 2021, Chinese
social media and state media rediscovered statements from Swed-
ish fast fashion giant H&M, German sportswear company Adidas,
and several other foreign brands on avoiding sourcing cotton from
Xinjiang.7225 Chinese social media platforms teemed with outrage
over the companies’ statements and state television networks called
for boycotts of the brands.226 Tmall, China’s largest business-to-con-
sumer e-commerce platform, removed H&M from its website, and
H&M reported a 23 percent drop or $74 million loss in sales in Q2
2021.227 H&M released a statement at the end of March that did not

*Taiwan maintains “representative offices” that function as de facto embassies in many Euro-
pean countries, but these are generally called “Taipei representative offices” in deference to Chi-
na’s claim that Taiwan is part of its sovereign territory. By contrast, Taiwan’s office in Lithuania
will be called a “Taiwan representative office.” Reid Standish, “Beijing’s Spat with Lithuania Sets
the Stage for Shaky New Era of Europe-China Ties,” Radio Free Europe Radio Liberty, August
17, 2021.

TThese companies also participate in the Better Cotton Initiative, a nonprofit focused on sus-
tainable and ethical cotton production that referenced forced labor abuses in Xinjiang throughout
2020. Better Cotton Initiative, “Task Force on Forced Labour and Decent Work,” January 2021.
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explicitly mention Xinjiang or cotton but reiterated commitments to
both “responsible sourcing” and the Chinese market.228 While Adi-
das remained available on Tmall, its sales in April 2021 dropped
78 percent year-on-year.229 Adidas did not release a statement and
neither company has issued an apology or restarted sourcing of Xin-
jiang cotton, as the Chinese media mob had demanded. The Chinese
government has indicated it will use other administrative means,
such as product labeling requirements and safety warnings, to limit
market access for foreign companies critical of the CCP’s actions.

The CCP has also demonstrated a willingness to apply
economic coercion on behalf of its national champions. In
response to Sweden’s ban on Huawei equipment incorporation in
the country’s 5G infrastructure, the CCP has threatened Swedish
company Ericsson with exclusion from the Chinese market.230 Er-
icsson is a top competitor of Huawei in 5G equipment, but in Q2
2021, revenue in China declined for the first time in three years
with a sharp decrease of 63.4 percent.231 Chinese negotiators had
previously attempted to insert language into the CAI on penalizing
EU member states for banning Huawei from 5G networks and made
vague threats to the UK when UK Prime Minister Boris Johnson
announced a similar prohibition on Huawei.232 Despite this increas-
ing political risk, a 2021 business outlook survey conducted by the
European Chamber of Commerce in China reported that European
firms are nonetheless “committed to the China market now more
than ever.”233
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