CHAPTER 1

YEAR IN REVIEW

SECTION 1: U.S.-CHINA BILATERAL AND
CHINA’S EXTERNAL ECONOMIC AND TRADE
RELATIONS

Abstract

In 2023, the United States pursued diplomatic engagement with
Beijing while seeking to de-risk the economic and security relation-
ship. De-risking has seen its most muscular expression in an un-
precedented export control regime designed to stifle China’s access
to advanced semiconductor technologies. At the same time, bilater-
al trade reflects deep and continuing commercial ties between the
United States and China. Beijing’s increased control over corporate
information flows has significantly complicated the ability of U.S.
firms to assess risk in China. Meanwhile, China’s role in global debt
distress, attempts to internationalize the renminbi (RMB), economic
sustainment of Russia and its war in Ukraine, and economic coer-
cion in 2023 all highlight its opportunistic stance: Beijing seeks to
reap benefits from the financial instability it sows while attempting
to shield itself from effects of the same. China’s willingness to help
international rule-breakers like Russia sidestep U.S. sanctions is an
example of how the Party-state seeks to bend the rules-based order
in its favor.

Key Findings

e U.S. restrictions introduced in 2022 to curb China’s ability to
manufacture and develop advanced semiconductors have limited
China’s access to key segments of the chip industry that could
advance its military. The controls prompted China to increase
efforts to draw foreign talent to its chip industry, circumvent
export controls, expand espionage activities, and promote indig-
enous innovation. In September 2023, Huawei began selling a
smartphone that reportedly uses a Chinese-made chip capable
of 5G performance despite U.S. restrictions, although China’s
capacity to domestically produce these chips at scale remains
uncertain. The restrictions led to a drop in U.S. semiconductor
exports of 50.7 percent in the first eight months of 2023 rela-
tive to the same period in 2022—down to $3.1 billion from $6.4
billion the year prior.

e Five years after the United States first imposed tariffs under
the Trump Administration Section 301 investigations, the com-
position of bilateral trade has changed dramatically. Many of
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the U.S. industries exposed to trade actions and geopolitical ten-
sions are seeking to shift toward suppliers based outside of Chi-
na; however, this may not substantially reduce U.S. reliance on
Chinese producers. A growing portion of suppliers in overseas
markets are owned by Chinese entities, who also seek to evade
trade restrictions by setting up facilities overseas, particularly
in other parts of Asia and Mexico. U.S. exposure to China also
rose through transshipment of goods through third countries.

e U.S. businesses delayed or reconsidered investment in China
amid a weak economic outlook there, contributing to a contin-
ued decline of foreign direct investment (FDI) flows into China
in 2023 after record lows in 2022. Amid heightened geopolitical
tensions, U.S. businesses frequently found their Chinese oper-
ations getting caught in the crosshairs of Chinese restrictions.
While many U.S. firms continue to view access to China’s mar-
ket as crucial to growth, a growing number of firms are moving
to limit exposure and identify alternative strategies.

e As part of China’s far-reaching anti-espionage and national se-
curity campaign, restrictions on cross-border data flows have cut
off offshore businesses and investors from real-time financial
and economic data. Amendments to China’s Counterespionage
Law that went into effect in June broadened the definition of
espionage activities to include any information gathering that
involves material related to China’s broad and ambiguous defi-
nition of national security, potentially subjecting any company
that collects information to investigation for espionage.

¢ Developing countries that received loans financed through Chi-
na’s policy banks are facing widespread debt distress, but China
is not providing sufficient relief. China’s continued free-riding
on multilateral relief efforts and persistent refusal to offer debt
forgiveness to many distressed borrowers undermines U.S.-led
efforts to assist developing countries through comprehensive
debt relief and restructuring.

e China is attempting to expand international use of the RMB and
encourage participation in its RMB-based cross-border payment
system through bilateral currency agreements and swap lines.
These steps could provide an alternative financial architecture
for countries seeking to circumvent or insulate themselves from
U.S. sanctions, but they have not meaningfully increased global
settlement in RMB.

Introduction

Seeing declining foreign investment after three years of strict con-
trols under the “Zero-COVID” policy, China sought to present itself
as a market-driven, business-friendly economy in 2023, hoping to
lure foreign capital and knowhow back to its market. While its exter-
nal messaging may have changed, the Chinese Communist Party’s
(CCP) goals—to enhance the overall power of China and the CCP—
have not. The CCP’s approach to its external trade and financial re-
lations is focused on promoting self-reliance while bolstering China’s
influence as an indispensable global sourcing hub. At the same time,
CCP leaders are acutely aware of gaps in China’s domestic produc-
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tion capacity, where China views attracting foreign research and
technology as critical to accelerating industrial advancement. Chi-
na’s continued need for foreign business and finance clashes with
a state-centric and security-focused trajectory hastened by General
Secretary of the CCP Xi Jinping over the previous decade. State
planners continue to use requirements for market access—including
requiring companies to form joint ventures with Chinese firms—to
induce companies into relocating their operations within its borders,
enabling the transfer of industry knowhow, trade secrets, and tech-
nology to Chinese firms.!

China seeks to diversify and secure its access to critical technol-
ogies while striving in the long term to reduce reliance on foreign
technology supply chains. China’s vulnerabilities were exposed by
U.S.-led actions at the end of 2022 to restrict China’s access to ad-
vanced semiconductor technology. China’s domestic semiconductor
industry is struggling to develop alternative supplies of chips used
in its military and artificial intelligence (AI) applications, though
its capabilities continue to advance. Its dominance of the electric
vehicle (EV) industry at all stages of the production chain stands
out as a rare example of China achieving its self-reliance objectives.

Viewing the impact of U.S. and allied economic restrictions on
Russia following its unprovoked invasion of Ukraine, Chinese lead-
ership has been vocal about the need to weaken the sanctions power
of the United States. As it seeks to reduce its reliance on U.S. dollars
in bilateral trade and financial relations, this past year China final-
ized a range of trade and investment deals with countries, includ-
ing Brazil and Saudi Arabia,* allowing for some settlement in RMB
rather than the U.S. dollar, though none of the countries involved
have yet reported concluding settlements under the respective ar-
rangements.2 China has also sought to deepen trade networks with
countries beyond the sway of U.S.-led sanctions, including Iran.

This section examines key developments and trends in U.S-China
bilateral economic relations and China’s other external economic rela-
tions. For analysis of the CCP’s domestic economy in 2023 and its long-
term fiscal and financial challenges, see Chapter 3, Section 2, “Fiscal,
Financial, and Debt Problems Weigh Down Beijing’s Ambitions.”

The United States’ Evolving Approach to Economic
Competition with China

Diplomatic Thaw with China

The Biden Administration launched a series of high-level
diplomatic engagements with China in 2023 as it messaged
the possibility of continued cooperation despite bilateral
tensions. After the United States downed a Chinese spy balloon

*Although Brazil and Saudi Arabia have announced their intent to conduct some bilateral
trade in RMB, both countries continue to use the U.S. dollar to settle transactions for their most
important exports While China purchases 25 percent of Saudi Arabia’s oil exports, the Kingdom
trades oil exclusively in the U.S. dollar. Similarly, China purchased nearly 70 percent of Brazil’s
soybean exports in 2022, but there is currently no publicly available information regarding the
existence or extent of potential soybean sales in RMB. Regardless, Brazil and Saudi Arabia’s
open support for RMB internationalization presents a subtle but noteworthy shift in interna-
tional attitudes regarding the use of the U.S. dollar in global trade. Gillian Tett, “Prepare for a
Multipolar Currency World,” Financial Times, March 30, 2023; Summer Said and Stephen Kalin,
“Saudi Arabia Considers Accepting Yuan Instead of Dollars for Chinese Oil Sales,” Wall Street
Journal, March 15, 2022.
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that intruded into U.S. airspace in February 2023, China froze
its diplomatic communications with the United States for several
months. The Biden Administration’s efforts to maintain open lines of
communication with China resumed in May 2023, when U.S. Com-
merce Secretary Gina Raimondo met with her Chinese counterpart
in Washington.? Secretary Raimondo’s meeting was followed by vis-
its to Beijing by U.S. Secretary of State Antony Blinken in June
2023 and U.S. Treasury Secretary Janet Yellen and the president’s
special envoy for climate John Kerry, both in July 2023.4 Secretary
Yellen emphasized that the Biden Administration believes it is pos-
sible to achieve a mutually beneficial, long-term economic relation-
ship—“one that supports growth and innovation on both sides”—
during her meeting with China’s Premier Li Qiang in Beijing.?
Secretary Yellen also reiterated longstanding U.S. concerns about
China’s nonmarket policies.® Secretary Yellen’s messaging that co-
operation can occur in spite of geopolitical tensions reinforces an
approach to economic relations with China she laid out in an April
2023 speech.” The strategy focuses on investing in U.S. domestic
capabilities, increasing supply chain resiliency, and aligning strat-
egies with U.S. allies and partners to shape the environment for
sustained U.S.-China competition. Secretary Yellen emphasized that
this strategy is narrowly focused on national security risks from
China, stating, “Even as our targeted actions may have economic
impacts, they are motivated solely by our concerns about our securi-
ty and values. Our goal is not to use these tools to gain competitive
economic advantage.”® Additional visits by U.S. Cabinet officials in
2023, including a trip to Beijing by Secretary Raimondo in August
2023, sought to further clarify the United States’ intent to maintain
stable commercial relations.?

The United States has maintained the tariffs imposed un-
der the Trump Administration Section 301 investigation as
the U.S. Trade Representative (USTR) conducts a review of
their efficacy and impact. Under the Trade Act of 1974, USTR
has a statutory requirement to conduct a four-year review of the
tariff actions taken under the Section 301 authority, assessing the
effectiveness of the action in achieving its objective and the impact
on the U.S. economy.1® The USTR review began in September 2022
and could conclude by the end of 2023.11 While the details of the
review are not yet known, in July 2023 the USTR stated the review
will consider “the existing tariffs structure and how to make the
tariffs more strategic in light of impacts on sectors of the U.S. econ-
omy as well as the goal of increasing domestic manufacturing.”12
Secretary Yellen indicated that the tariffs are a point of leverage as
the United States seeks to address China’s unfair trade practices,
stating that “it’s premature to use this as an area for de-escalation,
at least at this time.”13

The United States Places “De-Risking” at the Center of Its
Economic Approach

In 2023, the Biden Administration adopted the G7 concept
of “de-risking” to frame its approach to the national securi-
ty vulnerabilities stemming from the economic relationship
with China. In a May 2023 statement, President Joe Biden and
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the other G7 leaders committed to de-risking as the basis for their
approach to economic resiliency and security (see textbox below). By
emphasizing de-risking instead of decoupling, the Biden Adminis-
tration sought to reduce tensions with China and signal its pursuit
of objectives it says seek to avoid a broad severance of economic
relations and unintended impacts on global commerce. President
Biden stated that de-risking further aims to resist Chinese econom-
ic coercion, counter Chinese nonmarket trade practices, and place
limits on China’s access to a “narrow set of advanced technologies
critical for our national security.” 14 However, the full scope of these
technologies has yet to be specified.* Administration actions also
continue to address forced labor concerns in Xinjiang.'® According
to Secretary Raimondo in August 2023, the United States seeks to
allow trade and investment in “un-risky” areas to thrive, protecting
national security while minimizing damage to other commercial re-
lations.16 (For more on European countries’ approach to de-risking,
see Chapter 5, Section 1, “Europe-China Relations; Convergence and
Divergence in Transatlantic Cooperation.”)

De-Risking and Siloing Face Limits as China Seeks to
Deepen Self-Reliance

De-risking is emerging as a shorthand for a transatlantic vision
of reducing economic reliance on China without complete decou-
pling, though individual countries and companies have taken di-
verging approaches to defining and implementing de-risking. In
March 2023, President of the European Commission Ursula von
der Leyen introduced de-risking as the focus of EU policy toward
China, stating that “it is neither viable—nor in Europe’s inter-
est—to decouple from China.”17 She depicted the EU’s economic
de-risking strategy as resting on four pillars: (1) increasing Eu-
ropean economic competitiveness and supply chain resiliency, (2)
countering Chinese economic distortions, (3) controlling the flow
of technologies that pose national security risks, and (4) aligning
EU policy with its partners.1® The de-risking construct was subse-
quently adopted by the United States, when President Biden and
the other G7 leaders released a communiqué on May 20, 2023,
pledging to coordinate an approach to “economic resilience and
economic security that is based on diversifying and deepening
partnership and de-risking, not decoupling.”1® In short, a de-risk-
ing strategy would aim to allow companies to continue profiting
inside China and broadly protect firms from China’s ongoing non-
market policies.

The United States’ developing de-risking approach aligns with
calls from U.S. businesses operating in China to avoid escalating
geopolitical tensions with China. In its annual American Busi-
ness in China White Paper, released in March 2023, the Ameri-
can Chamber of Commerce in China (AmCham China) set one of
its three policy priorities as maintaining “channels for commer-
cial engagement and meaningful exchange while separately ad-
dressing national security concerns and values-based differences

*For more on the challenges facing the United States’ export control regime, see Chapter 4,
Section 2, “Weapons, Technology, and Export Controls.”
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De-Risking and Siloing Face Limits as China Seeks to
Deepen Self-Reliance—Continued

where possible.”20 Ten days prior to the G7 communiqué released
in May, President and CEO of the U.S. Chamber of Commerce Su-
zanne P. Clark emphasized that the United States needs “to take
the surgical approach of de-risking.”2! De-risking also dovetails
with nascent efforts of U.S. and other foreign businesses to silo
their operations in China, hiving off their China operations into
localized business units and creating duplicate supply chains iso-
lated to the Chinese market.22 For instance, the U.S. technology
company Salesforce is shifting to provide its services inside China
through a partnership with Alibaba Cloud.23 Siloing aims to insu-
late multinational companies’ China operations from present and
future disruptions stemming from policies enacted by Beijing and
Washington, including measures to control technology flows.24

Countries and firms attempting to employ a de-risking strat-
egy run into an immediate challenge confronting China’s own
dual circulation strategy. First articulated by the CCP in 2020,
the strategy seeks to promote China’s self-reliance while bolster-
ing its influence as an indispensable global sourcing hub.*25 As
Managing Director of U.S. think tank MacroPolo Damien Ma ex-
plains, by concentrating investments in technology projects and
strengthening supply chains, “Beijing’s strategy appears to be
precisely focused on entrenching China as the irreplaceable pro-
duction node.”26 A successfully realized dual circulation strategy
would increase the difficulties facing U.S. and foreign companies
in their efforts to reduce dependence on China and diversify sup-
ply chains.

Chinese officials attempted to strengthen ties with glob-
al businesses and thwart corporate support for U.S. and
other governments’ attempts to reduce economic ties. In
a concerted charm offensive, Chinese officials sought to reengage
global businesses and reduce their concerns about operating risks
inside China, hoping to slow corporate efforts to diversify away
from China, revive companies’ direct investment into China, and
potentially diminish business backing for future U.S. policy mea-
sures aimed at addressing national security risks. Premier Li
vehemently criticized the U.S. de-risking strategy in public com-
ments at the June 2023 World Economic Forum meeting in Tian-
jin, saying that governments should not “overstretch the concept
of risk or turn it into an ideological tool” and instead should leave
addressing risks to the business community.27 Additionally, since
China reopened to international travel at the start of 2023, senior
Chinese officials have hosted and met with multiple executives of
leading multinational firms who visited China, including CEOs of
Airbus,T Apple, General Motors, Intel, JPMorgan, and Samsung.28

*For more on China’s supply chain strategy, see U.S.-China Economic and Security Review
Commission, Chapter 2, Section 4, “U.S. Supply Chain Vulnerabilities and Resilience,” in 2022
Annual Report to Congress, November 2022, 296-305.

TFor more on China’s charm offensive toward European companies, see Chapter 5, Section 1,
“Europe-China Relations; Convergence and Divergence in Transatlantic Cooperation.”
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In June 2023, Microsoft cofounder Bill Gates met with General
Secretary Xi in Beijing, where Xi expressed China’s openness to
cooperation and emphasized that China would not be a “strong
country seeking hegemony.”29 Tesla CEO Elon Musk visited mul-
tiple officials during a May 2023 trip to China, including China’s
then Foreign Affairs Minister Qin Gang, the ministers of com-
merce and industry, and Vice Premier Ding Xuexiang.39 Subse-
quently, in July, Tesla emerged as the only foreign automaker to
sign on to a pledge by China’s EV industry to avoid a price war
and promote “core socialist values.”31

The United States is continuing to pursue engagement
in Asia through the Indo-Pacific Economic Framework
(IPEF). The United States launched IPEF in 2022 with 13 oth-
er partner countries.* Biden Administration officials have stated
that IPEF is not intended to be a “traditional trade agreement”
but rather aims to develop high standard rules on trade in the
Indo-Pacific and further goals related to sustainability, labor, and
supply chains. The initiative offers an alternative vision of eco-
nomic engagement to Beijing’s own efforts to enhance its region-
al economic leadership and deepen economic ties. IPEF consists
of four key areas of cooperation, or pillars: (1) trade; (2) supply
chains; (3) clean energy, decarbonization, and infrastructure; and
(4) tax and anticorruption.i The initiative does not involve nego-
tiations over market access or tariff liberalization, which critics
say will limit its appeal and impact.32

The IPEF Supply Chain Agreement, which was reached on
May 27, 2023, marks the first concrete measure under the
trade initiative since it was launched a year earlier.?3 IPEF
partners announced an agreement on standards and mechanisms
designed to bolster supply chain resilience, including by setting up
three bodies to facilitate cooperation, information sharing, and ef-
forts to coordinate supply chain diversification.§34 The proposed
supply chain agreement contains few binding commitments on the
14 IPEF partners, and it may initially spur few substantive initia-
tives to realign supply chains.3> Nonetheless, the proposed coordi-
nation bodies may still play an important role in building capacity

*In addition to the United States, IPEF member countries include Australia, Brunei Darus-
salam, Fiji, India, Indonesia, Japan, Malaysia, New Zealand, Philippines, Singapore, South Korea,
Thailand, and Vietnam.

TThe Biden Administration may implement IPEF commitments through trade executive agree-
ments that would not require congressional approval. Trade executive agreements, similar to
the U.S.-Japan deal of 2019, must be limited in scope but can include binding commitments on
certain rules. Their content may focus largely on establishing engagement among trade part-
ners without precise market access agreements. Brock R. Williams, Rachel F. Fefer, and Mark E.
Manyin, “Biden Administration Plans for an Indo-Pacific Economic Framework,” Congressional
Research Service, February 25, 2022; Kathleen Claussen, “Trade’s Mini-Deals,” Virginia Journal
of International Law 62:2 (2022): 348-352.

%For more on the United States’ options for regional trade engagement in the Indo-Pacific, see
US -China Economic and Security Review Commission, Chapter 2, Section 2, “Challenging Chi-
na’s Trade Practices,” in 2022 Annual Report to Congress November 2022, 210-216.

§ The proposed agreement establishes a Supply Chain Council, a Supply ‘Chain Crisis Network,
and a Labor Rights Advisory Board. IPEF’s Supply Chain Council is intended to allow countries
to develop action plans to diversify and develop supply chains in critical sectors, while the Supply
Chain Crisis Response Network will create an emergency communications channel to coordinate
responses and disseminate information in the face of supply chain disruptions. The Labor Rights
Advisory Board seeks to improve supply chain resilience by promoting higher labor standards in
trade. U.S. Department of Commerce, Indo-Pacific Economic Framework for Prosperity Agreement
Relating to Supply Chain Resilience, September 7, 2023.
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in supply chain management among IPEF partners and businesses,
which could help U.S. businesses identify alternative suppliers or
production bases to China.36

The Biden Administration seeks closer ties with IPEF
members, including Vietnam, as a counterweight to Chi-
na’s growing influence in the Indo-Pacific region. In Sep-
tember 2023, President Biden met with Vietnam’s General Sec-
retary Nguyen Phu Trong in Hanoi to establish a comprehensive
strategic partnership.37 The Biden Administration seeks to devel-
op trade partners outside of China by furthering U.S-Vietnamese
economic cooperation, including efforts to enhance semiconductor
supply chain resilience by building capacity in both countries.38
It is unclear, however, the extent to which developing trade rela-
tions with Vietnam will remove China from U.S. supply chains.
Following the end of China’s Zero-COVID policy, Chinese firms
began moving production overseas to other countries in Southeast
Asia and elsewhere. Vietnamese government data report Chinese
firms invested in 45 new projects in the country in the first 50
days of 2023 alone.3° In addition, nearly one-third of Vietnam’s
imports come from China.#0 China’s deep trade and investment
relations with Vietnam complicate U.S. de-risking efforts, as U.S.
activities with Vietnamese partners may still ultimately depend
upon Chinese firms and imports.

U.S. Targets China’s Access to Advanced Technology

To curb China’s advancements in critical technology, the
United States began deploying a targeted strategy based
on controlling supply chain chokepoints. In October 2022,
National Security Advisor Jake Sullivan described the Biden
Administration’s approach to restricting technology transfer to
China as keeping a “small yard, high fence.”41 This approach en-
tailed keeping the scope of technology controls limited (the “small
yard”), while implementing robust measures to prevent circum-
vention or unauthorized transfers to China (the “high fence”).
In late 2022 and into 2023, the United States coordinated with
Japan and the Netherlands to implement an unprecedented ex-
port control regime designed to limit China’s access to advanced
semiconductor technologies.#2 In August 2023, the Biden Admin-
istration also issued an executive order on outbound investment
designed to limit U.S. companies’ financial support for China’s
semiconductors and microelectronics, quantum information tech-
nology, and Al industries (for more on the scope, limitations, and
potential impact of the executive order, see Chapter 4, Section 2,
“Weapons, Technology, and Export Controls”).43

U.S. Severs China’s Access to Advanced Semiconductors

The United States introduced restrictions in 2022 intend-
ed to curb China’s ability to manufacture and develop ad-
vanced semiconductors that enhance its military capabili-
ties, cutting China’s economy off from key nodes of the chip
industry. On October 7, 2022, the U.S. Department of Commerce
Bureau of Industry and Security (BIS) implemented a package of
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restrictions on U.S. exports of the most advanced computing chips,*
particularly those relevant to the development of Al, and semicon-
ductor manufacturing equipment to entities based in China.} 44 The
controls do not apply to “legacy semiconductors” or less advanced
chips used in home appliances, automobiles, and many connected
devices. In these areas, China is likely to continue dominating pro-
duction (see Figure 1). The consultancy Counterpoint estimated that
the restrictions on advanced semiconductor products would only
impact about 10 percent of China’s logic chip production through
2025.45 The restrictions nonetheless led to a steep drop in U.S. semi-
conductor exports to China. U.S. semiconductor companies exported
just $3.1 billion worth of chips to China in the first eight months of
2023, a drop of 50.7 percent compared to the $6.4 billion in exports
over the same period in 2022 (see Table 1).46 The United States is
meanwhile seeking to increase its self-reliance in semiconductors
through the implementation of the CHIPS and Science Act of 2022,
and the Biden Administration is allocating billions in tax credits
and funding to industry to incentivize domestic manufacturing. In
March 2023, the Departments of Commerce and the Treasury re-
leased proposed rules that prohibit CHIPS funding recipients from
expanding production capacity for leading-edge chips in foreign
countries of concern and place limits on the construction of legacy
facilities in those countries.i47

*For logic chips (semiconductor devices that perform computer calculations to power digital de-
vices) and system memory chips (high-performance semiconductor devices that rapidly store data
during computations), the degree of sophistication is measured in the width of transistors placed
onto a silicon wafer, as more transistors in a smaller space can generally process more calcula-
tions. The most advanced logic chips, produced almost entirely in Taiwan, now have transistors
3 nanometers in width (see Figure 1). The sophistication of flash memory chips—semiconductor
devices that store digital data long term, in contrast to the rapid memory operation undertaken
by system memory—is measured in the number of layers. Roughly, BIS has set the threshold for
advanced chip fabrication as follows: for logic chips, 16 nm or 14 nm or below; for DRAM memory
chips, 18 nm; for NAND flash memory chips, 128 layers or more. For more on the scope of these
controls, see Chapter 4, Section 2, “Weapons, Technology, and Export Controls.” U.S. Department
of Commerce, Bureau of Industry and Security, Commerce Implements New Export Controls on
Advanced Computing and Semiconductor Manufacturing Items to the People’s Republic of China
(PRC), October 7, 2022.

FThe rules introduce five new license requirements: (1) to sell top-end chips necessary for train-
ing machine learning models and building supercomputers; (2) to sell certain advanced semicon-
ductor manufacturing equipment; (3) expanding the scope of foreign direct product rules to cover
advanced computing chips, supercomputers, and advanced semiconductors for high-performance
applications in China or to 28 entities that aided China’s military in developing high-performance
computing capabilities; (4) for all items subject to the Export Administration Regulations when
there is “knowledge” that the item is destined for end use in the “development” or “production”
of chips in China at facilities fabricating advanced chips; and (5) for U.S. persons, including U.S.
mtlzens passport holders, green card holders, juridical citizens, U.S. residents, and others, to

support the “ development” or “production” of advanced chips in China without a license from
BIS. For more on the impact of the restrictions, see Chapter 4, Section 2, “Weapons, Technology,
and Export Controls.” U.S. Department of Commerce, Bureau of Industry and Security, Commerce
Implements New Export Controls on Advanced Computing and Semiconductor Manufacturing
Items to the People’s Republic of China (PRC), October 7, 2022.

#In what the Commerce Department refers to as “guardrails,” the rules stipulate that the
department will claw back any funding awards if a recipient engages in any transaction val-
ued at over $100,000 that expands semiconductor manufacturing capacity for leading-edge and
advanced facilities by 5 percent in foreign countries of concern within ten years of receiving
the award. It will also claw back the reward if recipients expand their existing mature-node
production capacity in a foreign country of concern beyond 10 percent or if such expansion does
not predominantly serve the domestic market of that country. U.S. Department of Commerce,
Commerce Department Outlines Proposed National Security Guardrails for CHIPS for America
Incentives Program, March 21, 2023.
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Figure 1: Global Distribution of Semiconductor Manufacturing Capacity
by Region, 2019
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Note: DAO is an acronym for discrete, analog, and optoelectronics and sensors, which refers to
a range of semiconductor parts and components, including diodes, transistors, radio frequency
semiconductors, and optical sensors.

Source: Antonio Varas et al., “Strengthening the Global Semiconductor Supply Chain in an Un-
certain Era,” Boston Consultlng Group and Semiconductor Industry Association, April 2021, 35.

The October 7 restrictions additionally prohibit U.S. per-
sons from helping develop China’s advanced semiconductor
capacity without first applying for a license exemption, ef-
fectively blocking senior U.S. semiconductor engineers and
scientists from working on covered technologies at Chinese
companies.*48 In response, hundreds of U.S. personnel, including
engineers from U.S. semiconductor equipment manufacturers Ap-
plied Materials, KLA, and Lam Research who worked as support
personnel inside Chinese chip companies, abruptly left core positions
inside China’s semiconductor industry.4® The restrictions prompted
Chinese companies to intensify their efforts to attract semiconductor
talent.50 China lacks a robust domestic pipeline for training quali-
fied semiconductor engineers and technicians, leaving Chinese chip
companies heavily dependent on talent trained overseas (for more
on the weakness in China’s training of technical talent, see Chapter
3, Section 1, “China Training and Educating Its Next Generation
Workforce”).51 After U.S. chip company Marvell Technology laid off
its entire research and development (R&D) workforce in China since
late 2022,7 former employees were quickly head-hunted by Chinese
semiconductor firms.?2 Similarly, Chinese companies are reportedly
offering semiconductor talent in Taiwan five times what they could
earn domestically.53

*Aside from licensing requlrements the Export Administration Regulations prohibit U.S. per-
sons from knowingly providing “support,” broadly defined, for the development or production of
missiles, nuclear weapons, chemical, and biological weapons as well as foreign maritime nuclear
projects. Additionally, BIS has the authorlty to inform U.S. persons that their activities could
support these end uses and impose a licensing requirement on the activities. The October 7
restrictions use this authority to prevent U.S. persons from supporting advanced semiconductor
development in China. Thomas J. McCarthy et al., “International Trade Alert: BIS Imposes New
Controls to Limit the Development and Production of Advanced Computing and Semiconductor
Capabilities in China,” Akin Gump, October 27, 2022, 4-5.

FAlthough Marvell did not announce how many individuals it laid off inside of China, its R&D
workforce at one point in the past numbered over 800 workers. iJiWei, “Marvell, Once Full of
Chinese DNA, Becomes Leader in Decoupling from China,” March 22, 2023.
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Table 1: Top U.S. Exports of Advanced Semiconductors and
Semiconductor Manufacturing Equipment to China, 2022 and 2023
(January through August)

Export Category 2022 2023 YoY Change
Processors and controllers $4,520 million | $1,488 million -67.1%
Machines and apparatus $2,952 million | $1,899 million -35.7%
for the manufacture of
semiconductor devices or of
electronic integrated circuits
Other parts of electronic $1,460 million | $1,355 million -7.2%
integrated circuits
Electronic integrated circuit | $285 million $225 million -21.0%
amplifiers
Solid-state nonvolatile stor- | $281 million $101 million -64.0%
age devices
Optical instruments and $254 million $193 million -24.3%
devices for inspecting semi-
conductor wafers or devices,
etc.

Note: The trade data in this table reflect both semiconductor-related products that are subject
to U.S. export restrictions and those that are not currently controlled.

Source: U.S. Census Bureau, Advanced Technology Products, October 6, 2023; U.S. Census Bu-
reau, Trade in Goods with China, October 6, 2023.

As China’s semiconductor industry faced export restric-
tions from the Netherlands and Japan, Chinese firms rushed
to build out capacity by stockpiling equipment from foreign
companies. On January 28, 2023, the Netherlands and Japan
agreed to align their export control policies with the U.S. restric-
tions on China’s chips sector, pledging to coordinate on controlling
China’s access to chokepoint technologies like semiconductor design
software and lithography, where its indigenously developed technol-
ogy significantly lags behind the leading edge.?* Both the Nether-
lands and Japan are home to the world’s leading manufacturers of
photolithography machines capable of printing advanced integrated
chip designs on semiconductor wafers.5> Since 2019, the Nether-
lands has restricted sales to China of extreme ultraviolet photoli-
thography machines,* which are solely produced by the Dutch firm
ASML; however, neither Japan nor the Netherlands had previously
controlled exports of deep ultraviolet (DUV) lithography machines
used for mass-producing less advanced chips at the 14 nanome-
ter (nm) node.56 In July 2023, Japan added certain semiconductor
manufacturing equipment, including DUV technology, to its export
control list.57 The Netherlands similarly started restricting exports
in September 2023.58 Prior to these restrictions coming into effect,
Chinese companies surged their orders for foreign semiconductor
manufacturing technology in 2023, capitalizing on the roughly
eight-month lag between when the Dutch government announced
its intent to place controls on exports to China and its implementa-
tion.52 Between January and August 2023, China imported $3.2 bil-

*These machines are capable of mass-producing the most advanced integrated circuits at the
3 nm node.
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lion (RMB 23.5 billion) * worth of semiconductor manufacturing ma-
chines from the Netherlands, a 96.1 percent increase over the $1.7
billion (RMB 12 billion) recorded over the same period in 2022.60
China’s imports of semiconductor equipment from all countries to-
taled $13.8 billion (RMB 100 billion) over the first eight months of
2023 as Chinese companies built up stockpiles.61 China is on pace
to more than double its imports of semiconductor equipment from
2019 levels, when the United States added the Chinese telecommu-
nications giant Huawei to the Entity List and thereby restricted
Huawei’s access to semiconductor technologies, prompting Beijing to
accelerate its push to expand domestic chip manufacturing capac-
ity.62 Even though Chinese companies mainly acquired equipment
capable only of manufacturing older generations of integrated cir-
cuits, these stockpiling activities could enable China to deepen its
dominance of legacy semiconductors.

Chinese companies have demonstrated their ability to pro-
duce high-end chips, despite U.S. export controls. In Septem-
ber 2023, Huawei began selling the Mate 60 Pro smartphone, which
reportedly uses a Chinese-made chip with features that closely ap-
proximate those of U.S.-controlled semiconductor technology.¢3 The
Kirin 9000s, produced by the Chinese state-owned Semiconductor
Manufacturing International Company (SMIC) and designed by
Huawei’s subsidiary HiSilicon, is capable of connecting to 5G net-
works and has features consistent with a 7 nm chip, a technology
that was previously limited to Samsung, Intel, and TSMC semicon-
ductors.6* An examination of the Huawei phone conducted by ex-
perts at TechInsights confirmed that the device’s processor perfor-
mance means SMIC is just two generations behind 3 nm technology,
which is the most advanced chip currently in production.f 65

Experts largely assess Huawei and SMIC’s newest produc-
tion capabilities as a genuine breakthrough, though uncer-
tainty regarding the extent of China’s indigenization and
production efficiency remains. Chris Miller, author of Chip
War, argues that Huawei’s Mate 60 Pro may be “the most ‘Chinese’
advanced smartphone ever made” given that “the phone’s prima-
ry 7 nm processor [and] many of the phone’s auxiliary chips are
homegrown, including the Bluetooth, WiFi and power management
chips.”66 These advances have exceeded expectations and also call
into question the efficacy of current export control implementation
that, as explained by National Security Advisor Jake Sullivan prior
to implementation of the October 2022 controls, is intended not only
to ensure the United States stays several generations ahead but also
to “maintain as large of a lead as possible.”¢7 China’s domestic ad-
vances in the critical domain of leading-edge semiconductor produc-
tion raise national security challenges to the United States, given
the dual-use nature of the technology and its military applications
for AI computer vision, autonomous weapons systems, and other

*Unless noted otherwise, this section uses the following exchange rate throughout: $1 = RMB
7.25.

FTSMC is currently constructing a plant to produce 2 nm chips in Kaohsiung, Taiwan. The
intended start date of mass production of these chips has yet to be determined. Hideaki Ryugen,
“TSMC to Make Cutting-Edge 2-nm Chips at New Plant in Southern Taiwan,” Nikkei Asia, Au-
gust 10, 2023.
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uses (for more on this, see Chapter 4, Section 2, “Weapons, Technolo-
gy, and Export Controls”). As semiconductor analyst Dylan Patel ar-
gues, SMIC’s advanced production process is still largely enabled by
Western technology, such as immersion DUV lithography machines
from ASML (which remain available for China to purchase until the
end of 2023), but it is also likely facilitated by porousness in existing
U.S. export controls on semiconductor manufacturing equipment.68
In addition, the phone still appears to be made with several critical
nondomestic components. For instance, the phone’s memory chips
are believed to come from legacy technology produced by the South
Korean firm SK Hynix, although the company has denied selling to
Huawei since the export controls were introduced.® Even amid gen-
uine advances, the continued use of Western semiconductor produc-
tion equipment and the appearance of nondomestic hardware in the
latest phone produced by China’s flagship telecommunications firm
underscores the country’s continued reliance on external producers
for advanced technology.

China’s retaliatory actions against the United States in re-
sponse to the semiconductor controls were narrowly defined
in scope. Beijing sought easy targets for punitive action that would
grant leverage and deter further restrictions without incurring sig-
nificant domestic costs. In 2023, China froze a handful of U.S. com-
panies out of China’s market and restricted access to two minerals
critical to U.S. advanced technology industries.

e On February 16, 2023, China launched the first salvo of its Un-
reliable Entity List* by blacklisting Lockheed Martin and Ray-
theon Missile and Defense Corp, a subsidiary of RTX (formerly
Raytheon Technologies), imposing trade and investment restric-
tions and barring the defense firms from importing or exporting
weapons systems in China.’0 As U.S. export controls prevent
both companies from selling military equipment in China, the
restrictions had little commercial impact.”1

e On May 21, 2023, the Cyberspace Administration of China
(CAC) determined that memory chips produced by Micron con-
tained “significant security risks,” banning Chinese critical in-
frastructure operators from procuring Micron products.”2 The
ban, which followed an investigation launched in March 2023,
was CAC’s first regulatory action targeting a foreign company.”3
Although Micron is a major producer of memory chips inside
China, where it generated nearly 11 percent of its revenue in
fiscal year 2022, CAC’s restriction will likely have little impact
on Chinese companies, given that Samsung and SK Hynix are

peer competitors to Micron and sell similar chips inside Chi-
na.”’

e On August 1, 2023, China implemented export controls on
gallium and germanium as well as dozens of related prod-

*China’s Ministry of Commerce introduced the Unreliable Entity List in 2019 as a tool to
target foreign companies, groups, and individuals who harm the interests of Chinese companies.
The list enables the Chinese government to blacklist any foreign entlty found to be “endangering
national sovereignty, security or development interests of China.” China Ministry of Commerce,
MOFCOM Order No. 4 of 2020 on Provisions on the Unreliable Entity List, September 19, 2020.
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ucts made with those metals,* causing shipments to halt
as exporters waited to receive dual-use export licenses from
China’s Ministry of Commerce (MOFCOM).775> China export-
ed zero gallium and germanium products in August 2023 to
the United States and other countries.’® On September 21,
a spokesperson for MOFCOM stated that the ministry had
since granted export licenses for the covered products to sev-
eral companies, but it did not provide further detail on how
many companies could resume exporting, which countries they
could export to, or which products were approved. As a result,
some exports may resume, but the full scope and long-term im-
pact of these measures remain unclear as of October 6, 2023.
China’s restrictions could create acute supply shortages for the
United States in key technologies. Both gallium and germanium
are deemed critical minerals by the U.S. Geological Survey, and
they have applications ranging from semiconductors to missile
systems to solar panels.”? China is the world’s dominant source
of both resources, accounting for 98 percent of the world’s pri-
mary production of gallium ore and 60 percent of its germani-
um.”® The United States has limited domestic production and
stockpiles of both minerals.”® The United States, Japan, and
Germany may be able to develop alternative supply sources by
retrofitting domestic refineries with the capabilities to extract
the minerals, but these alternatives may not be operational in
time to prevent significant shortages (see textbox below).80

e On September 6, 2023, China banned central government offi-
cials and state-owned enterprise (SOE) employees from using
Apple and other foreign-branded devices for work purposes and
from bringing privately owned foreign devices into government
facilities.®! Although the Chinese government has denied the
existence of such a ban, those familiar with the matter report
the government made the move in an effort to cut reliance on
foreign technology and limit the flows of data outside of China’s
borders.82 In addition to ostensible security concerns, the new
restrictions were announced within days of the release of Hua-
wei’s Mate 60 Pro smartphone, discussed above.®3 As a result
of the ban, Apple shares lost $200 billion in value just two days
after the announcement, while state-sponsored Chinese media
has reported the Pro Mate 60 is selling out across China.84 The

*The covered gallium and germanium compounds include gallium nitride, gallium oxide, gal-
lium phosphide, gallium arsenide, indium gallium nitride, gallium selenide, gallium antimonide,
area melted germanium ingots, germanium dioxide, germanium tetrachloride, and compounds
containing phosphorus, germanium, and zinc. The controls also cover major applications of these
compounds, including gallium nitride and gallium arsenide wafers for integrated circuit produc-
tion. China Ministry of Commerce, Announcement No. 23 of 2023 of the Ministry of Commerce
and the General Administration of Customs on the Implementation of Export Controls on Items
Related to Gallium and Germanium (Fi453 #FRAE A 120231E55235 K TXHE. WA A IS
it VR A ), July 3, 2023.

T Exporters attempting to ship these newly controlled mineral products overseas must apply
for approval through China’s export licensing process. The exporter must submit information on
the end user and end use when applying for the export license. China’s Ministry of Commerce
has not specified how it will evaluate applications nor how many licenses it will grant. Reuters,
“China Gallium, Germanium Export Curbs Kick In; Wait for Permits Starts,” August 1, 2023;
China Ministry of Commerce, Announcement No. 23 of 2023 of the Ministry of Commerce and the
General Administration of Customs on the Implementation of Export Controls on Items Related
to Gallium and Germanium (F4-3 LG EA%20234F523% KT IR YISt )
HIRIA ), July 3, 2023.
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prohibition on Apple is similar to China’s 2021 restrictions on
the use of Tesla by military, government, and SOE employees—
including a ban on driving privately owned Tesla vehicles in
certain government compounds. The Tesla ban was similarly
implemented in a stated effort to reduce dependence on foreign
technology and prevent data collected in China from moving
overseas.85

China’s Critical Mineral Export Restrictions Target U.S.
Supply Chain Vulnerabilities

China’s controls on gallium and germanium threaten to disrupt
the United States’ supply chain for high-performance semicon-
ductors. The United States is currently highly reliant on Chinese
production of the minerals, both for sourcing directly from Chi-
na and indirectly through the predominance of Chinese gallium
and germanium in global supply chains. China accounts for 53
percent of the United States’ supply of raw gallium metal and
54 percent of its germanium imports, although raw gallium and
germanium make up only a small fraction of the U.S. economy’s
total consumption of the minerals.8¢ Over 95 percent of the Unit-
ed States’ gallium consumption is in the form of gallium arsenide
wafers, a type of semiconductor that outperforms more prevalent
silicon wafers for sensitive electronic equipment, such as radar
systems.87 The United States mainly sources these wafers from
Germany, Japan, and Taiwan, but producers in these countries are
highly dependent on China for low-purity gallium metal. It is not
yet clear whether China will approve license applications for ex-
porting gallium and germanium products to these countries, mak-
ing the impact on supply chains dependent on minerals sourced
from China uncertain.®® Estimates vary on how long inventories
and reserves could last if China completely cuts off supplies of
gallium and germanium.8° In such a scenario, global inventories
of the materials may run out after a number of months. While
the U.S. Department of Defense maintains a strategic stockpile of
germanium, it does not have reserves of gallium.90

The United States may be able to mitigate a long-term supply
disruption to U.S. domestic technology production by restarting
gallium and germanium refining at dormant facilities located in
the United States and partner countries.* 91 Industry analysts ex-
pect a supply shortage induced by the export controls to drive up
the price of the minerals, which may help make production prof-
itable again outside of China and encourage refiners in Japan,
the United States,i and other countries to resume production or

*Prior to 2000, the main producers of primary low-purity gallium—the raw feedstock for down-
stream refined gallium applications—were Germany, Japan, Kazakhstan, and Russia, ranking
ahead of China’s output. However, China’s gallium production tracked the rapid, state-supported
growth of China’s aluminum industry, as the government required aluminum processors to install
equipment to extract gallium. Matthew P. Funaiole, Brian Hart, and Aidan Powers-Riggs, “Min-
eral Monopoly: China’s Control over Gallium Is a National Security Threat,” Center for Strategic
and International Studies, July 18, 2023; U.S. Geological Survey, Gallium Statistics and Infor-
mation, 2023.

FThe United States has one operational refinery in Gramercy, Louisiana, that processes bauxite
into alumina, but it does not currently extract gallium from the runoff of the refining process. The
multinational mineral and metal processing company Nyrstar’s zinc smelting plant in Clarksville,
Tennessee, is considering adding enough gallium and germanium extraction capacity to meet up
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China’s Critical Mineral Export Restrictions Target U.S.
Supply Chain Vulnerabilities—Continued

retrofit other facilities to refine the controlled minerals.92 A ger-
manium shortage in the United States may be easier to overcome,
as germanium is currently recovered from zinc mines located in
Alaska and Tennessee.?3 Industry analysts differ on how long it
would take to install gallium processing capacity, with some pro-
jecting a multi-year process.94

The gallium and germanium export controls are likely intended
to signal China’s willingness to curtail U.S. access to other critical
minerals monopolized by China. The U.S. Geological Survey esti-
mates that in 2022, China was the world’s leading producer in 30
out of the 50 critical minerals, and it was the United States’ pri-
mary import source for rare earth elements along with ten other
critical minerals (see Table 2). The United States faces particular-
ly acute vulnerabilities to China’s control over the rare earths*
supply chain. According to a report by the RAND Corporation,
“China could effectively cut off 40-50 percent of global rare earth
oxide 7 supply, which would affect prime manufacturers and sup-
plier of advanced components used in the U.S. Department of De-
fense’s systems and platforms.”®> There is precedent for China
utilizing its monopoly over rare earths as a tool of economic co-
ercion. In 2010, China reportedly restricted exports of rare earth
elements to Japan for two months following a territorial dispute
over the Senkaku Islands, although the restrictions were never
formally announced.®® Subsequently, Japan reduced its reliance
on Chinese rare earths by diversifying suppliers and investing in
non-Chinese operations internationally.?7 In 2020, 25 percent of
Japan’s rare earths imports by value came from China, compared
to 88 percent in 2010.98

to 80 percent of domestic demand, a process it says will take two years. Natalie Liu, “Tennessee
Refinery Could Break Chinese Chokehold on Two Critical Minerals,” Voice of America, August 15,
2023; U.S. Geological Survey, Mineral Commodity Summaries, January 2023; Nyrstar, “Nyrstar
Clarksville,” 2023.

*Rare earths are a group of 17 metallic elements.

fRare earth elements are commonly sold and transported as rare earth oxides, which are sta-
ble, refined compounds extracted from rare earth elements. Consequently, rare earth quantities
are usually reported in their oxidized form.
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Table 2: List of Critical Minerals* the United States Primarily Sourced
from China, 2022

Total U.S. China’s

Primary Imports for Share
Critical Import Consumption of U.S.
Mineral Source (metric tons) | Imports Major Uses
Antimony China 25,590 63% flame retardant;
antimonial lead and
ammunition
Arsenic China 5,400 57% herbicide and insec-
ticide; wood pressure
treatment; semicon-
ductors for solar cells,
space research, and
telecommunications
Barite China 2,300 38% oil and natural gas

drilling; radiation
shields at nuclear
plants and for x-rays

Bismuth China 2,800 65% metal additive for cast
iron and pipe fittings;
pharmaceuticals; semi-
conductor manufac-
turing

Gallium China 12,000 53% manufacturing of semi-
conductor wafers

Germanium | China 29,000 54% semiconductor manu-
facturing; solar cells;
fiberoptics; LED

Graphite China 82,000 33% batteries; brake

(natural) linings; lubricants;
steelmaking

Rare Earths | China 11,940 74% magnets; catalysts;

(compounds metallurgical; battery

and metals) alloys

Tantalum China 1,700 24% alloys for gas turbines

used in aerospace and
oil and gas industries;
automotive and con-
sumer electronics

Tungsten China 14,000 29% cutting and wear-re-
sistant applications in
construction, metal-
work, mining, and

oil and gas drilling;
specialty steel alloys;
electrical components

*In 2022, the U.S. Geological Survey identified 50 minerals as critical minerals. The agency
defines a critical mineral as “a non-fuel mineral or mineral material essential to the economic
or national security of the U.S. and which has a supply chain vulnerable to disruption. Criti-
cal minerals are also characterized as serving an essential function in the manufacturing of a
product, the absence of which would have significant consequences for the economy or national
security.” U.S. Geological Survey, U.S. Geological Survey Releases 2022 List of Critical Minerals,
February 22, 2022.
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Table 2: List of Critical Minerals the United States Primarily Sourced
from China, 2022—Continued

Total U.S. China’s

Primary Imports for Share
Critical Import Consumption of U.S.
Mineral Source (metric tons) | Imports Major Uses
Yttrium China 1,000 94% catalysts, electronics,

lasers, metallurgy;
jet-engine coatings,
sensors, bearings, and
seals

Note: China’s share of U.S. imports is based on average imports over 2018 to 2021.
Source: U.S. Geological Survey, Mineral Commodity Summaries, January 2023, 21.

De-Risking Accelerates

U.S. corporations are actively seeking strategies to miti-
gate risks in their supply chains, prompted by their demon-
strated vulnerability to policy and market shifts in China.
Although China dismantled the COVID-19 controls that had sent
its economy into unpredictable lockdowns throughout 2022, U.S.
businesses and investors are reassessing the stability of China’s do-
mestic policy environment. With Beijing exerting increasing control
over the economy and more aggressively pursuing its national secu-
rity goals, the business environment for U.S. companies has grown
harsher. Amid geopolitical tensions, U.S. businesses frequently found
their Chinese operations getting caught up in the crosshairs of Chi-
nese restrictions. While many U.S. firms continue to view access to
China’s market as crucial to growth, a growing number of firms are
moving to limit exposure and identify alternative strategies.

Bilateral Trade Reflects Deep and Continuing Commercial Ties

The U.S. goods trade deficit with China fell to its lowest
reading since 2020, when the outbreak of COVID-19 rattled
global supply chains. According to U.S. Census calculations, the
U.S. trade deficit with China in the year through August 2023 shrank
33 percent compared to the same period in 2022, falling to $181.8
billion (see Figure 2).99 This is the lowest trade deficit since 2010.100
The improvement in the trade deficit resulted from a softening of
U.S. import demand that began in September 2022 as U.S. consum-
ers shifted spending toward services. However, U.S. data on trade
with China may currently overstate the improvement in the bilater-
al balance. Particularly, U.S. statistical authorities may not capture
the full value of China’s imports into the United States, partially
due to a lack of data on the tens of billions of dollars’ worth of low-
price goods that enter duty-free under the de minimis exception *
(for more on novel drivers of the discrepancy in U.S. and Chinese
trade data, see the textbox “Incomplete U.S. Data on e-Commerce
Trade with China”).191 Data reported by China’s customs authority
show a larger surplus with the United States at $206.4 billion (RMB
1.5 trillion) in the first eight months of the year, though Chinese

*A de minimis threshold demarcates the value below which goods are considered too small
to be subject to tariffs or most inspections. In the United States, this threshold was raised from
$200 to $800 in 2016.
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statistics also show a substantial 17.4 percent decline relative to the
same period in 2022.102

U.S. goods imports from China totaled just $276 billion
in the first eight months of 2023, falling $92.5 billion be-
hind the pace of imports over the same period in 2022.103
U.S. imports from China are on track to decline compared to
2022, when they reached $536.3 billion, the highest level since
the onset of the trade war in 2018.19¢ Throughout the pandem-
ic, Chinese factories were allowed to keep production lines open
even as municipalities put stricter quarantine provisions in place
in an attempt to slow the spread of COVID-19, enabling China’s
export sector to meet a surge in demand for goods as U.S. busi-
nesses and consumers reallocated spending from domestic service
industries.105 However, since the end of 2022 and in the first half
of 2023, consumer spending on goods has slowed, causing trade
flows to revert back to the mean.196 The softening in U.S. de-
mand for goods compounded the challenges already faced by Chi-
na’s economy amid a globally weak macroeconomic environment.
Slowing economic growth and high inflation worldwide contrib-
uted to a slump in global demand for Chinese exports, sapping
a key driver of China’s economy as falling orders forced Chinese
manufacturers to lower production.107

Figure 2: U.S. Bilateral Goods Trade with China, January 2020-
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Source: U.S. Census Bureau, Trade in Goods with China.

Despite new restrictions on U.S. technology exports to
China, U.S. exports to China remained robust in 2023, driv-
en by strong Chinese demand for U.S. oil, aircraft compo-
nents, and biopharmaceuticals. Between January and August
2023, U.S. goods exports totaled $94 billion, largely matching the
record export amount of $97.1 billion in the first eight months
of 2022.108 The strong export performance occurred despite a
sharp decline in U.S. shipments of semiconductor products and
manufacturing equipment resulting from U.S. export restrictions
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implemented in October 2022. Instead, exports were buoyed by
record values of shipments in three industries: oil, aircraft com-
ponents, and biotechnology.

e The United States exported crude oil to China at a record
rate in the first seven months of 2023, sending 103.4 million
barrels across the Pacific, an increase of 179 percent relative
to 2022.199 In value terms, China-bound crude oil exports to-
taled $7.9 billion in the first seven months of 2023, increas-
ing $4.7 billion over the 2022 figure.119 Rather than a surge
in domestic demand for oil, which remained subdued as the
recovery in China’s economy slowed, the uptick was driven
by China’s smaller independent refiners taking advantage of
low crlﬁie prices to export refined products or stock up inven-
tories.111

e After international air travel resumed in China following the
end of its Zero-COVID measures, China’s aviation industry
faced shortages of maintenance parts, causing it to ramp up
orders for parts and components from the United States.112 U.S.
exports of civilian aircraft, engines, equipment, and parts to
China in the first eight months of the year increased 46 percent
year-on-year to a total of $4.7 billion, although this still lagged
the pre-pandemic import level of $7.5 billion between January
and August 2019.%113

¢ In the first quarter of 2023, biotechnology exports also increased
28.4 percent year-on-year, totaling $1.6 billion, although this
surge tapered off by the middle of 2023.1114 This strong trade
at the start of the year was driven by U.S. shipments of im-
munological products dosed and packaged for Chinese hospitals
and consumers, including steroids used to treat asthma.11> U.S.
biopharmaceutical and medicine sales in China have acceler-
ated in recent years as China sped up the regulatory approval
process for new drugs.i116 Shortages of drugs inside China in
the second half of 2022 likely also created an acute need to re-
build medical supplies after waves of COVID-19 cases flooded
China’s hospitals and medical centers and increased demand
for medicines.117

*Part of the surge in aviation-related trade may be associated with increased demand for com-
ponents and parts to service Boeing 737 Max 8 aircraft as Chinese carriers restarted commercial
flights using the plane. The Max 8 was grounded worldwide in 2019 following two fatal crashes.
Though the U.S. Federal Aviation Administration reapproved the aircraft for service at the end of
2020, Chinese carriers did not redeploy the plane on commercial routes until early 2023. Su Wu,
“Boeing’s 737 MAX Is Back In China: Here’s Who’s Flying It Now,” Simple Flying, July 2, 2023.

fTThese exports did not include COVID-19 vaccines. China has only approved indigenously
produced COVID-19 vaccines for wide use domestically. In December 2022, China allowed the
German biopharma company BioNTech to administer a batch of the BioNTech-Pfizer mRNA
COVID-19 vaccine to German expatriates located in China, but it has not extended the approval
to Chinese citizens. Thomas Escritt and Alexander Ratz, “First Foreign COVID Vaccines Head to
China from Germany,” Reuters, December 21, 2022.

£For more on how China controls market access for U.S. pharmaceutical companies, see
U.S.-China Economic and Security Review Commission, Chapter 3, Section 3, “Growing U.S. Re-
liance on China’s Biotech and Pharmaceutical Products,” in 2019 Annual Report to Congress,
November 2019, 265-269.
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Incomplete U.S. Data on e-Commerce Trade with China

U.S. data on the bilateral trade with China likely understates
the goods trade deficit due to tariff evasion, with importers un-
derreporting the import value to minimize their tariff payment.*
Economists at the Federal Reserve estimate that import under-
valuation led to $10 billion in lost tariff revenue per year for the
United States.{ 118 Since 2020, U.S. customs data on imports from
China have fallen below China’s estimates for the same flow of
goods. According to Chinese data, the trade deficit reached $404
billion at the end of 2022, more than $20 billion larger than U.S.
Census Bureau figures. Notably, China’s General Administration
of Customs historically understated the size of the U.S. goods
trade deficit by around $95 billion relative to U.S. data, a discrep-
ancy partly driven by Chinese companies forging export invoices
to obtain greater tax rebates.119

Additionally, U.S. Census Bureau trade data do not include im-
ports that enter the United States under the de minimis thresh-
old—in other words, goods shipments valued at less than $800.
This encompasses a significant proportion of e-commerce imports.
In particular, Chinese e-commerce platforms Shein and Temu
have developed expansive logistics operations based on using
small parcel shipments that fall below the de minimis thresh-
old to export consumer goods to the United States, including fast
fashion apparel, leading to a rapid rise in de minimis shipments
for which U.S. customs officials have limited data.t120 The two
companies, whose average sales prices fall well short of the de
minimis threshold,§ are estimated to account for over half of all
de minimis shipments from China.'2! The volume of de minimis
apparel imports is reflected in a growing disparity between U.S.
import statistics, which do not include de minimis shipments,
and Chinese customs data, which reflect all Chinese exports re-
gardless of whether their value falls below the U.S. de minimis
threshold.122 The U.S. Census Bureau estimates that the United
States imported $22.1 billion in clothing and apparel from China
in 2022, nearly $15 billion less than the $36.5 billion in value
Chinese exporters recorded with China’s General Administration
of Customs.123 This gap has grown in recent years, likely as a re-
sult of an expansion in the number of parcels entering the United

*Customs fraud and false invoicing to evade sanctions are crimes under the False Claims Act.
Giovanna M. Cinelli et al., “2023 Technology Marathon: Enforcement Update: False Claims Act
and International Trade,” Morgan Lewis, June 29, 2023.

TChinese exporters likely also overstated the value of their exports to Chinese customs au-
thority, which allowed them to benefit from a value-added tax rebate. China has lowered the
gross value-added tax and raised the value-added tax rebate on exports since the beginning of
the trade war to reduce the impact of higher U.S. tariffs on Chinese exporters. Hunter L. Clark
and Anna Wong, “Did the U.S. Bilateral Goods Deficit with China Increase or Decrease during
the U.S.-China Trade Conflict?” Board of Governors of the Federal Reserve System, June 21, 2021.

“For more on the risks and challenges posed to U.S. regulations and laws posed by Chinese
e-commerce firms, see Nicholas Kaufman, “Shein, Temu, and Chinese e-Commerce: Data Risks,
Sourcing Violations, and Trade Loopholes,” U.S.-China Economic and Security Review Commis-
sion, April 14, 2023.

§Shein clothing and accessories average about $11 per item. Temu reports that no products
offered on its website have a sales price over $800. Select Committee on the Chinese Communist
Party, Fast Fashion and the Uyghur Genocide: Interim Findings, 2023, 8; Lora Jones, “Shein: The
Secretive Chinese Brand Dressing Gen Z,” BBC, November 9, 2021.
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Incomplete U.S. Data on e-Commerce Trade with China—
Continued

States from China using the de minimis exception (see Figure
3)* 124

The volume of de minimis imports challenges the capacity of
U.S. customs authorities to detect products from Xinjiang poten-
tially made with Uyghur forced labor, undermining the enforce-
ment of the Uyghur Forced Labor Prevention Act. Because the
de minimis exception incentivizes Chinese e-commerce companies
like Shein and Temu to ship products to the United States in
tens of millions of individual parcels, U.S. customs officials are
only able to inspect a fraction of all de minimis shipments from
China.125 A Bloomberg investigation published in November 2022
cross-referenced climate and weather signatures on cotton fabrics
used in clothing from Chinese fast fashion e-commerce firm Shein
to determine that they originated in Xinjiang.{126 In September,
Reuters reported that ten of 37 garments collected by U.S. Cus-
toms and Border Patrol in May 2023 also showed links to Xinji-
ang.127 The Uyghur Forced Labor Prevention Act bans the use of
Xinjiang cotton in imported clothing unless the supplier can de-
finitively prove that the cotton was not a product of forced labor, a
level of scrutiny that Shein does not appear to be undertaking.128

Trade War Diverted Tariffed Imports Away from China

The composition of bilateral trade has changed dramati-
cally over the five years since the United States first imposed
tariffs under the Trump Administration Section 301 investi-
gations. U.S. industries most exposed to trade actions and geopolit-
ical tensions have shifted toward suppliers based outside of China,
a growing portion of which are Chinese companies with overseas
operations. The U.S. International Trade Commission estimated that
U.S. imports across all Chinese products fell 2 percent for every 1
percent increase in the tariff line on each product category.129 Ac-
cording to analysis by Chad Bown, senior fellow at the Peterson
Institute for International Economics, U.S. imports of Chinese prod-
ucts subject to tariff rate hikes were largely flat and remained below

*U.S. Customs and Border Protection (CBP) produces estimates on the value of de minimis
shipments; however, the consistency of these estimates is questionable. CBP reported that de
minimis shipments from China declined from $46.4 billion in fiscal year 2020 to $10.4 billion in
fiscal year 2021, which conflicts with the 10.8 percent year-on-year increase in the quantity of
de minimis parcels received from China for those years. This may be caused by a lack of data on
de minimis shipments. According to CBP, less than half of all importers using the Section 321
exemption submit the voluntary Entry Type 86 form into the CBP’s commercial trade processing
portal, Automated Commercial Environment. U.S. Customs and Border Protection, E-Commerce,
August 29, 2023; U.S. Customs and Border Protection, Section 321 De Minimis Shipments: Fiscal
Year 2018 to 2021 Statistics, October 2022; Josh Zumbrun, “The $67 Billion Tariff Dodge That’s
Undermining U.S. Trade Policy,” Wall Street Journal, April 25, 2022.

7 Bloomberg contracted Agroisolab GmbH, a lab in Germany, to test the items using stable iso-
tope analysis. This process measures variations in the isotopes of carbon, oxygen, and hydrogen
in the cotton’s fibers to determine the climate characteristics and altitude of the region where it
was grown. Shein’s cotton was compared with two fabric samples from Xinjiang. The first batch
of Shein garments tested, which included pants and a blouse, matched the Xinjiang samples with
only slight variations. Sheridan Prasso, “Shein’s Cotton Tied to Chinese Region Accused of Forced
Labor,” Bloomberg, November 20, 2022.
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Figure 3: U.S. and Chinese Data on Apparel Shipments to the
United States, 2018-2022
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USA Trade Online; U.S. Customs and Border Protection, Section 321 De Minimis Shipments:
Fiscal Year 2018 to 2021 Statistics, October 2022.
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2018 levels.130 Figure 4 shows that after the USTR issued each of
the four tariff lists as part of the Section 301 trade actions, U.S.
imports of goods subject to tariffs declined. In contrast, Dr. Bown
calculates that imports of Chinese goods not targeted by tariff ac-
tions were 42 percent higher in 2022 compared to the 12 months
preceding the trade war.131 Consequently, goods affected by U.S. tar-
iff actions accounted for a declining portion of U.S. goods imports
from China, dropping from 67.4 percent in 2018 to 54 percent by
the end of 2022.132

Figure 4: Impact of Section 301 Tariffs on U.S. Imports of Chinese Goods,
2017-2022
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Note: The tariffs imposed in response to the findings of the 2018 Section 301 investigation into
China’s nonmarket trade practices were issued on several lists of imported products between July
2018 and September 2019. Lists 1 and 2 include tariffs on about $50 billion in imports (based on
2017 values) that were implemented on July 6, 2018, and August 23, 2018, respectively. List 3
includes tariffs on about $200 billion in imports implemented on September 24, 2018. List 4 in-
cludes tariffs on about $300 billion in imports, originally to be implemented in two phases: list
4A on September 1, 2019, and the remainder on December 15, 2019, although this final list was
not implemented as negotiations on the January 2020 Phase One Trade Deal began.

Source: Adapted from Chad P. Bown, “U.S. Imports from China Are Both Decoupling and Reach-
ing New Highs. Here’s How,” Peterson Institute for International Economics, March 31, 2023;
Chad P. Bown, Euijjin Jung, and Zhiyao (Lucy) Lu, “Trump and China Formalize Tariffs on $260
Billion of Imports and Look Ahead to Next Phase,” Peterson Institute for International Economics,
September 20, 2018; Office of the U.S. Trade Representative, China Section 301—Tariff Actions
and Exclusion Process.

U.S. industries ranging from clothing to electronics shift-
ed away from China-based suppliers as they looked to avoid
paying tariffs on Chinese imports. The Section 301 tariffs inten-
sified pressure to seek alternative sourcing options outside of China,
accelerating a preexisting trend driven by rising costs of production
in China from increasing wages and a declining workforce, among
other factors. U.S. importers increased imports from producers in
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other parts of Asia as well as Mexico.133 According to global man-
agement consultancy Kearney, China’s share of U.S. manufactured
imports sourced from all low cost countries in Asia fell to 50.7 in
2022, declining from 65.6 percent in 2013.134 In contrast, Vietnam’s
share of U.S. imports from Asia nearly doubled from its 2018 level
of 5.8 percent.135

Chinese companies are expanding their presence in South-
east Asian supply chains, increasing U.S. exposure to Chi-
nese content in goods imported from other countries. Even
as a rising share of manufactured goods came from outside of Chi-
na, the amount of Chinese content embedded in these imports rose
as Chinese companies expanded their presence in Southeast Asian
supply chains. Although the true magnitude of Chinese value-added
content in U.S. imports is unknown due to limited efforts to fully
map U.S. supply chains, trade and national production data indicate
that the manufacturing sectors of ASEAN economies source a sub-
stantial share of their intermediate inputs from China. In Cambo-
dia and Vietnam, products and services originating from China and
Hong Kong accounted, respectively, for 20.2 percent and 15.8 per-
cent of all value added in the production of exports in 2020.%136 The
electronics manufacturing sectors of these countries have become
significantly dependent on Chinese inputs, particularly since 2017.
In Cambodia’s electronics export sector, 50.5 percent of all inputs
originated in China in 2020, rising from 40.1 percent in 2017, while
the share in Vietnam rose to 19.7 percent in 2020, up from 13.7 per-
cent in 2017.137 While these data do not break out these countries’
exports just to the United States and therefore cannot reveal the
full extent of Chinese products in U.S. supply chains, U.S. imports
from these countries have accelerated over the past six years.t The
United States’ imports from Cambodia rose from $3.1 billion in 2017
to $12.2 billion in 2022, while imports from Vietnam increased from
$46.5 billion to $127.5 billion over the same period.138

The shift in trade was also driven by Chinese suppliers
physically relocating to other countries.i Chinese FDI in coun-
tries including Vietnam, Thailand, and Mexico increased as Chinese

*Across all ASEAN economies, 8.4 percent of value added to exports originated from China
in 2020, up from 6.7 percent in 2017. Organization for Economic Cooperation and Development,
“Trade in Value Added Database.”

A team of economists led by Caroline Freund, dean of the University of California San Di-
ego’s Global Policy and Strategy School, found that between 2017 and 2022, the United States
increased trade with countries whose industries are highly integrated with China. U.S. importers
were more likely to source from suppliers in other Asian economies that themselves relied on
inputs from China. The authors of the study used a country’s imports of products within a specific
industry to measure the extent of trade linkages between China and the third country market.
For a particular product, if a country’s industry imported extensively from China—not just the
product itself but also related and intermediate goods—the United States was more inclined to
import that product from that country. Caroline Freund et al., “Is U.S. Trade Policy Reshaping
Global Supply Chains?” IMF Conference on Geoeconomic Fragmentation, May 25, 2023.

#Chinese companies have also used third countries as platforms to illegally transship goods
to the United States, wherein Chinese exporters evade U.S. tariffs by briefly rerouting products
through another country without making substantial transformations or modifications to the
good. In December 2022, the U.S. Department of Commerce International Trade Administration
determined that four Southeast Asian countries—Malaysia, Thailand, Vietnam, and Cambodia—
were being used by Chinese companies to circumvent U.S. antidumping and countervailing duty
orders on solar products from China. Combined, these four countries accounted for the majority
of the United States’ imports of solar products. Margaret Spiegelman, “Commerce Issues Pre-
liminary Affirmative Rules in Solar Probes,” Inside Trade, December 2, 2022; U.S. Department
of Commerce, Preliminary Determination of Circumuvention Inquiries of Solar Cells and Modules
Produced in China, December 2, 2022.
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exporters sought to move production to low-cost destinations,* avoid-
ing the Section 301 tariffs and limiting exposure to future U.S. trade
restrictions by setting up manufacturing bases outside of China.139
The investment activities of Chinese multinational enterprises in
Southeast Asia are likely to increase as China seeks to deepen its
economic integration in the region, including through the Regional
Comprehensive Economic Partnership—the China-initiated trade
agreement that came into effect in January 2022.f 140

China Imposes New Restrictions on Access to Business-
Essential Information

Access to reliable market intelligence deteriorated under
a far-reaching anti-espionage campaign designed to assert
greater Party-state control over corporate information flows.
Chinese security officials raided three multinational corporate ad-
visory firms in 2023, including the U.S. due diligence firm Mintz
Group in March and U.S. consulting group Bain & Co in April.
Although Chinese officials did not provide an explanation for the
investigations, Chinese state-owned television broadcaster CCTV
produced a report on Capvision, a consultancy whose offices were
raided by police in May 2023, that alleged Capvision coordinated
a network of experts and insiders to sell sensitive information and
state secrets.141 The raids reportedly form part of a campaign to
extend the reach of China’s national security apparatus and cut off
foreign companies’ access to information deemed sensitive by the
Party-state.142 The antispy campaign follows March 2023 amend-
ments to the Counterespionage Law that went into effect in July.
These revisions broaden the definition of espionage activities to in-
clude any information gathering that involves material related to
China’s national security, expanding the remit beyond dealing in
state secrets (see textbox “The CCP Considers Economic Data and
Public Perception of the Economy Matters of National Security”).143

As restrictions on cross-border data flows went into effect,
offshore businesses and investors were cut off from real-time
financial and economic data providers and corporate regis-
tries. Since 2022, overseas corporations reported that the widely
used data provider Wind Information started restricting access to
certain data services, including real-time insights into sectors of
China’s economy ranging from housing to retail sales.144¢ Companies
also lost access to databases on corporate data registries, including
the business databases Qichacha and Tianyancha as well as Wind’s
corporate data services, preventing individuals outside of China
from easily retrieving information such as the shareholders in a
given Chinese company, its affiliated entities, or involvement in le-
gal disputes.145 The restrictions come as China implements its data
governance regime I wherein the Party-state views cyberspace, data,

*Between 2018 and 2023, FDI by Chinese entities totaled $4.6 billion in Vietnam, $3.1 billion
in Thailand, and $2.1 billion in Mexico. Derek Scissors, “China Global Investment Tracker Amer-
ican Enterprlse Institute, 2023.

FTThe Regional Comprehensive Economic Partnership encompasses 15 economies: the ten mem-
bers of ASEAN (Brunei, Burma [Myanmar|, Cambodia, Indonesia, Laos, Malaysia, the Philip-
pines, Singapore, Thalland Vietnam), Australia, China, Japan New Zealand, and South Korea.

#The legal framework governing cross- _border data transfers includes China’s Cybersecurity
Law enacted in 2017, the 2021 enactment of the Data Security Law, and the Personal Informa-
tion Protection Law. Major rules to implement the laws came into effect in 2022 and 2023. They
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and networks as sovereign territory and subject to local laws and
restrictions.146 The expansive authority of the data security laws is
compelling Chinese companies to restrict overseas access to avoid
crossing vaguely defined lines. As a result, firms and analysts face
worsening information quality on China’s business climate, and Chi-
na’s official data releases are curated and manipulated to present a
more positive view of the economy (for more on China’s increasingly
unreliable statistics releases, see Chapter 3, Section 2, “Fiscal, Fi-
nancial, and Debt Problems Weigh Down Beijing’s Ambitions”). The
access restrictions may also complicate foreign companies’ ability to
comply with home-market regulations, particularly sanctions and
export restrictions targeting Chinese entities. As a result of the re-
strictions and the raids, U.S. businesses face greater difficulty in
ensuring counterparties in China are not subject to restrictions on
exports of controlled technology, U.S. investment restrictions, the
Uyghur Forced Labor Prevention Act, and other requirements un-
der U.S. law.147

Limits on accessing corporate registry data and the se-
ries of raids on foreign due diligence and consulting firms
mark an acceleration of a long trend of censoring economic
information. China’s government has repeatedly imposed restric-
tions on access to economic data and its collection, censored domes-
tic economic information and news, and punished foreign outlets for
coverage of sensitive economic topics. In 2021, for instance, China’s
government censored independent indicators of inflation to control
news about sharp price increases, and in 2023 it suspended a gov-
ernment dataset on youth unemployment after the rate for urban
16- to 24-year-olds climbed to an all-time high of 21.3 percent in
June 2023.148 In 2012, China’s government also blocked Bloomberg
and Businessweek’s websites after they published a story on then
Vice President Xi Jinping’s family wealth.149

The CCP Considers Economic Data and Public
Perception of the Economy Matters of National Security

In 2014, General Secretary Xi introduced the “Comprehensive
National Security Concept,” a broad-ranging framework that ar-
gues threats to the CCP regime may originate from any field in
the domestic or international arena, including “economic securi-
ty” and “cultural security.” Under Xi, the concept has become a
core tenet of decision-making, expanded to all policy areas, and
permeated from the Politburo down to the grassroots governance
level.#150 Tt emphasizes the importance of not only averting
threats but also proactively identifying and neutralizing emerg-

establish procedures for conducting a security assessment before transferring data and personal
information overseas (effective September 2022), a third-party certification process for conducting
cross-border data transfers (effective November 2022), and a standard contract for facilitating
the data transfers overseas (effective June 2023). Qiang Tong and Wang Xintong, “How China Is
Tightening Controls over Cross-Border Data Transfers,” Caixin Global, June 14, 2023; Womble
Bond Dickinson, “Cross-Border Data Transfers under China’s Personal Information Protection
Law,” May 31, 2023; Todd Liao, “China’s Cross-Border Data Transfer Security Assessment Mea-
sures Take Effect September 1,” Morgan Lewis, August 1, 2022.

*For more, see U.S.-China Economic and Security Review Commission, Chapter 1, “CCP De-
cision-Making and Xi Jinping’s Centralization of Authority,” in 2022 Annual Report to Congress,
November 2022, 25-120.
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The CCP Considers Economic Data and Public
Perception of the Economy Matters of National
Security—Continued

ing threats before they cause lasting damage.151 The framework
further regards economic security as the foundation upon which
“security of the people” can be achieved, placing it second only
to the “bedrock” of political security in a hierarchy of security
domains.* 152 With economic security underpinning societal sta-
bility, Chinese leaders are sensitive to public opinion on the econ-
omy, regarding unfavorable economic data and phenomena that
indicate discontent, such as a trend of Chinese youth “lying flat,”f
as fundamental threats to national security.153

The revision of China’s Counterespionage Law furthers a trend
of state oversight of economic data and financial news, providing
a national security justification for data censorship. The revisions
expanded the scope of information the government may consider
a threat to national security to encompass all “documents, data,
materials, or items related to national security,” whereas the pri-
or version of the law had only concerned “state secrets and in-
telligence.”15¢ This codifies the Party-state’s broad discretion to
conduct investigations under a flexible, expansive national secu-
rity definition, potentially subjecting any company that collects
information to investigation for espionage.t15> Commenting on
the revisions, the U.S. Chamber of Commerce stated in April 2023
that the “additional scrutiny of firms providing essential business
services dramatically increases the uncertainties and risks of do-
ing business in the People’s Republic.” 156

U.S. Direct Investment in China Slows amid Rising Risks

Many U.S. businesses delayed or reconsidered investment
in China amid a weak economic outlook, causing FDI in Chi-
na to tumble in 2022. Just 45 percent of U.S. companies surveyed
by AmCham China in its 2023 Business Climate Survey planned to
increase their investment plans in China, the lowest proportion in
the business survey’s history (see Figure 5).157 Among those com-
panies expanding investment, most planned only small increas-
es. The drop in planned investment contributed to FDI flows into

*According to Party sources, the structure of the “Comprehensive National Security Concept”
comprises five elements and five relationships. The five elements are: “security of the people as
the aim, political security as the fundamental principle, economic security as the foundation,
military, cultural, and societal security as the guarantees, and the promotion of international se-
curity as the source of support.” Tang Aijun, “Ideological Security in the Framework of the Overall
National Security Outlook” (& E 58 % A WAL IR A % 42), Socialism Studies, December
12, 2019. CSIS Interpret Translation.

T“Lying Flat” is an online meme that gained prominence in 2021 and is used to describe re-
jection of societal pressure. It comes as China’s economy has slowed, youth unemployment has
surged, and opportunities for graduates have declined despite increasingly rigorous demands of
education. David Bandurski, “Lying Flat,” China Media Project, July 17, 2023.

“While these revisions more concretely define a broader set of conduct as espionage activity,
Senior Fellow at Yale Law School’s Paul Tsai China Center Jeremy Daum notes much of the
enforcement and enactment authorities already existed under previously issued rules, including
the 2017 Provisions on Efforts on Counter-Espionage Security Precautions and the 2021 Detailed
Implementation Rules for the Counter-Espionage Law. In his assessment, the practical implica-
tions of the 2023 Counterespionage Law may be negligible, as it merely defines the existing scope
of counterintelligence powers. Jeremy Daum, “Bad as It Ever Was: Notes on the Espionage Law,”
China Law Translate, May 2, 2023.
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China falling to a record low, extending a multiyear slowdown in
direct investment. Across U.S. and other foreign companies, green-
field FDI flows—including investments in new factories and facili-
ties—dropped to $17 billion in 2022, 43.3 percent below the flows
in 2021.158 FDI in 2023 has proven equally dismal, with just $3.2
billion in new greenfield investment transactions in the first quarter
of 2023, declining 34 percent year-on-year from the first quarter of
2022 and down 75 percent relative to 2021.159 Total direct invest-
ment inside China, including both mergers and acquisitions and
greenfield FDI by all foreign companies, fell to its lowest recorded
level of $41 billion in 2022.160

Figure 5: Surveyed Investment Plans of U.S. Multinational Enterprises in
China, 2017-2022
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Note: Each year, AmCham China surveyed leaders of U.S. businesses operating in China about
their investment plans for the following year.

Source: American Chamber of Commerce in China, “2023 China Business Climate Survey Re-
port,” March 2023, 48; American Chamber of Commerce in China, “2020 China Business Climate
Survey Report,” March 2020, 33.

Beijing’s prioritization of national security undercut the
Party-state’s message of openness to foreign investment and
led U.S. businesses to consider reducing or isolating their
operations in China. In March 2023, China’s newly appointed
Premier Li tried in his first major public remarks to reassure global
businesses, saying that China strives to create a “first-class business
environment that is market-oriented, rule-of-law-based and interna-
tionalized.”161 China’s government carried out a series of initiatives
in 2023 to attract foreign investment, hoping that foreign capital in-
flows will help revive the stagnant economy. China’s MOFCOM even
launched a “Invest in China Year” campaign in 2023, organizing a
series of events to attract foreign businesses.162 Provincial and local
governments also rolled out tax incentives for foreign investors.163
Despite this overture to international business, a rising number of
U.S. companies have indicated that they plan to reduce their pres-
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ence inside China. According to AmCham China’s April 2023 flash
survey of U.S. businesses in China, 23 percent of surveyed business-
es are relocating parts of their operations or assessing their options
to do s0.164 Businesses cited tensions in the U.S.-China relationship
and geopolitical risks as the number one and two challenges to their
operations inside China (see Table 3). In contrast to surveys in pre-
vious years, survey respondents elevated their concerns about expo-
sure to policy volatility and the Party-state’s national security eco-
nomic narrative. Concerns about the “Chinese policy environment”
and “increasing Chinese protectionism and/or economic nationalism”
also rose to U.S. firms’ third- and fourth-largest challenges.165

Table 3: Top Five Challenges Facing U.S. Businesses in China, AmCham
China 2023 April Flash Survey on China Business Climate Sentiment

2023 Flash Survey on China 2022 Business Climate
Rank Business Climate Survey

1 Rising tensions in U.S.-China Rising tensions in U.S.-China
relations relations

2 Geopolitical risks Inconsistent/unclear laws and/

or regulations and enforcement

3 Chinese policy environment Rising labor costs

4 Increasing Chinese protection- | Regulatory compliance risks
ism and/or economic national-
ism

5 Inconsistent/unclear laws and/ | Concerns about data security
or regulations and enforcement

Source: American Chamber of Commerce in China, “Flash Survey on China Business Climate
Sentiment Updates,” April 2023, 15; American Chamber of Commerce in China, “China Business
Climate Survey Report,” March 2023, 35.

Emerging Supply Chain Vulnerabilities in the Electric
Vehicle Industry

A decade of government support has made China’s EV
market into the world’s largest and led to a surge in Chinese
exports across the broader category of new energy vehicles
(NEVs).* In the first seven months of 2023, China’s EV exports
alone increased 119 percent over the previous year.166 China is now
the world’s largest EV exporter. In 2022, Chinese EV exports ac-
counted for 35 percent of global EV trade, although a majority of
China’s EV exports were produced by foreign automakers manu-
facturing inside China, either through wholly-owned foreign enter-
prises or via joint ventures with Chinese automakers (see Figure
6).167 Tesla alone made up 40 percent of China’s total EV exports.168
Western multinational EV manufacturers have established export
hubs inside China, aiming to lower production costs by operating
within China’s dynamic EV ecosystem.f169 In contrast to overseas
sales, foreign brands make up only a small portion of China’s own

*New energy vehicles (NEVs) include EVs, plug-in hybrids, and hydrogen fuel cell EVs.

FAuto parts supplier Forvia’s CEO Patrick Koller estimated that Chinese automakers can man-
ufacture EVs for over $10,000 less than European carmakers. The cost advantage of producing
in China has enabled Chinese automakers to outprice competitors while also expanding into the
budget vehicle segment. Over 20 percent of vehicles for sale in China were priced under $15,000
in 2022. No vehicles are for sale at that price point in either the United States or Europe. Colin
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EV market, where domestic manufacturers are driving the rapid
expansion of Chinese EV sales.170 In 2022, sales of EVs and other
NEVs inside China totaled 6.9 million vehicles, nearly double the
sales in 2021.171 Despite the slowing economy, NEV purchases be-
tween January and August 2023 continued to rise 40 percent year-
on-year as the government stepped in to boost auto purchases using
tax exemptions.172 Currently, one in four passenger vehicles sold in
China is a NEV, up from one in 20 in 2019.%173

Figure 6: China’s Exports of Electric Vehicles by Brand, 2022

No. of EVs exported (thousands)
0 50 100 150 200 250 300

Tesla

Sino-European
Joint Ventures

BYD

|
SAIC (incl. MG Motor) -
I
|
Others NN

1
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Source: Ilaria Mazzocco and Gregor Sebastian, “Electric Shock: Interpreting China’s Electric
Vehicle Export Boom,” Center for Strategic and International Studies, September 14, 2023.

Made-in-China EV exports to the EU have boomed over
the past two years, prompting the European Commission to
launch an antisubsidy investigation into China’s EV indus-
try. On September 13, 2023, European Commission President von
der Leyen announced that the EU is launching an antisubsidy in-
vestigation into EVs exported by China, stating that China is dis-
torting the EU market by keeping prices “artificially low by huge
state subsidies.”174 The investigation formally launched on October
4, 2023.175 The EU’s review of China’s nonmarket EV practices is
in the context of deepening ties between European and Chinese au-
tomotive sectors.176 Europe has absorbed most of the surge in Chi-
na’s exports of EVs.7177 The EU is on track to more than double
its imports of EVs from China in 2023 relative to 2022 as China’s
shipments of vehicles continue to accelerate (see Figure 7). The EU

McKerracher, “Electric Vehicles Have China’s Massive Middle Market Surrounded,” Bloomberg,
August 30, 2023 Ilaria Mazzocco, written testimony for U.S.-China Economic and Security Re-
view Commlssmn Hearing on China’s Current Economy: Implications for Investors and Supply
Chains, August 21 2023, 4; Joseph White, “China Has a 10,000 Euro Cost Advantage in Small
EVs, Auto Supplier Says,” Reuters, January 5, 2023.

*In 2020, China’s government set a goal for NEVs to constitute 20 percent of total auto sales
by 2025, a target the EV industry has now surpassed. Daniel Ren, “China Keeps 20 Percent Sales
Target for Home-Grown Electric Cars by 2025, Calling Controversial Industrial Plan by Another
Name,” South China Morning Post, November 3, 2020.

TOver 70 percent of China’s $3.2 billion in EV sh1pments were destined for Europe and the UK
in 2022. Myungshin Cho, “China’s Electric Car Exports Surge to Record on European Demand,”
Bloomberg, December 27, 2022.



60

imported $6.2 billion (€5.8 billion) in EVs from China in the first
seven months of 2023, a 125.8 percent increase over the same pe-
riod in 2022.178 Made-in-China EVs make up a growing fraction of
EU sales: imported EVs from China accounted for 11.2 of all EVs
sold in Germany in the first half of 2023.17° European automakers
are simultaneously expanding production into China. Because the
EU maintains low tariffs on EVs and European purchases subsidies
are available regardless of the vehicles’ country of origin, European
automakers, including BMW, Mercedes, and Renault, are offshor-
ing production to China, including through joint ventures with Chi-
nese automakers, as they aim to lower the costs of producing cars
bound for both the Chinese and European markets.1%0 For instance,
BMW has produced and exported its iX3 battery EV through a
China-based joint venture with Brilliance since 2020.181 The EU’s
most senior trade official, Valdis Dombrovskis, stated that the EU’s

ant1subs1dy probe may extend to foreign automakers’ China opera-
tions if “they are receiving production-side subsidies” from China.182
Should China escalate trade tensions in response to the EU’s anti-
subsidy review, Europe’s auto sector may also be exposed to trade
costs or retaliatory measures.183

Figure 7: EU Imports of Battery EVs from China, 2019-2023
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Note: This figure uses the following exchange rate: $1 = €0.94.
Source: Eurostat, International Trade in Goods.

Chinese automakers currently hold only a small share of
the EV market outside of China, but they are investing heav-
ily in expanding their overseas footprint. China’s most popular
domestic EV brand, BYD,* is now the world’s largest EV producer
and is rapidly expanding overseas. Between January and August
2023, BYD reported 117,500 in overseas NEV sales, making up 16
percent of China’s total NEV exports over the same period.18¢ BYD

*BYD is short for Build Your Dreams Berkshire Hathaway was an early investor in BYD,
buying $225 million in the company’s Hong Kong-listed stock in 2008. In July 2022, Berkshire’s
stake was worth $9.5 billion, although it has since started selhng its positions. Josh Funk “War-
ren Buffett’s Company Keeps Selling Carmaker BYD’s Stock,” Associated Press, May 8, 2023.
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has already doubled the 56,000 in overseas vehicle sales it recorded
for all of 2022, which were primarily exported to India, Thailand,
and Brazil.185 [t expects to ramp up sales to 400,000 vehicles in
2024, aiming to leverage its low-cost EVs to enter not only devel-
oping economy markets and also increase sales to markets such as
Japan and Europe.186 It aims to send 30,000 vehicles to Mexico by
2024.187 China’s automakers are also seeking to move production
closer to overseas markets.188 Since 2016, BYD and Geely, the Chi-
nese owner of Volvo and Polestar, have announced 14 and 15 green-
field projects outside of China, respectively.* 189

Chinese EV manufacturers have made limited entries into
the U.S. market. Aside from BYD’s success in manufacturing and
selling electric buses in the United States,i Chinese automakers
have largely avoided the U.S. market due to high tariffs on imported
passenger vehicles from China and the smaller size of the U.S. EV
market relative to that of Europe.190 A handful of exceptions exist.
The premium EV manufacturer Polestar plans to start production in
the United States at a new facility in South Carolina in 2024, which
will be the Chinese-owned automaker’s first production facility lo-
cated outside of China.191 U.S. automaker General Motors plans to
introduce its Buick Electra EV model—which it currently produces
for sale in China—to the U.S. market in the next two years.}192
Ford also has a partnership with Contemporary Amperex Technolo-
gy (CATL), the world’s largest battery supplier, to invest $3.5 billion
into a lithium-iron-phosphate battery factory in Michigan.193 CATL
is also expanding its operations in other markets, including in Eu-
rope, where it is projected to be the region’s largest battery maker
once its factories in Germany and Hungary come online, potentially
as early as 2025.194

EV Subsidies: A Replicable Success for Chinese
Industrial Policy?

China’s EV subsidy programs played a key role in creating an
integrated supply chain for EVs over the past decade, although
it came at immense cost and inefficiency.195 Local governments,
rather than central ministries, played the leading role in deploy-
ing consumer subsidies for EV purchases.§19¢ While government

*BYD has invested at least $1.3 billion in overseas facilities in Vietnam, Thailand, and Chile
since 2022. Derek Scissors, “China Global Investment Tracker,” American Enterprise Institute,
2023.

FIn 2021, transit authorities across the United States operated 245 BYD buses out of a total
fleet of 975 electric buses. The National Defense Authorization Act for Fiscal Year 2020 prohibited
the Federal Transit Authority from awarding grants and funding for purchasing buses from man-
ufacturers owned or controlled by corporations based in China and other nonmarket economies,
effective December 2021. Some municipalities have continued to place orders for BYD buses,
mainly due to the costs of switching to another supplier. U.S. Federal Transit Administration,
2021 Annual Database Revenue Vehicle Inventory, Ian Duncan, “U.S. Funding Ban for Chinese
Buses Arrives, Disrupting Transition to Electric,” Washington Post, December 17, 2021.

+General Motors has not announced where it will produce the Electra if it proceeds with plans
to sell it in the United States. General Motors has a history of producing Buicks in China for
export to the United States; it has shipped its internal combustion engine Envision SUV from fac-
tories in China to the United States since 2016. Drew Dorian, “2025 Buick Electra E5,” Car and
Driver, 2023; Daniell Paquette, “A Slap in the Face to U.S. Taxpayers Most Vehicles Imported
from China Are Made by an American Company,” Washington Post, March 20, 2017.

§While nominally called consumer subsidies, these were paid out to manufacturers rather than
consumers, with the intent that producers would pass on the support to consumers through lower
vehicle prices. Gerard DiPippo, Ilaria Mazzocco, and Scott Kennedy, “Red Ink: Estimating Chinese
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EV Subsidies: A Replicable Success for Chinese
Industrial Policy?—Continued

financial assistance fostered the growth of now-leading EV com-
panies, including Shenzhen’s support for BYD, the policies also
led to adverse incentives for automakers. As Center for Strategic
and International Studies fellow Ilaria Mazzocco observes, “In-
dustrial policy-induced business cycles have generated strong and
rapid growth, but they also tend to produce irrational exuberance,
policy abuse, and market fragmentation.”197 Local governments
denied subsidies for EVs made in other provinces, and public of-
ficials supported local firms by procuring solely from manufac-
turers located in the same city. This created a highly fragmented
market with hundreds of EV manufacturers, many of which failed
to bring a car into production.*198 Fraud was also rampant, with
companies fabricating sales in order to pocket the subsidies.199
Further, the costs of the subsidies program were immense. Be-
tween 2009 and 2017, consumer subsidies amounted to $33.8
billion (RMB 245 billion), meaning that the government fronted
nearly a quarter of all EV sales.7200 Partially due to the spiral-
ing costs, Beijing centralized control over the subsidies after 2016
and began to phase out consumer subsidies. Beijing terminated
local consumer subsidies by June 2019, and it phased out central
subsidies entirely at the end of 2022.201

China’s control over critical mineral supplies and dominance
in battery production accelerated the expansion of Chinese auto-
makers into downstream production of EVs.202 Because batteries
are the most important and often most expensive component of
EVs, Chinese EV makers benefited from China’s established con-
trol over the battery supply chain.203 In 2022, Chinese companies
made up over 75 percent of global battery cell manufacturing ca-
pacity and 90 percent of all anode and electrolyte production.204
China’s CATL currently accounts for 37 percent of global market
share for EV batteries.205 BYD ranked in second place with 13.6
percent, ahead of South Korea’s LG Energy Solution, which ac-
counts for 12.3 percent.206

China’s economic planners may struggle to replicate the suc-
cess of its EV industrial policy in other industries where China
lacks substantial preexisting capabilities. University of California
San Diego researchers Barry Naughton, Siwen Xiao, and Yaos-
heng Xu argue that EVs are an example of a “long-board” indus-
trial policy success, referring to technology areas where China
already possesses competitive advantages.2%7 The authors distin-
guish this technology from “short-board” technologies, where Chi-

Industrial Policy Spending in Comparative Perspective,” Center for Strategic and International
Studies, May 23, 2022, 55.

*In 2018, roughly 15 percent of over 400 EV manufacturers had actually brought cars to mar-
ket. Analysts project that 80 percent of new NEV startups founded since China introduced its
subsidy programs for EVs have exited or are exiting the market. Bloomberg, “China’s Cutthroat
EV Market Is Squeezing Out Smaller Players,” June 26, 2023; Ilaria Mazzocco, “Electrifying: How
China Built an EV Industry in a Decade,” MacroPolo, July 8, 2020.

fFor example, consumer subsidies for BYD’s e6 model car from the municipal and national
government amounted to $9,756 (RMB 60,000) each in 2014, equivalent to one-third of the factory
cost of the vehicle. Ilaria Mazzocco, “Electrifying: How China Built an EV Industry in a Decade,”
MacroPolo, July 8, 2020; Dazhong Kanche, “How Far Are Electric Cars from Us? In-Depth Expe-
rience with the BYD e6” [FLzhZE A2 ? IR A% L itie6], July 10, 2014.
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EV Subsidies: A Replicable Success for Chinese
Industrial Policy?—Continued

na lacks the capabilities to achieve import substitution. In this
latter category, China faces both high costs in growing new indus-
tries and lower benefits to the economy should they succeed. The
troubled 14-year-long development of the COMAC C919, China’s
first domestically produced narrow-body aircraft, underscores the
difficulties China faces in catching up in technologies dominated
by Western producers.*208

Foreign Portfolio Investment in China

U.S. Financial Services Companies Reassess Their Strategies
in China

Some foreign banks and investment firms have started
reducing their footprint as their ventures struggle to gain
ground in China’s state-owned-bank-dominated financial
system. As China took significant steps since 2018 to open its fi-
nancial services market to foreign investment, including reforms
it committed to implement nearly 20 years earlier when negotiat-
ing its entry into the WTO, U.S. financial institutions made am-
bitious investments to expand their China operations.299 Foreign
fund managers, banks, and insurers that entered under newly
available channels encountered financial markets that were satu-
rated by Chinese state-owned financial services companies, many
of which leveraged joint ventures with foreign firms to bolster in-
ternal expertise and financial acumen, leaving global funds with
just a margin of the market.210 At the end of 2022, U.S. holdings
of Chinese stocks and bonds totaled $247.2 billion, a small frac-
tion compared to the $29.3 trillion (RMB 212.3 trillion) in total
market capitalization on the Shanghai and Shenzhen Stock Ex-
changes alone.211 While some foreign fund managers like Black-
rock and Fidelity remain committed to competing for market
share in China despite declining profitability, other U.S. financial
firms are drawing back from China.212 Vanguard is reportedly
preparing to exit its financial advisory joint venture with Ant
Group and close its office in Shanghai, four years after launch-
ing the venture in 2019.213 In April 2023, the U.S. mutual fund
Van Eck abandoned its plan to set up a unit in China’s mutual
fund market.214 Of the total U.S. holdings, four of the largest U.S.
banks operating in China—JPMorgan, Citigroup, Bank of Amer-
ica, and Morgan Stanley—cut their combined China exposure by
16 percent in 2022, holding just $48 billion inside China.215

*Analysts at the Center for Strategic and International Studies (CSIS) estimate that COMAC
received between $49 billion and $72 billion in state support to develop the C919 as of 2020.
However, as the CSIS Trustee Chair in Chinese Business and Economics Scott Kennedy notes,
“It is misleading to call the C919 a Chinese plane because almost all of its components, including
everything that keeps the plane aloft, are imported.” China Eastern Airlines completed the first
commercial C919 flight in May 2023, but COMAC has yet to find a market for the aircraft out-
side of China. Reuters, “China’s Home-Grown C919 Completes First Commercial Flight,” May 28,
2023; Scott Kennedy, “China’s COMAC: An Aerospace Minor Leaguer,” Center for Strategic and
International Studies, December 7, 2020.
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Even as some foreign financial institutions withdraw
from or reduce their footprint in China’s market, Chi-
nese regulators are greenlighting more foreign-owned
fund managers. Since late 2022, the China Securities Regula-
tory Commission (CSRC) accelerated approvals for wholly for-
eign-owned mutual fund and wealth management businesses in
China, potentially increasing foreign firms’ ability to seek profits
in China’s still-developing financial system. In November 2022,
the Canadian asset management firm Manulife received approval
to buy out its Chinese partner’s stake in a joint venture fund,
becoming the first financial institution to convert a joint venture
into a wholly foreign-owned entity since China removed the cap
on foreign ownership in the sector in 2020.216 The CSRC subse-
quently approved JPMorgan’s bid to take over its mutual fund
joint venture in January 2023 at the same time it granted the
United Kingdom (UK)-based bank Standard Chartered approval
to set up a fully foreign-owned securities brokerage.217 In Febru-
ary, Morgan Stanley received approval to take full control over
its asset management joint venture.218 Prior to the recent string
of approvals, four other U.S. firms received approval to establish
wealth management and/or mutual fund businesses: BlackRock
and Goldman Sachs for majority-owned wealth management joint
ventures in May 2021; and Neuberger Berman Group, Fidelity,
and BlackRock for wholly owned mutual fund businesses in Sep-
tember 2021, August 2021, and August 2020, respectively.219

While gaining full control over a fund may grant foreign
financial institutions greater flexibility, they will still face
a Chinese financial market landscape dominated by state-
backed players with deep capital pockets. Chinese regulators
remain apprehensive about foreign financial services companies
gaining too much influence, especially as China creates new mar-
kets for financial services.220 Regulations on entry to China’s emerg-
ing private pension market favor domestic firms, creating a barrier
to nearly all foreign companies entering without a Chinese partner’s
support (see textbox below).

Foreign Financial Institutions Locked Out of Early
Access to China’s Pension Market

China launched a pilot marketplace for private pension plans
in 2022 that allows individuals to contribute up to $1,791 (RMB
12,000) annually in tax-deferred plans, a system analogous to
the Investment Retirement Accounts prevalent in the United
States.221 China’s private pension system is projected to grow
from $300 billion in 2022 to $1.7 trillion by 2025 as China’s pop-
ulation rapidly ages, presenting a lucrative opportunity for funds
that launch products on the marketplace.222 However, most whol-
ly foreign-owned asset managers lack the requisite domestic as-
sets to meet the threshold for participation in pilots of the pro-
gram. To start selling individual pension fund products, financial
institutions must have at least $2.8 billion (RMB 20 billion) in
assets in a mutual fund business, and Morgan Stanley, Manulife,
and JPMorgan are currently the only wholly foreign-owned fund
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Foreign Financial Institutions Locked Out of Early
Access to China’s Pension Market—Continued

managers large enough to participate.223 Instead, large Chinese
financial institutions are already moving to capture a significant
portion of the nascent pension marketplace, potentially limiting
the scope for the entry of foreign pension products.224¢ These re-
strictions largely mirror a pattern of limiting foreign competition
to financial markets until domestic firms have sufficient time to
establish market dominance.

U.S. asset managers are also creating distance from their
China-based operations as U.S. regulators increase their
scrutiny of investments in China. Sequoia Capital, whose China
venture capital unit has backed many of China’s major tech start-
ups, announced in June that it will split its China operations into
an independent company alongside a planned restructuring that
carves out its operations in India and Southeast Asia.225 Sequoia’s
$56 billion in assets under management in China will be placed in
a new entity called HongShan.*226 This exceeds the $53 billion in
Sequoia Capital’s assets under management in the United States
and Europe, combined.22? HongShan may still be able to raise funds
from U.S. investors following the completion of the business separa-
tion.228 U.S. government restrictions on investing in Chinese com-
panies tied to China’s military-civil fusion strategy, as well as the
potential implementation of Washington’s outbound investment re-
view mechanism, may reduce the opportunities for investing in Chi-
na’s technology sector. U.S. investment managers are also increasing
scrutiny of investments that could be seen as bankrolling China’s
military.229

China’s Securities Regulator Formalizes an Approval Process
for Overseas Listings in the United States

At the end of 2022, China permitted U.S. regulatory in-
spections of China and Hong Kong-based auditors for the
first time, a step that brought over 100 U.S.-listed Chinese
companies into compliance with U.S. securities law and re-
moved the possibility of a mass delisting. Prior to these inves-
tigations, the Chinese government had prevented the Public Com-
pany Accounting Oversight Board (PCAOB), a nonprofit corporation
established by Congress to oversee the audits of publicly traded
companies listed on U.S. exchanges, from conducting inspections of
auditors based in mainland China and Hong Kong as mandated un-
der the Sarbanes-Oxley Act of 2002.7 Under a process established in
the Holding Foreign Companies Accountable Act of 2018 (HFCAA),
issuers that retained auditors from such noncompliant jurisdictions
for several consecutive years would face a trading prohibition on

*HongShan is Mandarin for sequoia or redwood.

FPrior to the PCAOB’s 2022 determination, China and Hong Kong were the only jurisdictions
with PCAOB-registered auditors where the PCAOB was prevented from carrying out its oversight
responsibilities. Until 2021, the PCAOB was unable to conduct inspections of firms located in
Belgium as well, but the board reached an agreement with the Belgian Audit Oversight College
in April 2021. U.S. Public Company Accounting Oversight Board, PCAOB Enters into Cooperative
Agreement with Belgian Audit Regulator, April 20, 2021.
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U.S. securities markets.* The Securities and Exchange Commission
identified 174 issuers—including Alibaba, the largest Chinese com-
pany on U.S. exchanges by market capitalization—that were non-
compliant with the provisions of the HFCAA in fiscal year 2021.230
However, after successfully completing a round of regulatory inspec-
tions of two audit firms in mainland China and Hong Kong in late
2022, the PCAOB retracted its determination of China and Hong
Kong as noncompliant jurisdictions on December 15, 2022.231 This
reconsideration by the PCAOB means that Chinese companies do
not currently face the risk of a trading ban under the HFCAA. 1232
It further cleared the way for new listings by companies that retain
China and Hong Kong-based auditors, leading to a brief revival of
listing activity in the first quarter of 2023. In the first three months
of 2023, 13 Chinese companies listed on major U.S. exchanges and
raised a combined total of $376 million through initial product of-
ferings (IPOs).233

Although Chinese overseas IPOs rebounded at the start of
2023, listing activity stalled as the CSRC formalized over-
sight and regulatory control over Chinese companies go-
ing public on foreign stock exchanges. Chinese overseas IPOs
ground to a near halt after March 31, 2023, when China’s securities
regulator revised its approval process for companies going public
overseas.§ 234 Under the new review mechanism, all companies are
required to register their listing with the CSRC, enabling regulators
to block any proposed listing that violates China’s laws and regu-
lations or poses risks to national security and the CCP.235 Though
the CSRC touted the measures as necessary for enforcing regulatory
compliance and preventing fraud, its review process is wide-ranging,
including an evaluation of the company’s safeguards against disclos-
ing what the Party-state views as state secrets.236 The new approv-
al process forms the latest element of Beijing’s evolving regulatory

*The HFCAA was signed into law on December 18, 2020. The law requires certain issuers of
securities to establish that they are not owned or controlled by a forelgn government. Issuers
must make this certification if the PCAOB is unable to inspect an issuer’s audit work papers.
Securities from issuers whose audit work papers cannot be inspected by the PCAOB for three
consecutive years are then prohibited from being traded on U.S. exchanges. On December 2, 2021,
the Securities and Exchange Commission finalized rules to implement the HFCAA. After noncom-
pliant companies are designated “Commission-Identified Issuers,” they are required to disclose
the percentage of their shares owned by a government entity, whether a government entity has
a controlling financial interest in the company, the name of each CCP official who is a member
of the company’s board of directors, and whether the company’s articles of incorporation contain
any charter of the CCP. If a company is designated as a Commission-Identified Issuer for three
consecutive years, trading of its securities on U.S. exchanges becomes prohibited—a timeline that
was shortened to two years in the Consolidated Appropriations Act, 2023. Consolidated Appropri-
ation Act, 2023, Pub. L. No. 117-328, 2022; U.S. Securities and Exchange Commission, Holding
Foreign Companies Accountable Act Disclosure, December 2, 2021.

TPCAOB investigators selected eight audit engagements conducted by KPMG Huazhen LLP
in mainland China and PricewaterhouseCoopers Hong Kong for inspection. U.S. Public Compa-
ny Accounting Oversight Board, PCAOB Secures Complete Access to Inspect, Investigate Chinese
Firms for First Time in History, September 15, 2022.

With the PCAOB vacating its HFCAA determination on mainland China and Hong Kong,
these issuers will regain compliance with the HFCAA after filing their fiscal year 2022 annual
reports, although this is conditional on the continued compliance of Chinese regulators with
the PCAOB’s oversight investigations. Should the PCAOB discover that Chinese regulators are
granting it less-than-complete access to auditors of U.S.-listed issuers, whether in investigations
in 2023 or beyond, it can immediately reinstate the negative determination under HFCAA. This
would restart the clock under HFCAA, wherein U.S.-listed Chinese companies will have at most
two years to retain an auditor from a compliant jurisdiction before they are subjected to a trading
prohibition.

§ Five issuers headquartered in China debuted their shares on the Nasdaq in April 2023; how-
ever, these companies had registered their listing with the U.S. exchange prior to March 31, 2023.
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regime for overseas listings, which expanded rapidly since 2021 as
the Party-state increased oversight of cross-border data flows. Af-
ter ride-hailing app DiDi Chuxing proceeded with its blockbuster
$4.4 billion IPO in June 2021 despite objections from CAC,* China
clamped down on new listings as it deployed new review mecha-
nisms for overseas IPOs, including a mandatory data review pro-
cess introduced by CAC in February 2022.7237 Overseas listings by
Chinese companies in all sectors had slowed to a drip in late 2021
and 2022.238 The CSRC’s introduction of an approval process for all
overseas listings in 2023 is likely intended to reopen a pathway for
companies that align with Beijing’s economic priorities to raise capi-
tal on foreign markets. Consequently, Chinese IPOs may increase on
U.S. exchanges as the CSRC completes its approval process, which
is reportedly taking upward of six months.239 Firms operating in
industries deemed sensitive by the CCP are likely to face increased
scrutiny when applying to list overseas.

Listings of Chinese companies utilizing variable interest
entity structures (VIEs) may accelerate under the CSRC’s re-
vised overseas IPO approval process, potentially magnifying
the risks to U.S. investors. Since the early 2000s, hundreds of
Chinese companies, particularly those in the internet sector,f have
listed in the United States using VIEs—complex corporate struc-
tures that grant shareholders contractual claims to control via an
offshore shell company without transferring actual ownership in the
company—to circumvent China’s restrictions on foreign ownership
in industries the CCP deems sensitive.§ Prior to 2023, Chinese com-
panies that list overseas using a VIE were not required to register
their listings with the CSRC, as the VIE is not considered a Chinese
company under China’s law.240 In its March 2023 implementation
of an overseas IPO approval mechanism, the CSRC established a
requirement for companies to register and receive permission before

*In May 2022, DiDi announced it would delist from the New York Stock Exchange and finally
exited on June 2022. DiDi is still listed on U.S. over-the-counter markets with a market capital-
ization over $14 billion, making it by far the largest company whose shares are primarily listed
on OTC markets in the United States. Yiqin Shen, Henry Ren, and Filipe Pacheco, “Chinese
Ride-Hailing Giant Didi Boasts $14 Billion Value, One Year after NYSE Delisting,” Bloomberg,
June 14, 2023.

TThe General Offices of the CCP Central Committee and State Council jointly issued the Opin-
ions on Strictly Cracking Down on Illegal Securities Activity in Accordance with Law in July 2021.
The opinions pledged to strengthen supervision of Chinese companies issuing securities overseas
and enhance oversight of cross-border data flows, the latter of which was reflected in a data
security review mechanism for certain companies seeking to list overseas introduced in February
2022 by CAC. The CAC review is mandatory for Chinese companies that collect personal infor-
mation on more than one million users. Cyberspace Administration of China, Cybersecurity Re-
view Measures (%% %4 5 J1i%), December 28, 2021. Translation; State Council of the People’s
Republic of China, The General Office of the Central Committee of the Chinese Communist Party
and the General Office of the State Council of the People’s Republic of China Jointly Issued the
“Opinions on Strictly Cracking Down on Illegal Securities Activity in Accordance with Law” (‘1
e eI AT W45 BEIR A T RN O THRIE AT T UEF B 7515 3 & W), July 6, 2021. Translation.

£ Eight of the Chinese companies to newly list on U.S. exchanges in the first half of 2023 did
so using a VIE, bringing the total number of Chinese issuers using VIEs on the Nasdaq and
New York Stock Exchange to 169 as of June 30, 2023, with a combined market capitalization
of $823 billion, or 88.3 percent of the total market cap of all 267 U.S.-listed Chinese companies.
U.S.-China Economic and Security Review Commission, Chinese Companies Listed on Major U.S.
Stock Exchanges, January 9, 2023.

§ Chinese companies are not unique in using VIEs as part of their corporate structures. VIE
structures are defined in the standards for consolidating subsidiaries on corporate balance sheets
under the Generally Accepted Accounting Principles, the set of accounting rules followed by most
U.S. firms. Chinese companies are unique, however, in placing their core businesses inside of
VIEs, which enables many Chinese companies to circumvent China’s sector-level restrictions on
foreign ownership (including in the internet sector) and list overseas.
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going public overseas through VIE structures.*241 On September 14,
2023, the Chinese auto insurance platform CheChe Technology be-
came the first company formally approved by the CSRC to list using
a VIE arrangement on the Nasdaq, potentially signaling Chinese
regulators’ intent to accelerate such listings.242 Although the VIEs
received recognition from China’s security regulator in its March
2023 rules, these corporate structures still hold only dubious legal
status under China’s laws, and the enforceability of a VIE’s contrac-
tual arrangements is unproven in Chinese courts. Foreign investors
may have little recourse to enforcement in the Chinese legal system
if VIE-listed companies take the company private at lower valuation
or if businesses fail.243

China Leverages Bi