LIOdId TVIINNYV 810¢ JDDSMN

USCC2018.indb 1 11/2/2018 10:33:59 AM



USCC2018.indb 2 11/2/2018 10:33:59 AM



2018
REPORT TO CONGRESS

of the

U.S.-CHINA ECONOMIC AND
SECURITY REVIEW COMMISSION

ONE HUNDRED FIFTEENTH CONGRESS
SECOND SESSION

NOVEMBER 2018

Printed for the use of the
U.S.-China Economic and Security Review Commission
Available via the World Wide Web: http://www.uscc.gov

USCC2018.indb 3

11/2/2018 10:33:59 AM



USCC2018.indb 4 11/2/2018 10:33:59 AM



2018
REPORT TO CONGRESS

of the

U.S.-CHINA ECONOMIC AND
SECURITY REVIEW COMMISSION

ONE HUNDRED FIFTEENTH CONGRESS
SECOND SESSION

NOVEMBER 2018

Printed for the use of the
U.S.-China Economic and Security Review Commission
Available via the World Wide Web: http://www.uscc.gov

U.S. GOVERNMENT PUBLISHING OFFICE
WASHINGTON : 2018

USCC2018.indb 5

For sale by the Superintendent of Documents, U.S. Government Publishing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512-1800; DC area (202) 512-1800
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001

11/2/2018 10:33:59 AM



U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION

ROBIN CLEVELAND, Chairman
CAROLYN BARTHOLOMEW, Vice Chairman

COMMISSIONERS
Hon. CARTE P. GOODWIN Hon. JAMES M. TALENT
GLENN HUBBARD Hon. KATHERINE C. TOBIN
ROY D. KAMPHAUSEN MICHAEL R. WESSEL
MICHAEL A. MCDEVITT LARRY M. WORTZEL

Hon. JONATHAN N. STIVERS

DANIEL W. PECK, Executive Director

The Commission was created on October 30, 2000 by the Floyd D. Spence

National Defense Authorization Act of 2001, Pub. L. No. 106-398 (codified
at 22 U.S.C. §7002), as amended by: The Treasury and General Govern-
ment Appropriations Act, 2002, Pub. L. No. 107-67 (Nov. 12, 2001) (regard-
ing employment status of staff and changing annual report due date from
March to June); The Consolidated Appropriations Resolution, 2003, Pub. L.
No. 108-7 (Feb. 20, 2003) (regarding Commission name change, terms of
Commissioners, and responsibilities of the Commission); The Science, State,
Justice, Commerce, and Related Agencies Appropriations Act, 2006, Pub. L.
No. 109-108 (Nov. 22, 2005) (regarding responsibilities of the Commission
and applicability of FACA); The Consolidated Appropriations Act, 2008, Pub.
L. No. 110-161 (Dec. 26, 2007) (regarding submission of accounting reports;
printing and binding; compensation for the executive director; changing
annual report due date from June to December; and travel by members
of the Commission and its staff); The Carl Levin and Howard P. “Buck”
McKeon National Defense Authorization Act for Fiscal Year 2015, Pub. L.
No. 113-291 (Dec. 19, 2014) (regarding responsibilities of the Commission).

The Commission’s full charter http://www.usce.gov/about/usce-charter and

USCC2018.indb 6

Statutory Mandate http://www.uscc.gov/about/fact_sheet are available via
the World Wide Web.

(11)

11/2/2018 10:34:00 AM



U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION

NOVEMBER 14, 2018

The Honorable Orrin G. Hatch

President Pro Tempore of the U.S. Senate, Washington, DC 20510
The Honorable Paul D. Ryan

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

DEAR SENATOR HATCH AND SPEAKER RYAN:

On behalf of the U.S.-China Economic and Security Review Com-
mission, we are pleased to transmit the Commission’s 2018 Annual
Report to Congress. This Report responds to our mandate “to moni-
tor, investigate, and report to Congress on the national security im-
plications of the bilateral trade and economic relationship between
the United States and the People’s Republic of China (PRC).” The
Commission reached a broad and bipartisan consensus on the con-
tents of this Report, with all 11 members (one appointment remains
vacant) voting unanimously to approve and submit it to Congress.

In accordance with our mandate, this Report, which is current
as of October 9, includes the results and recommendations of our
hearings, research, travel, and review of the areas identified by Con-
gress in our mandate, as defined in Public Law No. 106-398 (Octo-
ber 30, 2000), and amended by Public Laws No. 107-67 (November
12, 2001), No. 108-7 (February 20, 2003), No. 109-108 (November
22, 2005), No. 110-161 (December 26, 2007), and No. 113-291 (De-
cember 19, 2014). The Commission’s charter, which includes the 11
directed research areas of our mandate, is included as Appendix I
of the Report.

The Commission conducted six public hearings and one public round-
table, taking testimony from 56 expert witnesses from government, the
private sector, academia, think tanks, research institutions, and other
backgrounds. For each of these hearings, the Commission produced a
transcript (posted on our website at Attp://www.uscc.gov). This year’s
hearings and roundtable included:

¢ China’s Belt and Road Initiative: Five Years Later;

e China’s Military Reforms and Modernization: Implications for
the United States;

¢ China, the United States, and Next Generation Connectivity;

e China’s Relations with U.S. Allies and Partners in Europe and
the Asia Pacific;

¢ China’s Role in North Korea Contingencies;

e China’s Agricultural Policies: Trade, Investment, Safety, and In-
novation; and

e U.S. Tools to Address Chinese Market Distortions.

The Commission received a number of briefings by executive
branch agencies and the Intelligence Community, including both
unclassified and classified briefings on China’s military moderniza-
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tion, China’s defense and security activities in the Indo-Pacific, Chi-
na’s relations with Northeast Asia, China’s cyber activities, Chinese
threats to the Department of Defense’s supply chain, China’s focus
on megaprojects, U.S. critical telecommunications infrastructure,
and money laundering. The Commission is preparing a classified
report to Congress on these and other topics. The Commission also
received briefings by foreign diplomatic and military officials as well
as U.S. and foreign nongovernmental experts.

Commissioners made official visits to Taiwan and Japan to hear
and discuss perspectives on China and its global and regional ac-
tivities. In these visits, the Commission delegation met with U.S.
diplomats, host government officials, business representatives, aca-
demics, journalists, and other experts. Since its establishment, the
Commission has had productive visits to China. Recently, the PRC
government has been unable to support these visits, which affects
the Commission’s ability to fully assess issues in country.

The Commission also relied substantially on the work of our ex-
cellent professional staff and supported outside research (see Ap-
pendix IV) in accordance with our mandate (see Appendix I).

The Report includes 26 recommendations for congressional action.
Our ten most important recommendations appear on page 22 at
the conclusion of the Executive Summary.

We offer this Report to Congress in the hope that it will be useful
for assessing progress and challenges in U.S.-China relations.

Thank you for the opportunity to serve. We look forward to con-
tinuing to work with Members of Congress in the upcoming year to
address issues of concern in the U.S.-China relationship.

Yours truly,
Robin Cleveland Carolyn(Bartholomew
Chairman Vice Chairman

iv
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EXECUTIVE SUMMARY
Chapter 1: U.S.-China Economic and Trade Relations

Section 1: Year in Review: Economics and Trade

In 2018, the United States announced a series of trade enforce-
ment actions involving China stemming from three investigations
conducted by the U.S. government: (1) Section 201 investigations
into a surge of washing machines and solar panel imports, (2) Sec-
tion 232 investigations into the national security risks posed by im-
ports of steel and aluminum, and (3) the Office of the U.S. Trade
Representative’s Section 301 investigation into “whether acts, poli-
cies, and practices of the Government of China related to technolo-
gy transfer, intellectual property, and innovation are unreasonable
or discriminatory and burden or restrict U.S. commerce.” In each
instance, China retaliated against U.S. enforcement actions with re-
ciprocal tariffs. In total, over $250 billion worth of U.S. imports from
China and $110 billion worth of U.S. exports to China are subject to
tariffs initiated in 2018.

The Chinese government continues to focus on sustaining domes-
tic economic growth, a goal made more difficult by rising trade ten-
sions with the United States and efforts to reduce debt levels. These
challenges have already begun to weigh on China’s overall econom-
ic performance as investment, consumption, and business activity
growth fell in the second quarter of 2018. Early indicators suggest
China’s economy will slow further in the second half of 2018, threat-
ening progress on the Chinese Communist Party (CCP) policy prior-
ities, such as deleveraging, controlling pollution, and reducing pov-
erty. Beijing already appears to be suspending debt reduction efforts
in favor of supporting gross domestic product growth, despite rising
levels of Chinese banks’ nonperforming loans and a growing threat
of defaults by local government financing vehicles.

Key Findings

e China’s state-led, market-distorting economic model presents a
challenge to U.S. economic and national security interests. The
Chinese government, directed by the Chinese Communist Par-
ty (CCP) leadership, continues to exercise direct and indirect
control over key sectors of the economy and allocate resources
based on the perceived strategic value of a given firm or indus-
try. This puts U.S. and other foreign firms at a disadvantage—
both in China and globally—when competing against Chinese
companies with the financial and political backing of the state.

e The United States has sought to address unfair Chinese trade
practices in part by using mechanisms codified in U.S. trade laws,
bringing cases to the World Trade Organization, and threaten-
ing additional trade actions. The Trump Administration’s trade

(n
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policies target Chinese technology transfer requirements and
insufficient intellectual property protections, the growing U.S.
trade deficit, and national security risks posed by an overreli-
ance on steel and aluminum imports, among other factors.

e The Chinese government continues to resist—and in some cases
reverse progress on—many promised reforms of China’s state-
led economic model. Repeated pledges to permit greater market
access for private domestic and foreign firms remain unfulfilled,
while the CCP instead enhances state control over the economy
and utilizes mercantilist policies to strategically develop domes-
tic industries. Chinese policymakers have stated their intent
to, but been largely unsuccessful in, fighting three “battles” to
achieve high-quality development in the next three years: cut-
ting corporate and local government debt, controlling pollution,
and reducing poverty.

e Chinese President and General Secretary of the CCP Xi Jin-
ping has prioritized efforts to consolidate control over economic
policymaking. However, this strategy may have unintended con-
sequences for China’s economic growth. Increased state control
over both public and private Chinese companies may ultimate-
ly reduce productivity and profits across a range of industries,
with firms pursuing CCP—rather than commercial—objectives.

e China’s debt burden poses a growing threat to the country’s
long-term economic stability. Even as Chinese banks’ nonper-
forming loans rise and unofficial borrowing by local govern-
ments comes due, Chinese policymakers continue to spur new
credit growth to combat fears of an economic slowdown.

e In 2017 and the first half of 2018, the Chinese government re-
ported it exceeded its targets for gross domestic product (GDP)
growth. However, economic indicators suggest China’s GDP
growth may slow in the second half of 2018, with China’s drivers
of growth stalling amid trade tensions with the United States.
Meanwhile, discrepancies between official government data at
the national and local levels, and growth figures that remain
unusually consistent across months and years, continue to cast
doubt on the reliability of China’s official data.

¢ In the first half of 2018, China posted a current account defi-
cit of $28.3 billion, or 1.1 percent of GDP, for the first time in
20 years. A declining current account balance could contribute
to increased volatility in the exchange rate. It could also lead
Beijing to sell foreign assets or increase foreign borrowing to
finance government projects, limiting China’s ability to insulate
itself from financial shocks.

e The United States posted a record trade deficit in goods with
China in 2017 ($375.6 billion), and is poised to exceed that total
in 2018. Through the first seven months of 2018, the U.S. goods
deficit was up 9 percent compared to the same period in 2017.
Services continued to be the one area where the United States
had a surplus with China, although the size of the services
trade surplus remains dwarfed by the goods trade deficit. In
2017, the U.S. services trade surplus with China increased to a

USCC2018.indb 2 11/2/2018 10:34:00 AM



3

historic high of $40.2 billion, largely on the strength of Chinese
tourism to the United States.

e Chinese foreign direct investment (FDI) in the United States
has dropped over the last 18 months amid Beijing’s efforts to
tighten both political and regulatory controls on capital outflows
and increased uncertainty surrounding U.S. investment review
procedures. In 2017, Chinese FDI flows to the United States fell
to $29.4 billion, down from $45.6 billion in 2016. Chinese ven-
ture capital (VC) investments in the United States have accel-
erated, however, with China representing the largest single for-
eign VC investor ($24 billion) in the United States cumulatively
between 2015 and 2017, according to a recent U.S. government
study. Meanwhile, U.S. investment in China has increased as
the Chinese government selectively liberalized foreign invest-
ment restrictions in some industries, including banking, auto-
mobiles, and agriculture.

e The Trump Administration has threatened to impose tariffs
on $517 billion worth of Chinese imports, with tariffs on $250
billion worth of imports implemented as of October 2018. The
initial set of U.S. tariffs primarily targeted Chinese technology
products after the Section 301 investigation conducted by the
Office of the U.S. Trade Representative concluded that Beijing
employs an array of unfair practices against foreign firms pri-
marily designed to advance China’s technological capabilities.

e In retaliation for US. trade enforcement actions, China has
implemented tariffs on $113 billion worth of imports from the
United States. Beijing’s tariffs primarily target U.S. exports of
agriculture products, automobiles, and aviation, among other
industries.

Section 2: Tools to Address U.S.-China Economic Challenges

U.S. policy makers have reached a broad consensus that China’s
actions negatively impact the multilateral trading system. Chinese
industrial policies create market barriers to entry, discriminate
against foreign firms, encourage technology transfer as a condition
of market access, provide limited protection and recourse for foreign
intellectual property holders in strategic industries, and unfairly
subsidize local Chinese companies in their development and expan-
sion abroad.

Various tools are available to the United States to address these
challenges, including unilateral tools (e.g., trade actions like anti-
dumping and countervailing duties and Section 201 cases, the Com-
mittee on Foreign Investment in the United States, and prosecu-
tion of economic espionage), bilateral tools (e.g., high-level bilateral
dialogues), and multilateral tools (e.g., World Trade Organization
[WTO] cases and joint pressure). On the one hand, these tools are
often highly targeted or address the symptom, not the source of a
concern. On the other hand, practices like technology transfer and
localization targets are often relayed and implemented informal-
ly, through regulatory processes characterized by Beijing’s discre-
tion. Consequently, U.S. actions to address China’s trade distorting
practices have proven narrow and limited in effectiveness when set
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against the broad sweep of the government’s development strategy,
the size of the Chinese market, and the government’s willingness to
intervene in local firms and markets.

Key Findings

e The Chinese government structures industrial policies to put
foreign firms at a disadvantage and to help Chinese firms.
Among the policies the Chinese government uses to achieve its
goals are subsidies, tariffs and local content requirements, re-
strictions on foreign ownership, intellectual property (IP) theft
and forced technology transfers, technical standards that pro-
mote Chinese technology usage and licensing, and data transfer
restrictions.

¢ China has reaped tremendous economic benefits from its acces-
sion to the World Trade Organization (WTO), and participation
in the rules-based, market-oriented international order. How-
ever, more than 15 years after China’s accession, the Chinese
government’s state-driven industrial policies repeatedly violate
its WTO commitments and undermine the multilateral trading
system, and China is reversing on numerous commitments.

e The United States has unilateral, bilateral, and multilater-
al tools to address the Chinese government’s unfair practices.
While these tools have been successful at targeting some dis-
crete aspects of China’s industrial policies (e.g., a particular
subsidy program or tariff), they have been less effective in al-
tering the overall direction of Chinese industrial policy, charac-
terized by greater state influence and control, unfair treatment
of foreign companies, and pursuit of technological leadership us-
ing legal and illicit means. China leverages the attraction of its
large market to induce foreign companies to make concessions
(including transferring technology) in exchange for promises
of access, while protecting and supporting domestic companies
both at home and abroad.

e Subsidies: The United States has a number of tools to counter
Chinese subsidies, including antidumping and countervailing
duty investigations into the imports’ impact on U.S. national
security, and analysis of unfair acts, policies, or practices. Many
of these tools target narrow concerns, often by imposing duties.
The United States also files cases at the WTO and holds nego-
tiations at other multilateral fora. Though WTO members have
challenged Chinese subsidies multiple times, the difficulty in
identifying subsidy-granting bodies in China—and the Chinese
government’s unwillingness to stop funding priority sectors—
have stymied efforts to halt Chinese subsidies altogether.

e Tariffs, local content requirements, and regulatory challenges:
The United States has often addressed Chinese tariffs, local
content requirements, and other regulatory challenges in multi-
lateral fora like the WTO; the United States has won most re-
cent WT'O cases concerning local content requirements. Despite
these successes, many Chinese local content requirements and
other regulatory restrictions remain in place, as they often are
conveyed informally and difficult to document. Such Chinese
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policies restrict the ability of U.S. and foreign firms to access
the Chinese market and compete on an even footing. In addi-
tion, official discretion in regulatory processes can force foreign
companies to transfer technology to their Chinese competitors.

e [nvestment restrictions: U.S. policy options to counter China’s
foreign investment restrictions in specific sectors have primari-
ly entailed incremental progress through bilateral negotiations.
In its 2017 report on China’s WTO compliance, the Office of
the U.S. Trade Representative characterized this approach as
“largely unsuccessful.” China’s investment restrictions impose
barriers on U.S. and other foreign companies seeking access to
the Chinese market. These barriers give Chinese regulators and
companies leverage to pressure foreign counterparts to transfer
proprietary technology or IP in exchange for market access.

e [Intellectual property theft, technology transfer, and economic es-
pionage: The United States has several regulatory tools avail-
able to address Chinese technology transfer requirements and
IP theft, including the Committee on Foreign Investment in the
United States (CFIUS) and the export control system, as well
as deterrents for IP theft and economic espionage through uti-
lization of Section 337 and prosecution by the U.S. Department
of Justice. Private companies have proved reluctant to come for-
ward, however, fearing retaliation by the Chinese government.

o Technical standards: In cases where the Chinese government
has released standards discriminating against foreign products,
U.S. officials have pressured the Chinese government to drop or
delay those standards, a tactic which is only temporarily effec-
tive. U.S. and other foreign companies struggle to comply with
China’s unique technical standards. They could also be disad-
vantaged in the future given China’s increasing participation
and leadership in international standards-setting bodies.

® Data localization and cross-border data transfer restrictions:
China’s recent effort to localize and restrict the flow of data
across borders poses significant challenges to U.S. and other
foreign business, who fear the regulatory burden of duplicat-
ing information technology services to separate and store data
in China. China’s Cybersecurity Law, implemented in 2017, re-
quires personal information held by “critical information infra-
structure” to be stored on servers in China, and data deemed
important require a “security assessment” before they can be
transferred abroad. Given the expense coupled with time delay,
IP risk, and operations disruption associated with data review,
data localization and cross-border data transfer restrictions will
become a formidable barrier to U.S. trade and international dig-
ital commerce.

Section 3: China’s Agricultural Policies: Trade, Investment,
Safety, and Innovation

While China is the United States’ second-biggest market for ag-
ricultural goods behind Canada, its large population and dearth
of water and arable land suggest U.S. agriculture exports to Chi-
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na should be greater. Unfortunately, U.S. exports have been con-
strained by Chinese policy for a number of reasons. First, China’s
longstanding goal of food self-sufficiency disadvantages U.S. farmers
through domestic subsidies, in violation of its commitments to the
WTO. Second, China frequently retaliates against U.S. trade actions
by restricting access for U.S. agricultural products. Third, China’s
asynchronous review of U.S. genetically modified crops not only pre-
vents their export to China, but also delays their implementation
in the United States and around the world. Finally, China uses its
system of tariff-rate quotas as a tool to limit imports of U.S. cereals.

In the absence of market restrictions, U.S. agricultural firms,
which enjoy a reputation among China’s rising middle class for safe-
ty and quality, would see higher demand. The U.S. government has
engaged in a systematic effort to address China’s trade distorting
agricultural policies, but success has been limited. During bilateral
dialogues, the Chinese government tends to make minor concessions
or offer commitments it does not uphold, rather than addressing
systemic problems.

Key Findings

e Food and agriculture play an important role in the U.S.-China
trade relationship. In 2017, U.S. agricultural and agriculture-re-
lated exports were the United States’ second-largest category of
overall U.S. goods exports to China, accounting for roughly $24
billion; the U.S. agricultural surplus with China reached $13.3
billion that year.

e China has a relative paucity of water and arable land, while
the United States has both in abundance, suggesting the Unit-
ed States and China should be natural trading partners in ag-
ricultural products. However, U.S. exports are constrained by
Chinese restrictions and unfair trade practices.

e China has repeatedly used duties and unscientific food safety
barriers against U.S. agricultural products to protect its do-
mestic farmers, retaliate against U.S. trade actions, or prompt
a U.S. concession in a trade negotiation. In particular, Beijing
has frequently targeted U.S. products that are highly reliant
on China’s market for retaliatory duties. Soy and sorghum are
especially vulnerable to retaliation; in 2017, 82 percent of U.S.
expé)ﬁts of sorghum and 57 percent of U.S. soybean exports went
to China.

e Under its World Trade Organization (WTO) accession protocol,
China agreed to allow quotas of foreign rice, wheat, and corn
into the country at a 1 percent tariff (known as tariff-rate quo-
tas, or TRQs). All imports beyond these quotas are subject to a
prohibitive 65 percent tariff. However, the Chinese government
pursues a policy of self-sufficiency in rice, wheat, and corn, and
provides generous subsidies to domestic farmers to the disad-
vantage of foreign producers. The Chinese government also ap-
plies TRQs in an opaque and managed way that ensures the
quota is never met, which restricts access for U.S. farmers and
violates China’s WTO commitments.

USCC2018.indb 6 11/2/2018 10:34:00 AM



7

e China appears reluctant to rely on its current agricultural trad-
ing partners (such as the United States) for its food imports,
and has attempted to diversify its imports to new markets
through promotion of foreign agricultural investment and its
Belt and Road Initiative. While these efforts have been largely
unsuccessful to date, there may be negative long-term effects on
U.S. agricultural exports as Beijing gets better at carrying out
its diversification strategies.

e Chinese policies governing genetically modified organisms
(GMOs) limit U.S. agriculture export opportunities in two im-
portant ways. First, because China broadly closes its borders if
it detects unapproved GMO imports and because it is difficult
to keep GMOs and conventional crops separate, U.S. firms do
not widely release new GMOs in the United States or overseas
without Chinese approval. Second, as China lags several years
behind the rest of the world in approving GMOs, it holds back
new U.S. GMOs long after they are approved in other countries.
This slows U.S. agricultural productivity and puts past inno-
vation at risk as pests and weeds acquire immunity to current
biotechnology products.

e Since 2014, the United States has engaged with China on its
biotech approval process through multiple rounds of high-level
bilateral talks. While the Chinese government made commit-
ments to improve its biotechnology regulatory system, it has
either not carried out promised changes or has implemented
them in a marginal way that did nothing to reform structural
problems.

e The Chinese government is investing significant resources into
boosting Chinese innovative capacity in biotechnology and ge-
nomic sequencing. China appears to be particularly competitive
with respect to new gene-editing technology such as CRIS-
PR-Cas9 (CRISPR), a new tool for genetic editing that dramati-
cally lowers the cost of genetic modification. The competence of
Chinese firms in new genetic tools such as CRISPR and their
ability to quickly sequence genomes may help them become
more competitive in agricultural research as CRISPR technolo-
gy is applied to developing new crop strains.

e U.S. agricultural biotechnology firms have been the target of
Chinese corporate espionage, and U.S.-developed GMOs appear
to be grown in China without authorization despite Chinese
laws banning their cultivation.

e Since major food safety outbreaks in 2007 and 2008, China’s
food safety laws have improved. However, implementation of
these laws remains a challenge due to shortfalls in China’s in-
spection capacity and the large number of small Chinese agri-
cultural firms.
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Chapter 2: U.S.-China Security Relations

Section 1: Year in Review: Security and Foreign Affairs

The year 2018 saw Beijing declare its intent to expand China’s
political, economic, and military presence within its region and
on the global stage. At the CCP’s 19th National Congress in late
2017, President Xi announced that China had begun a new era of
confidence and capability as it moved closer to the “world’s center
stage.” In this new era, President Xi declared China would increase
its efforts to change the international order, build a “world-class”
military, and act as a political and economic model for others to em-
ulate. In June 2018, he expanded on this foreign policy guidance and
repeatedly called for China to lead the construction of a “community
of common human destiny”—what could be the CCP’s ideological
formulation for a revised global order.

Within its region, China took new steps to advance its sovereignty
claims over disputed territory as President Xi declared in unusually
strong language in his 19th Party Congress address that other coun-
tries should not have “the fantasy of forcing China to swallow the
bitter fruit of damaging its own interests.” At the Party Congress,
President Xi proclaimed the success of China’s South China Sea is-
land-building efforts, while China’s military increased patrols near
the Senkaku Islands and continued fortifying its position near the
site of a recent military standoff with India. China made new efforts
to deepen partnerships with Russia, Iran, and Pakistan—leveraging
the relationships to challenge U.S. security and economic interests—
and continued taking steps to expand its overseas military presence.

But pushback to China’s posturing emerged both at home and
abroad. In China, prominent intellectual voices expressed concern
over the abandonment of term limits for President Xi and the in-
creasing emergence of a surveillance state, questioning whether the
CCP was negating the policies that shaped China’s reform and open-
ing era. U.S.-China security relations grew more strained, as the
Trump Administration disinvited China from a major multilateral
exercise over its continued militarization of the South China Sea
and imposed sanctions on China for purchasing advanced weapons
from Russia. In response, Beijing warned Washington of its resolve
to defend its territorial claims.

Key Findings

¢ China signaled a decisive end to its more than quarter centu-
ry-old guidance to “hide your capabilities and bide your time,
absolutely not taking the lead” as President Xi issued a series
of new foreign affairs and military policy directives calling on
China to uncompromisingly defend its interests and actively
promote changes to the international order.

e U.S.-China security relations remain tense due to serious dis-
agreements over issues such as China’s continued coercive ac-
tions in regional territorial disputes, espionage and cyber ac-
tivities, and influence operations. The tenor of the relationship
was reflected in President Xi’s public warning to visiting U.S.
Secretary of Defense James Mattis that China would not toler-
ate the loss of a “single inch” of its territorial claims.
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e The People’s Liberation Army continues to extend its presence
outside of China’s immediate periphery by increasing air and
maritime operations farther from its shores, expanding pres-
ence operations in disputed areas in the East and South Chi-
na seas, maintaining troops and building a pier at China’s sole
overseas military base in Djibouti, deploying more advanced
combat units to UN peacekeeping operations, and conducting
more complex bilateral and multilateral overseas exercises.

e Tensions and the potential for accidents, miscalculation, and es-
calation between China and Japan intensified in the East China
Sea as China sailed a number of naval vessels close to the Sen-
kaku Islands and increased its military presence in the area.
Based on the terms of the U.S.-Japan Mutual Defense Treaty,
China’s increasing military activity near the Senkakus consti-
tutes a challenge to U.S. security guarantees to Japan.

e China took new steps to consolidate its military posture and
improve its ability to project power into the South China Sea,
as President Xi proclaimed at the 19th Party Congress the suc-
cess of China’s island-building efforts. Chinese forces are now
capable of overpowering any other South China Sea claimant,
challenging U.S. presence operations in the region, and present-
ing a significant obstacle to the U.S. military during a conflict.
China deployed advanced antiship and surface-to-air missiles to
its Spratly Island outposts for the first time, demonstrating its
ability to create a military buffer around the southern reaches
of the South China Sea.

¢ Following their land border dispute in 2017, strategic jockeying
in 2018 between China and India expanded to include New Del-
hi’s maritime interests in the Indian Ocean.

e China continued to deepen its partnerships with Russia, Iran,
and Pakistan and leveraged the relationships to challenge U.S.
security and economic interests. During a high-level visit to
Russia, China’s defense minister stated that China’s visit was
intended to demonstrate the depth of China-Russia strategic
cooperation to the United States and to the world. China’s pur-
chase of advanced weapons systems from Russia resulted in the
United States applying sanctions against China’s Equipment
Development Department, a key military body.

e China’s arms exports continued to grow in volume and sophis-
tication in 2018, although they remain limited to low- and mid-
dle-income countries and trail in value compared to U.S. and
Russian sales.

Section 2: China’s Military Reorganization and Moderniza-
tion: Implications for the United States

China’s reorganization and modernization of the People’s Libera-
tion Army (PLA) is intended to constrain the United States and its
allies and partners from operating freely in the Indo-Pacific and to
restore what China perceives as its historic and rightful place as the
dominant power in Asia. New directives from Beijing now signifi-
cantly accelerate China’s military modernization timetable and set
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the PLA’s sights on becoming a “world-class” military on par with
the United States by mid-century. In the near term, as the PLA
works to achieve its modernization goals, Chinese leaders may use
coercive tactics below the threshold of military conflict rather than
resort to a highly risky use of military force to achieve its objectives
in the region. Over the medium to long term, however, the danger
grows that China may not be deterred from using force and that
the United States may be unable to retain an operational advantage
should a crisis escalate to conflict.

Today, the PLA’s modernization has already resulted in a force
capable of contesting U.S. operations in the region, presenting chal-
lenges to the U.S. military’s longstanding assumption of enjoying
ground, air, maritime, and information dominance in a conflict in
the post-Cold War era. The PLA continues to build capabilities in
the following areas:

e China has declared its goal to build a blue water navy and
improved its capability to project force abroad, including ex-
panding the PLA Marines and reconfiguring the force for expe-
ditionary operations. China’s maritime forces increasingly out-
number their neighbors in the Indo-Pacific, which challenges
U.S. regional security interests while raising the potential for
accidents and miscalculation.

e With the advances made by the PLA Air Force, the United States
and its allies and partners can no longer assume achieving air
superiority in an Indo-Pacific conflict. PLA efforts to project air
power farther from China’s coast allow it to increasingly contest
the air domain in the region.

e China’s establishment of the PLA Strategic Support Force has
improved the PLA’s joint capabilities and centralized space, cy-
ber, and electronic warfare operations. As the force advances its
own warfighting capabilities, it will challenge the United States’
ability to establish information dominance and control over the
electromagnetic spectrum.

The United States faces a rising power in China that sees the se-
curity structures and political order of the Indo-Pacific as designed
to limit its power. The widening gap in military capability between
China and the rest of region also enables Beijing to coerce its neigh-
bors with the increasingly credible implied threat of force. China’s
ability to threaten its neighbors impedes the United States’ ability
to maintain a stable regional balance, sustain adherence to interna-
tional laws and norms, and protect its rights and the rights of its
allies and partners.

Key Findings

e President Xi significantly accelerated China’s military modern-
ization goals in late 2017, requiring the PLA to become a ful-
ly “modern” military by 2035 and a “world-class” military by
mid-century. This new guidance moves China’s military mod-
ernization timeline up nearly 15 years.

¢ Beijing is currently capable of contesting U.S. operations in the
ground, air, maritime, and information domains within the sec-
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ond island chain, presenting challenges to the U.S. military’s
longstanding assumption of supremacy in these domains in the
post-Cold War era. By 2035, if not before, China will likely be
able to contest U.S. operations throughout the entire Indo-Pa-
cific region.

e China’s large-scale investment in next-generation defense tech-
nologies presents risks to the U.S. military’s technological su-
periority. China’s rapid development and fielding of advanced
weapons systems would seriously erode historical U.S. advan-
tages in networked, precision strike warfare during a potential
Indo-Pacific conflict.

e The PLA Strategic Support Force—whose organization and op-
erations reflect the importance Beijing places on information
warfare—poses a fundamental challenge to the United States’
ability to operate effectively in space, cyberspace, and the elec-
tromagnetic spectrum. The new force signals Beijing’s intent to
?ulld a military capable of dominating these domains of war-
are.

e China’s rapid buildup of the PLA Navy as a blue water force
through its continued commissioning of highly capable, multi-
mission warships will give Beijing naval expeditionary capabil-
ities deployable around the globe as early as 2025, well ahead
of the PLA’s broader 2035 modernization goal.

¢ China continues to develop and field medium- and long-range
air, sea, and ground-launched missile systems that substantial-
ly improve China’s capability to strike both fixed and moving
targets out to the second island chain. China’s ability to threat-
en U.S. air bases, aircraft carriers, and other surface ships pres-
ents serious strategic and operational challenges for the United
States and its allies and partners throughout the Indo-Pacific.

e Beijing has sought to use its sweeping military reorganiza-
tion efforts to address the PLA’s “peace disease” and persistent
weaknesses in its ability to conduct joint combat operations.
Much of Chinese leaders’ concerns center on the PLA’s lack of
recent combat experience and the perceived inability of many
operational commanders to carry out basic command functions
such as leading and directing troops in combat. President Xi’s
“Strong Military Thought” ideology, promulgated in late 2017,
also seeks to overcome perceived shortcomings in the PLA’s war
preparedness and combat mindset.

e Prior to the PLA achieving its objectives of becoming a “mod-
ern” and “world-class” military, Beijing may use coercive tactics
below the threshold of military conflict rather than resorting
to a highly risky use of military force to achieve its goals in
the region. However, as military modernization progresses and
Beijing’s confidence in the PLA increases, the danger grows that
deterrence will fail and China will use force in support of its
claims to regional hegemony.

¢ The Central Military Commission’s assumption of direct control
over the People’s Armed Police and China Coast Guard in 2018
effectively removed all remaining civilian status from both forc-
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es and clarified their military role. The move places added im-
portance on the China Coast Guard as an instrument to police,
enforce, and advance China’s domestic maritime law.

Chapter 3: China and the World

Section 1: Belt and Road Initiative

Five years have passed since President Xi inaugurated his trade-
mark foreign policy project, the Belt and Road Initiative (BRI). BRI
seeks to expand Chinese influence through financing and building
infrastructure around the world, with a focus on Asia, the Middle
East, Africa, and Europe. Beijing has invested hundreds of billions
of dollars in BRI projects to date, but a large proportion of projects
remain in the planning phase and will take years to complete. Chi-
nese leaders see BRI as a long-term effort—they call it the “project
of the century” and even wrote BRI into China’s constitution.

Beijing wants to use BRI to revise the global political and econom-
ic order to align with Chinese interests. Official Chinese communi-
ques focus on the initiative’s economic objectives—building hard and
digital infrastructure, fueling domestic development, and expanding
markets and exporting standards. But China also seeks strategic
benefits from BRI, despite its insistence to the contrary. Beijing’s
geopolitical objectives for the project include securing energy sup-
plies, broadening the reach of the PLA, and increasing China’s in-
fluence over global politics and governance.

Countries around the world are starting to compare their experi-
ences with BRI projects to China’s lofty rhetoric and early promis-
es of easy, no-strings-attached infrastructure financing. As a conse-
quence, some participating countries have begun to voice concerns
about BRI projects creating unsustainable debt levels, fueling corrup-
tion, and undermining sovereignty. Meanwhile, major powers—such
as the United States, Japan, India, European states, and Russia—
acknowledge BRI as one means for meeting global infrastructure
needs. At the same time, these countries are advancing their own
plans for financing connectivity that variously compete and collab-
orate with BRI. In several areas, BRI challenges U.S. interests in a
free and open Indo-Pacific. The Trump Administration’s Indo-Pacific
strategy—particularly the programs aimed at boosting global infra-
structure financing—is in part a response to the initiative.

Key Findings

e In 2013, President Xi inaugurated the Belt and Road Initiative
(BRI), his signature economic and foreign policy project designed
to finance and build infrastructure and connectivity around the
world, with a focus on Eurasia and the Indo-Pacific region.

e Although there is no official definition for BRI, after five years
China’s objectives for BRI are discernable: fueling domestic de-
velopment and increasing control in China’s outer provinces,
expanding markets while exporting technical standards, build-
ing hard and digital infrastructure, bolstering energy security,
expanding China’s military reach, and advancing geopolitical
influence by moving China to the center of the global order.
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e Strategic interests are central to BRI, even though the Chinese
government denies that BRI advances its geopolitical ambitions.
At the same time, BRI will also expose China to major risks, in-
cluding terrorism and instability, and political fallout in partner
countries. BRI could pose a significant challenge for U.S. inter-
ests and values because it may enable China to export its model
of authoritarian governance and encourages and validates au-
thoritarian actors abroad.

¢ Beijing sees BRI in part as an externally oriented development
program to boost China’s slowing economy and help it move
up the global value chain through economic integration with
neighboring countries. Chinese planners believe infrastructure
development in BRI countries can open new markets and boost
foreign demand for Chinese products, particularly in higher-end
manufactured goods. Despite Beijing’s rhetoric about BRI being
open and inclusive, Chinese state-owned enterprises are win-
ning the lion’s share of contracts for BRI projects.

e As China increases its international economic engagement through
BRI, Chinese companies are seeking to define and export standards
for a broad set of technological applications, including through the
so-called Digital Silk Road, which taken together could alter the
global competitive landscape. BRI potentially threatens U.S. busi-
nesses and market access as well as the broader expansion of free
markets and democratic governance across the globe.

e BRI offers partner countries much-needed infrastructure financ-
ing, but also presents significant risks. Chinese engagement
with BRI countries has largely been through infrastructure
projects financed by Chinese policy and commercial banks rath-
er than direct investment. Chinese lending poses debt sustain-
ability problems for a number of BRI countries while providing
Beijing with economic leverage to promote Chinese interests, in
some cases threatening the sovereignty of host countries. Bei-
jing’s response to problems of debt distress in BRI countries
has ranged from offering borrowers additional credit to avoid
default to extracting equity in strategically important assets.

e A growing People’s Liberation Army presence overseas, facilitat-
ed and justified by BRI, could eventually create security prob-
lems for the United States and its allies and partners beyond
China’s immediate maritime periphery. China is trying to use
BRI to bolster its influence and presence in the Indo-Pacific
through access to port facilities and other bases to refuel and
resupply its navy, while expanding operations and exercises
with regional militaries.

e China does not have a monopoly on plans to facilitate connec-
tivity and spread influence across Eurasia, and BRI is not un-
folding in isolation. Other major powers—including the United
States, Japan, India, European states, and Russia—are execut-
ing their own initiatives that variously compete and collaborate
with BRI. More broadly, skepticism of BRI’s purposes and meth-
ods appears to be growing worldwide as projects are implement-
ed and the initiative’s challenges become more apparent.
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Section 2: China’s Relations with U.S. Allies and Partners

Over the last few years, concerns have grown sharply within the
governments and societies of a number of U.S. allied and partner
countries in the Indo-Pacific—but also in Europe and elsewhere—
over Beijing’s efforts to influence their policies and perceptions to be
more favorable to China’s interests. As China’s power and interna-
tional influence have grown, Beijing has intensified its influence ef-
forts using an expanding array of tools, often to the detriment of the
United States and its relationships with important allied and part-
ner countries. Beijing’s preferred tactics include large-scale, targeted
investment; focused diplomatic engagement; economic punishment;
“sharp power” and perception management; and other influence op-
erations such as “United Front” work that seeks to co-opt, subvert,
and neutralize opponents. At its core, Beijing’s use of these influence
instruments aims to weaken opposition to China’s policies and un-
dermine and subvert U.S. alliances and partnerships. If successful,
these efforts could fundamentally weaken the United States’ ability
to support democracy and international law.

U.S. allies and partners can offer important insights to the United
States and each other into the nature of the challenges presented
by Beijing’s use of its influence toolbox, how those challenges might
evolve, and how the U.S. government might best respond on its own
or in concert with partners. It is important for U.S. policymakers to
both be aware of Beijing’s efforts to influence policies and percep-
tions and to precisely frame this issue, differentiating illegitimate
influence and coercion from legitimate forms of engagement. As Chi-
na attempts to spread its influence around the globe, a nuanced
and comprehensive policy to push back against negative aspects of
this influence while welcoming legitimate contributions will become
increasingly important to protecting democratic processes and en-
suring the durability of the liberal international order.

Key Findings

¢ Beijing seeks to undermine U.S. alliances and partnerships in
the Indo-Pacific to reorder the region to its advantage. China
seeks a dominant role in Asia and views U.S. military alliances
and influence as the primary obstacle to achieving this objec-
tive.

e China’s relations with European countries have affected Euro-
pean unity with regard to China policy. On several occasions
in recent years, the EU was unable to reach a consensus on
human rights in China, or take a firm stance regarding Bei-
jing’s activities and claims in the South China Sea when certain
governments deferred to Beijing’s sensitivities on those issues.
’é‘}%flis tliend could make transatlantic cooperation on China more

ifficult.

e Australia and New Zealand have been targets of extensive Chi-
nese Communist Party influence operations, which have includ-
ed political donations and the establishment of near-monopolies
over local Chinese-language media. Canberra has responded vig-
orously with attention from then Prime Minister Turnbull and
the passage or debate of several pieces of legislation regarding
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subversive foreign influence. There has been less high-level re-
sponse from Wellington to these challenges, but there have been
signs from the New Zealand government that concern regarding
China is growing.

e Countries in Western Europe have been more resilient in the
face of Beijing’s efforts to influence policies and perceptions due
to the strength of their democratic institutions and economies.
However, some Central, Eastern, and Southern European coun-
tries have been more susceptible to Beijing’s influence due to
the relative weakness of their democratic institutions, economic
challenges, and focused efforts by Beijing to divide them from
the rest of the EU.

Section 3: China and Taiwan

Over the past several years, Beijing has dramatically increased
its coercive activities targeting Taiwan as it seeks to advance its
broader goal of eventual cross-Strait unification. These actions have
altered the status quo across the Strait as Beijing has employed
diplomatic, economic, and military levers to intimidate Taiwan and
undermine its legitimate efforts to participate in the internation-
al community. To fortify Taiwan’s economy and respond to Beijing’s
increasing pressure, Taiwan President Tsai Ing-wen is continuing
her efforts to pursue new markets and trade partnerships, support
the development of new innovative and job-creating industries, and
strengthen ties with the United States and other like-minded coun-
tries.

Taiwan’s vibrant democracy, robust civil society and technology
sector, and strategic location make it a natural partner for the Unit-
ed States and its free and open Indo-Pacific strategy. Taiwan’s deep-
ening engagement with Japan, India, and other countries throughout
the region further reflects the importance of a strong, democratic,
and economically-resilient Taiwan to the security and prosperity of
U.S. treaty allies and partners. Given Taiwan’s expertise in disaster
response and relief, environmental protection, and combating infec-
tious diseases, pushing back against Beijing’s efforts to exclude Tai-
pei from organizations such as the World Health Organization and
the UN Convention Framework on Climate Change benefits both
the United States and the broader international community.

Key Findings

e Taiwan President Tsai Ing-wen continues to pursue a cross-
Strait policy of maintaining the status quo in the face of actions
by Beijing that have increased pressure on Taiwan and instabil-
ity in the Strait. Over the past year, Beijing increased actions to
pressure and isolate Taiwan, while advancing unilateral efforts
to deepen cross-Strait economic and social integration, including
actions that Taiwan viewed as threatening to its sovereignty. To
these ends, Beijing enticed three of Taiwan’s diplomatic part-
ners to terminate official relations with Taiwan, pressured U.S.
and other foreign companies to identify Taiwan as part of the
People’s Republic of China (PRC) on their websites, and treat-
ed Taiwan as PRC-governed territory by unilaterally activating
new flight routes near the island.
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e China is also intensifying its political warfare activities in Tai-
wan. Beijing has employed a variety of tactics seeking to un-
dermine Taiwan’s democracy, and the Tsai Administration in
particular, including supporting opposition political parties and
spreading disinformation using social media and other online
tools.

e The threat to Taiwan from China’s military posture and mod-
ernization continues to grow, and Beijing has increased coercive
military activities to intimidate Taipei. In response, Taiwan has
taken initial, but significant, steps to enhance its defensive ca-
pabilities by adopting a new defense strategy, increasing its em-
phasis on asymmetric capabilities, and increasing procurement
from its domestic defense industries and the United States. It
?lso continues its decade-long transition to an all-volunteer
orce.

e As part of a strategy of “resolute defense, multi-layered deter-
rence” introduced by the Tsai Administration, Taiwan’s new
Overall Defense Concept aims to exploit Chinese military vul-
nerabilities and capitalize on Taiwan’s defensive strengths by
focusing on three areas: (1) preservation of warfighting capa-
bility, (2) pursuing decisive victory in the littoral area, and (3)
annihilating the enemy on the beach. However, the success of
the new strategy faces a major challenge from the scale and
speed of China’s People’s Liberation Army’s continued growth.

e Taiwan remains reliant on China as its largest trading partner
and destination for foreign investment, making it vulnerable to
economic coercion and political pressure from Beijing. President
Tsai has prioritized several domestic initiatives—including the
“5+2” Innovative Industries program and Forward-looking In-
frastructure Program—to strengthen key engines of Taiwan’s
economy and spur innovation and job creation. Meanwhile, Tai-
wan continues to pursue the New Southbound Policy to diversi-
fy its economic ties in South and Southeast Asia and reduce its
reliance on the Chinese economy.

e US.-Taiwan relations are strong, with the unanimous passage
and presidential signing of the Taiwan Travel Act, a public vis-
it to Taiwan by a senior official from the U.S. Department of
State’s Bureau of East Asian and Pacific Affairs, and the dedi-
cation of the American Institute in Taiwan’s new office complex
in Taipei. Although Taiwan continues to prioritize economic re-
lations with the United States, discussions over longstanding
issues in the relationship (such as beef and pork market access
restrictions) remain stalled.

Section 4: China and Hong Kong

Beijing’s encroachment on Hong Kong’s political system, rule of
law, and freedom of expression is moving the territory closer to be-
coming more like any other Chinese city, a trend that serves as a
cautionary example for Taiwan and the Indo-Pacific region. During
the 19th National Congress of the CCP in October 2017, Beijing
emphasized the CCP’s control over the territory, leading to further
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curbs on Hong Kong’s promised “high degree of autonomy” and
freedoms guaranteed under the “one country, two systems” policy
and the Basic Law, Hong Kong’s mini constitution. President Xi’s
maneuver to end presidential term limits alarmed the territory’s
prodemocracy advocates due to the steady erosion of Hong Kong’s
autonomy under his watch. China’s failure to abide by its commit-
ments in Hong Kong sends a strong message to Taiwan that Beijing
would do the same in a similar arrangement with Taipei.

In light of China’s increasing reach into Hong Kong, some ob-
servers argue the territory is losing the unique characteristics and
legal protections that make it important to U.S. interests. As Bei-
jing continues to increase its control over Hong Kong, the territo-
ry also faces growing economic competition from mainland cities,
which receive increasing investment and incentives. Over the long
term these trends could diminish Hong Kong’s standing as a global
business center. The preservation of Hong Kong’s way of life and
maintenance of its status as a global financial and business hub
help facilitate U.S. interests. Considerations regarding the export of
sensitive U.S. technology to Hong Kong are also predicated on the
territory’s separation from the Mainland. In this light, the ongoing
decline in rule of law and freedom of expression is a troubling trend.

Key Findings

¢ Beijing’s statements and legislative actions continue to run
counter to China’s promise to uphold Hong Kong’s “high degree
of autonomy.” At the 13th National People’s Congress in March
2018, China’s legislative body passed an amendment to its con-
stitution waiving presidential term limits, allowing President Xi
to serve beyond two five-year terms. Given the steady erosion
of Hong Kong’s autonomy under President Xi’s leadership, the
decision has alarmed the territory’s prodemocracy legislators,
civil society groups, and legal community.

e In a troubling case of Beijing’s direct involvement in U.S.-
Hong Kong affairs that went against Beijing’s commitments
under the “one country, two systems” policy, the Hong Kong
government rejected a U.S. fugitive surrender request at Bei-
jing’s insistence for the first time since the 1997 handover of
Hong Kong from the United Kingdom. Beijing also denied a U.S.
Navy ship a routine port call in Hong Kong for the first time
in two years.

e In 2018, challenges to freedom of speech and assembly in
Hong Kong continue to increase as Beijing and the Hong Kong
government closed down the political space for prodemocracy ac-
tivists to express discontent. For the first time, the Hong Kong
government banned a political party (the Hong Kong National
Party, which advocates for Hong Kong’s independence from Chi-
na), raising concerns that it may lead to the passage of national
security legislation that would allow the government to further
silence prodemocracy organizations and supporters. The Hong
Kong government also denied a visa renewal to the vice pres-
ident of the Hong Kong Foreign Correspondents’ Club without
explanation; observers believe the denial was in retaliation for
the club’s August 2018 event hosting the head of the Hong Kong
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National Party. Self-censorship has become increasingly preva-
lent in Hong Kong among journalists and media organizations
due to mainland China’s rising presence in the territory.

e China’s central government took additional steps toward un-
dermining Hong Kong’s legal autonomy. For example, Beijing
facilitated a controversial rail terminal project that for the first
time institutes mainland law in a small portion of the terri-
tory. Beijing also passed a National Anthem Law that makes
disrespecting China’s national anthem a criminal offense, and
compelled Hong Kong to pass similar legislation.

¢ Beijing and the Hong Kong government’s harsh criticism and
attempted silencing of a prominent Hong Kong academic for ex-
pressing his views on potential futures for the territory marked
an expanded effort to prevent the open discussion of ideas. The
response also raised fears among prodemocracy advocates and
academics that freedom of speech is increasingly at risk.

¢ Hong Kong continues on the path of greater economic integration
with the Mainland. The Hong Kong government has sought to
position Hong Kong as a regional hub for China’s Belt and Road
Initiative and a key node of the Guangdong-Hong Kong-Macau
Greater Bay Area integration project, Beijing’s plan to establish
a globally competitive advanced manufacturing, finance, and
technology center.

Section 5: China’s Evolving North Korea Strategy

China and North Korea share a complicated relationship marked
by both pragmatic coordination and deep strategic mistrust. Si-
no-North Korean relations appeared to thaw beginning in March
2018 after hitting a historic low over the deteriorating security sit-
uation on the Korean Peninsula and tensions between President Xi
and North Korean Chairman of the State Affairs Commission Kim
Jong-un. China seeks a central role in international negotiations
over North Korea’s nuclear and missile programs, and is wary of
being isolated in the process. In its talks with the United States and
South Korea, North Korea values China’s support.

Beijing’s priorities for nuclear talks with Pyongyang differ in
places from those of Washington and Seoul. China values stabili-
ty, avoiding war, and undermining the U.S.-South Korean alliance,
and considers North Korean denuclearization a lower priority. As
negotiations proceed, China will continue its efforts to influence the
format, substance, and implementation of diplomacy with North Ko-
rea. China could also link the North Korea problem to other issues
in U.S.-China relations. Beijing appears to have already started to
loosen enforcement of sanctions on North Korea, undermining the
U.S. “maximum pressure” campaign.

A return to nuclear brinksmanship or another precipitating event
could trigger a military contingency in North Korea, which China
worries could result in refugee flows across the Sino-North Korean
border, loose weapons of mass destruction, or a South Korean-led
unification of the Peninsula. Beijing has prepared to move decisively
to advance its interests during such a crisis, including through mil-
itary intervention. Chinese forces crossing into North Korea would
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complicate the operational environment and raise the potential for
clashes with South Korean or U.S. forces, and could also result in a
post-conflict Chinese occupation of North Korean territory. Bilateral
talks with China on these questions remain underdeveloped consid-
ering the importance of the issues at stake.

Key Findings

¢ China considers the disposition of North Korea to be vital to
its national security interests, despite a complicated and often
antagonistic history between the two countries. Tense relations
between President Xi and North Korean Chairman of the State
Affairs Commission Kim Jong-un shifted into warming ties amid
North Korea’s broader diplomatic outreach campaign in 2018.

¢ China supports U.S. and South Korean diplomatic engagement
with North Korea, although Beijing is wary of being isolated
in the process or losing out if North Korea commits to a full-
scale strategic realignment with the United States and South
Korea. More immediately, China sees the potential to advance
its geopolitical goals on the Korean Peninsula. Those goals in-
clude avoiding war or instability in North Korea and, eventu-
ally, rolling back the U.S.-South Korea alliance. Beijing sees
ending North Korea’s nuclear and long-range missile programs
as a worthwhile but secondary goal. China is aiming to achieve
these goals by advocating for a peace treaty to formally end the
Korean War, seeking the suspension of joint U.S.-South Korean
military exercises, and pushing for a reduction of U.S. forces in
South Korea.

¢ Beijing will continue efforts to ensure its participation in or in-
fluence over the diplomatic process surrounding North Korea’s
nuclear and missile programs. China will try to shape the ne-
gotiating format, terms of an agreement, timing and sequencing
for implementation, and whether the North Korea issue is tied
to other dimensions of U.S.-China relations.

e China’s preparations for contingencies in North Korea indicate
that Beijing has the capability to respond forcefully in a crisis
to manage refugee flows and lock down the border, seize weap-
ons of mass destruction and associated sites, and occupy terri-
tory to gain leverage over the future disposition of the Korean
Peninsula. Relations between China’s People’s Liberation Army
and North Korea’s military, the Korean People’s Army (KPA),
have been strained for many years. How the KPA might re-
spond to a Chinese intervention is unknown.

e The United States and China have conducted basic talks for
North Korea contingencies during high-level visits and major
dialogues, but there is no evidence the U.S. and Chinese theater
and combatant commands that would be directly involved have
discussed operational planning for any contingency. It is likely
these discussions have not yet delved into the level of detail
necessary to avoid miscommunication and unwanted escalation
in a crisis. Continuing and expanding those talks could help
manage the massive risks associated with a potential crisis in
North Korea.
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Chapter 4: China’s High-Tech Development

Section 1: Next Generation Connectivity

The Internet of Things (IoT) and fifth-generation wireless technol-
ogy (5G) will transform how countries conduct business, fight wars,
and interact as a society. The Chinese government seeks to over-
take the United States in these industries to gain a higher share
of the economic benefits and technological innovation. The scale of
Chinese state support for the IoT and 5G, the close supply chain
integration between the United States and China, and China’s role
as an economic and military competitor to the United States create
enormous economic, security, supply chain, and data privacy risks
for the United States.

Chinese firms have already leveraged strong state support to be-
come global leaders in information technology and network equip-
ment manufacturing, and have strengthened their roles in interna-
tional standards-setting and deployment of 5G. The scale of Chinese
state support undermines the ability of U.S. firms to fairly compete
either within China or in third country markets. It also enables
the dominance of Chinese firms and China-based manufacturing in
global network equipment, information technology, and IoT devices.
U.S. telecommunications providers’ reliance on imports from China
raises serious supply chain concerns about the secure deployment
of U.S. critical next generation telecommunications infrastructure.

Rapid advances in the number and capabilities of IoT devices and
5G networks are strengthening China’s strategic deterrent, warfare,
and intelligence capabilities, and eroding the ability of the United
States to operate freely in the region. In addition, the rapid prolif-
eration of unsecure IoT devices is increasing the avenues Chinese
actors could exploit to deny service, collect intelligence, or launch a
cyber attack. The large amount of data collected by the ever growing
number of IoT devices, the value of such data to criminal and state
actors such as China, and lax U.S. security and legal protections
are worsening privacy, safety, and security risks for U.S. citizens,
businesses, and democracy. China’s leadership is not a foregone con-
clusion. U.S. companies remain market leaders in these industries,
and their continued innovation will extend the United States’ tech-
nological edge.

Key Findings

¢ The Chinese government has strengthened its strategic support
for the Internet of Things (IoT) (physical devices embedded with
sensors that can collect data and connect to each other and
the broader internet) and fifth-generation wireless technology
(5G) networks. The government has laid out comprehensive in-
dustrial plans to create globally competitive firms and reduce
China’s dependence on foreign technology through: significant
state funding for domestic firms and 5G deployment, limited
market access for foreign competitors, China-specific technical
standards, increased participation in global standards bodies,
localization targets, and alleged cyber espionage and intellectu-
al property theft. This state-directed approach limits market op-
portunities for foreign firms in China and raises concerns about
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the ability of U.S. and other foreign firms to compete fairly both
in China’s domestic market and abroad.

* 5G networks are expected to quicken data speeds by 100 times,
support up to 100 times more IoT devices, and provide near-in-
stant universal coverage and availability. U.S. and Chinese com-
panies are engaged in a fierce competition to secure first mover
advantage and benefit from the trillions in economic benefits 5G
and subsequent technologies are expected to create.

e ToT devices collect enormous amounts of user information; when
aggregated and combined with greater computing power and
massive amounts of publicly available information, these data
can reveal information the user did not intend to share. U.S.
data could be exposed through unsecure IoT devices, or when
Chinese IoT products and services transfer U.S. customer data
back to China, where the government retains expansive powers
to access personal and corporate data.

e The Chinese government is leveraging its comparative advan-
tage in manufacturing and state-led industrial policies to se-
cure an edge in the IoT’s wide-ranging commercial and military
applications. U.S. firms and the U.S. government rely on glob-
al supply chains that in many cases are dominated by China.
While not all products designed, manufactured, or assembled in
China are inherently risky, the U.S. government lacks essential
tools to conduct rigorous supply chain risk assessments. Federal
procurement laws and regulations are often contradictory, and
are inconsistently applied.

¢ International 5G standards will be set by 2019, facilitating
large-scale commercial deployment expected by 2020. The Chi-
nese government is encouraging its companies to play a great-
er role in international 5G standards organizations to ensure
they set global standards; such leadership may result in higher
revenues and exports from internationally accepted intellectual
property and technology and more global influence over future
wireless technology and standards development.

e China’s central role in manufacturing global information tech-
nology, IoT devices, and network equipment may allow the
Chinese government—which exerts strong influence over its
firms—opportunities to force Chinese suppliers or manufactur-
ers to modify products to perform below expectations or fail,
facilitate state or corporate espionage, or otherwise compromise
the confidentiality, integrity, or availability of IoT devices or 5G
network equipment.

e The lax security protections and universal connectivity of IoT
devices create numerous points of vulnerability that hackers or
malicious state actors can exploit to hold U.S. critical infrastruc-
ture, businesses, and individuals at risk. These types of risks
will grow as IoT devices become more complex, more numer-
ous, and embedded within existing physical structures. The size,
speed, and impact of malicious cyber attacks against and using
IoT devices will intensify with the deployment of 5G.

USCC2018.indb 21 11/2/2018 10:34:01 AM



22
THE COMMISSION’S KEY RECOMMENDATIONS

The Commission considers 10 of its 26 recommendations to Con-
gress to be of particular signficance. The complete list of recommen-
dations appears at the Report’s conclusion on page 483.

The Commission recommends:

e Congress require the Office of Management and Budget’s Fed-
eral Chief Information Security Officer Council to prepare an
annual report to Congress to ensure supply chain vulnerabil-
ities from China are adequately addressed. This report should
collect and assess:

o Each agency’s plans for supply chain risk management and
assessments;

o Existing departmental procurement and security policies and
guidance on cybersecurity, operations security, physical secu-
rity, information security and data security that may affect
information and communications technology, 5G networks,
and Internet of Things devices; and

o Areas where new policies and guidance may be needed—in-
cluding for specific information and communications technolo-
gy, 5G networks, and Internet of Things devices, applications,
or procedures—and where existing security policies and guid-
ance can be updated to address supply chain, cyber, opera-
tions, physical, information, and data security vulnerabilities.

¢ Congress examine whether the Office of the U.S. Trade Repre-
sentative should bring, in coordination with U.S. allies and part-
ners, a “non-violation nullification or impairment” case—along-
side violations of specific commitments—against China at the
World Trade Organization under Article 23(b) of the General
Agreement on Tariffs and Trade.

e Congress direct the U.S. Department of Justice to:

o Examine the application of current U.S. laws, including the
“Conspiracy against Rights” law, to prosecuting Chinese Com-
munist Party affiliates who threaten, coerce, or otherwise in-
timidate U.S. residents.

o Clarify that labels required by the Foreign Agents Registra-
tion Act on informational materials disseminated on behalf of
foreign principals, such as China Daily, must appear promi-
nently at the top of the first page of such materials.

e Congress require the Director of National Intelligence to pro-
duce a National Intelligence Estimate (NIE), with a classified
annex, that details the impact of existing and potential Chinese
access and basing facilities along the Belt and Road on freedom
of navigation and sea control, both in peacetime and during a
conflict. The NIE should cover the impact on U.S., allied, and
regional political and security interests.

e Congress direct the National Counterintelligence and Security
Center to produce an unclassified annual report, with a clas-

USCC2018.indb 22 11/2/2018 10:34:01 AM



23

sified annex, on the Chinese Communist Party’s influence and
propaganda activities in the United States.

e Congress direct the U.S. Department of Defense and U.S. De-
partment of Homeland Security to provide to the relevant
committees of jurisdiction a report, with a classified annex, as-
sessing how the change in the China Coast Guard’s command
structure affects its status as a law enforcement entity now
that it reports to the Central Military Commission. The report
should discuss the implications of this new structure for China’s
use of the coast guard as a coercive tool in “gray zone” activity
in the East and South China seas. This report should also de-
termine how this change may affect U.S. Navy and U.S. Coast
Guard interactions with the China Coast Guard, and whether
the latter should be designated as a military force.

e Congress direct the National Telecommunications and Informa-
tion Administration and Federal Communications Commission
to identify (1) steps to ensure the rapid and secure deployment
of a 5G network, with a particular focus on the threat posed
by equipment and services designed or manufactured in China;
and (2) whether any new statutory authorities are required to
ensure the security of domestic 5G networks.

e Congress direct the Government Accountability Office to conduct
an assessment of U.S.-China collaborative initiatives in techni-
cal cooperation. This assessment should describe the nature of
collaboration, including funding, participation, and reporting on
the outcomes; detail the licensing and regulatory regime under
which the initiatives occur; consider whether the intellectual
property rights of U.S. researchers and companies are being ade-
quately protected; examine whether Chinese state-owned enter-
prises or the military are benefitting from U.S. taxpayer-funded
research; investigate if any Chinese researchers participating
in the collaboration have ties to the Chinese government or
military; investigate if any U.S. companies, universities, or labs
participating in U.S. government-led collaboration with China
have been subject to cyber penetration originating in China;
and evaluate the benefits of this collaboration for the United
States. Further, this assessment should examine redundancies,
if any, among various U.S.-China government-led collaborative
programs, and make suggestions for improving collaboration.

e Congress direct the U.S. Department of the Treasury to pro-
vide a report within 180 days on the current state of Chinese
enforcement of sanctions on North Korea. A classified annex
should provide a list of Chinese financial institutions, business-
es, and officials involved in trading with North Korea that could
be subject to future sanctions, and should explain the potential
broader impacts of sanctioning those entities.

e Congress direct the Office of the U.S. Trade Representative to
identify the trade-distorting practices of Chinese state-owned
enterprises and develop policies to counteract their anticompet-
itive impact.
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INTRODUCTION

Over a quarter century ago, Deng Xiaoping famously instructed
his countrymen to “hide your capabilities and bide your time” and
to “absolutely not take lead” in world affairs. The last hint of this
formulation for a cautious and conservative Chinese role in the
world faded into history this year. The China that emerged from
last October’s 19th National Congress of the Chinese Communist
Party (CCP) could not be more opposite in tone or bearing. Having
amassed all titles of authority and successfully removed term limits
on himself, Xi Jinping announced a “new era” that sees his China
“moving closer to the world’s center stage” and offering a “Chinese
approach” to solving problems.

Although the CCP emphasizes China’s peaceful rise and the
“shared prosperity” it claims to bring the world, this rhetoric con-
ceals a coordinated, long-term effort to transform China into a dom-
inant global power. As President Xi pursues structural changes in
the global order to facilitate Chinese ambitions, how are other coun-
tries welcoming the economic or political opportunities it purports to
offer? Is China’s attempt to frame its approach as a new alternative
compatible with the existing order, or is it creating a new era of per-
sistent competition? While these questions remain open, one answer
is clear: many aspects of China’s attempts to seize leadership have
undoubtedly put at risk the national security and economic inter-
ests of the United States, its allies, and its partners.

In late 2017, China’s 19th Party Congress solidified President Xi’s
consolidation of all visible levers of political power. Putting in place
his chosen team and setting aside succession planning, President Xi
now appears able to focus on personally guiding China’s political,
economic, military, and diplomatic policies for the foreseeable future.
Under his control, it is already clear that China is growing increas-
ingly authoritarian at home and assertive abroad.

Domestically, the line between the Party and the state has all but
vanished under President Xi’s leadership. CCP entities have taken
control over aspects of social, economic, foreign, and security policy
once shared with the offices of the Chinese state, undoing moves
toward institutionalization of the government taken by his prede-
cessors. In President Xi’s words, “Government, the military, society,
and schools; north, south, east, and west—the Party leads them all.”

Many of those who supported China’s accession to the World Trade
Organization believed economic growth would raise the quality of
life for the Chinese people, but hoped it would also deepen reform
and perhaps eventually spark political liberalization. The opposite
has happened. The CCP has used economic growth—coupled more
recently with its anticorruption campaign—to strengthen its own
grasp on authority, advance its state-capitalist model, buttress au-
thoritarian governments abroad, leverage its market against other

(25)
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nations, and fund a massive buildup of Chinese military power to
intimidate and silence its neighbors.

Economic liberalization has stalled under President Xi, and many
reforms have been reversed. Foreign companies hoping to partici-
pate in China’s market must pay a high price for admission, transfer
technology, and suffer regulations that tilt the playing field in favor
of their Chinese competitors. U.S. companies, inventors, and workers
have witnessed the damaging impact of China’s trade-distorting pol-
icies in curtailed exports, stolen intellectual property, and dumped
products flooding the U.S. market. The U.S. goods trade deficit with
China continues to climb to new heights, reaching a record $375
billion in 2017 and on track to exceed that in 2018.

As President Xi and the CCP have rejected liberal democratic ide-
als for China’s own political and economic development, they point to
Beijing’s model as a viable alternative. The Belt and Road Initiative,
President Xi’s signature foreign policy endeavor, is the most visible
manifestation of China’s “going out” policy. Beijing often contrasts
its so-called no-strings-attached approach to development with the
established global norms which condition financing on good gover-
nance, sustainability, transparency, and freedom from corruption. In
practice, however, accepting an offer of Chinese money often means
also agreeing to purchase the services of Chinese companies and
the labor of Chinese workers, aligning certain policies with Beijing’s
preferences, and possibly ceding sovereign rights over strategic as-
sets or infrastructure.

The CCP views a strong military as essential for supporting its
global ambitions. Under President Xi, it has directed the Chinese
military to significantly accelerate its modernization timeline with
the ultimate goal of becoming a “world-class” force. China’s compet-
itive views and political insecurities have often created more frac-
tious relationships that hinder or limit international cooperation
during responses to the common threats of piracy, terrorism, and
disaster. Meanwhile, President Xi has called on China’s soldiers and
diplomats to carry out a more muscular, self-confident foreign policy.
Today, while working to overcome s1gn1ﬁcant military shortcomings,
China is already more assertively advancing Beijing’s sovereignty
claims throughout the Indo-Pacific, intensifying preparations for
combat, and enhancing its capabilities to deter and defeat the U.S.
military should it be required to do so in a future conflict.

By 2018, leaders of the U.S. Indo-Pacific Command, U.S. Navy,
and U.S. Air Force have all publicly referred to China’s military as
a “peer competitor” in certain scenarios. The Commission’s work this
year led to a lively, yet unfinished, debate on China’s status as a
“peer” to the U.S. military. In the coming year we will explore the ac-
curacy of such claims, the qualifications under which such a title is
warranted, and the implications for U.S. national security of facing
a “peer competitor” with self-described competing national security
interests.

While China is working to project confidence and leadership on
the global stage, there are some indications that the unity of pur-
pose presented by President Xi and his loyalists may be intended to
draw attention away from dangerous countervailing currents devel-
oping at home and abroad. The economy is slowing, bogged down by
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rising corporate and local government debt, income inequality, and
massive environmental pollution. Fearful of unsustainable debt bur-
dens and China’s growing encroachment on their sovereignty, some
recipients of Belt and Road Initiative projects are pushing back, re-
negotiating some deals and canceling others. Some have also crit-
icized China over its influence operations and use of the Belt and
Road Initiative to establish a new type of colonialism. There are
indications of dissent within China, and potentially even within the
CCP.

In word and deed, the CCP has abandoned any inclination for eco-
nomic and political liberalization. Rather than promoting fair trade
and investment, China engages in predatory economic practices.
Rather than providing development finance in line with established
rules, China provides loans and investment in nontransparent ways
on projects that do not always meet global governance standards
and pass tests of commercial viability. Rather than respecting other
countries’ sovereign rights, China is altering the status quo in the
Indo-Pacific and has publicly congratulated itself on its militariza-
tion of the South China Sea. Rather than promoting the free flow of
information and human rights at home and abroad, China is dou-
bling down on censorship and technologically-enabled repression,
including against China’s Uyghur ethnic minority population.

For several decades, U.S. policy toward China was rooted in hopes
that economic, diplomatic, and security engagement would lay the
foundation for a more open, liberal, and responsible China. Those
hopes have, so far, proven futile. Members of Congress, the Admin-
istration, and the business community have already begun taking
bipartisan steps to address China’s subversion of international or-
der. Washington now appears to be calling with a unified voice for
a firmer U.S. response to China’s disruptive actions. In many areas,
the CCP will be quick to cast any pushback or legitimate criticism
as fear, nationalism, protectionism, and racism against the Chinese
people. As a new approach takes shape, U.S. policy makers have
difficult decisions to make, but one choice is easy: reality, not hope,
should drive U.S. policy toward China.
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CHAPTER 1

U.S.-CHINA ECONOMIC
AND TRADE RELATIONS

SECTION 1: YEAR IN REVIEW:
ECONOMICS AND TRADE

Key Findings

e China’s state-led, market-distorting economic model presents a
challenge to U.S. economic and national security interests. The
Chinese government, directed by the Chinese Communist Par-
ty (CCP) leadership, continues to exercise direct and indirect
control over key sectors of the economy and allocate resources
based on the perceived strategic value of a given firm or indus-
try. This puts U.S. and other foreign firms at a disadvantage—
both in China and globally—when competing against Chinese
companies with the financial and political backing of the state.

e The United States has sought to address unfair Chinese trade
practices in part by using mechanisms codified in U.S. trade laws,
bringing cases to the World Trade Organization, and threaten-
ing additional trade actions. The Trump Administration’s trade
policies target Chinese technology transfer requirements and
insufficient intellectual property protections, the growing U.S.
trade deficit, and national security risks posed by an overreli-
ance on steel and aluminum imports, among other factors.

e The Chinese government continues to resist—and in some cases
reverse progress on—many promised reforms of China’s state-
led economic model. Repeated pledges to permit greater market
access for private domestic and foreign firms remain unfulfilled,
while the CCP instead enhances state control over the economy
and utilizes mercantilist policies to strategically develop domes-
tic industries. Chinese policymakers have stated their intent
to, but been largely unsuccessful in, fighting three “battles” to
achieve high-quality development in the next three years: cut-
ting corporate and local government debt, controlling pollution,
and reducing poverty.

¢ Chinese President and General Secretary of the CCP Xi Jin-
ping has prioritized efforts to consolidate control over economic
policymaking. However, this strategy may have unintended con-
sequences for China’s economic growth. Increased state control
over both public and private Chinese companies may ultimate-
ly reduce productivity and profits across a range of industries,
with firms pursuing CCP—rather than commercial—objectives.

(29)
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e China’s debt burden poses a growing threat to the country’s
long-term economic stability. Even as Chinese banks’ nonper-
forming loans rise and unofficial borrowing by local govern-
ments comes due, Chinese policymakers continue to spur new
credit growth to combat fears of an economic slowdown.

e In 2017 and the first half of 2018, the Chinese government re-
ported it exceeded its targets for gross domestic product (GDP)
growth. However, economic indicators suggest China’s GDP
growth may slow in the second half of 2018, with China’s drivers
of growth stalling amid trade tensions with the United States.
Meanwhile, discrepancies between official government data at
the national and local levels, and growth figures that remain
unusually consistent across months and years, continue to cast
doubt on the reliability of China’s official data.

¢ In the first half of 2018, China posted a current account defi-
cit of $28.3 billion, or 1.1 percent of GDP, for the first time in
20 years. A declining current account balance could contribute
to increased volatility in the exchange rate. It could also lead
Beijing to sell foreign assets or increase foreign borrowing to
finance government projects, limiting China’s ability to insulate
itself from financial shocks.

e The United States posted a record trade deficit in goods with
China in 2017 ($375.6 billion), and is poised to exceed that total
in 2018. Through the first eight months of 2018, the U.S. goods
deficit was up 9 percent compared to the same period in 2017.
Services continued to be the one area where the United States
had a surplus with China, although the size of the services
trade surplus remains dwarfed by the goods trade deficit. In
2017, the U.S. services trade surplus with China increased to a
historic high of $40.2 billion, largely on the strength of Chinese
tourism to the United States.

¢ Chinese foreign direct investment (FDI) in the United States
has dropped over the last 18 months amid Beijing’s efforts to
tighten both political and regulatory controls on capital outflows
and increased uncertainty surrounding U.S. investment review
procedures. In 2017, Chinese FDI flows to the United States fell
to $29.4 billion, down from $45.6 billion in 2016. Chinese ven-
ture capital (VC) investments in the United States have accel-
erated, however, with China representing the largest single for-
eign VC investor ($24 billion) in the United States cumulatively
between 2015 and 2017, according to a recent U.S. government
study. Meanwhile, U.S. investment in China has increased as
the Chinese government selectively liberalized foreign invest-
ment restrictions in some industries, including banking, auto-
mobiles, and agriculture.

e The Trump Administration has threatened to impose tariffs
on $517 billion worth of Chinese imports, with tariffs on $250
billion worth of imports implemented as of October 2018. The
initial set of U.S. tariffs primarily targeted Chinese technology
products after the Section 301 investigation conducted by the
Office of the U.S. Trade Representative concluded that Beijing
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employs an array of unfair practices against foreign firms pri-
marily designed to advance China’s technological capabilities.

¢ In retaliation for US. trade enforcement actions, China has
implemented tariffs on $113 billion worth of imports from the
United States. Beijing’s tariffs primarily target U.S. exports of
agriculture products, automobiles, and aviation, among other
industries.

Introduction

In 2018, the Chinese government continued to increase Chinese
Communist Party (CCP) control and consolidate political power. The
administration of Chinese President and General Secretary of the
CCP Xi Jinping has made clear it will pursue policies that support
short-term economic growth, including increased infrastructure in-
vestments and additional funding to develop advanced technologies.
To the extent Beijing attempts to address economic and social chal-
lenges—including high corporate debt, pollution, and poverty—it
does so only when its actions will not impede economic growth or
threaten the CCP’s rule.

Beijing continues to discriminate against foreign companies oper-
ating in China and employ market-distorting and anticompetitive
trade practices. These practices include theft and forced transfers
of intellectual property (IP), subsidies in violation of World Trade
Organization (WTO) rules, state support for commercial firms, and
other policies. In response, the United States has taken a more ag-
gressive stance against Beijing, leading to an escalation of tensions
involving billions of dollars’ worth of tariffs and several WTO dis-
putes.

This section examines China’s domestic and external economic re-
balancing, as well as key developments in U.S.-China bilateral and
multilateral economic engagement since the Commission’s 2017 An-
nual Report to Congress. For analysis of U.S. trade tools vis-a-vis
China, see Chapter 1, Section 2, “Tools to Address U.S.-China Eco-
nomic Challenges.” Chinese agriculture policy and trade with the
United States is discussed in Chapter 1, Section 3, “China’s Agricul-
tural Policies: Trade, Investment, Safety, and Innovation.” Finally,
China’s development of the Internet of Things and fifth-generation
wireless technology (5G) networks is analyzed in Chapter 4, Section
1, “Next Generation Connectivity.”

U.S.-China Bilateral Trade

The U.S.-China trade imbalance reached historic levels in 2017.
U.S. goods imports from China remain the primary driver of the
deficit, exceeding $500 billion for the first time in 2017.1 Although
the United States posted a record trade surplus with China in ser-
vices—primarily due to Chinese tourism—it remains dwarfed by the
goods trade deficit.2

The U.S. goods trade deficit with China totaled $375.6 billion in
2017—up 8.2 percent from 2016 levels and the highest yearly deficit
on record (see Figure 1).3 U.S. goods exports increased 12.5 percent
year-on-year to $129.9 billion (see Table 1), while goods imports rose
9.3 percent to $505.5 billion (see Table 2), both records.4 China con-
tinues to comprise the largest single source of the U.S. global trade
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deficit, accounting for 47.2 percent of the United States’ $795.7 bil-
lion global trade deficit in goods.5 In 2017, U.S. exports to China
made up 8.4 percent of its global exports, while Chinese exports to
the United States made up 20 percent of China’s global exports.6

Figure 1: U.S. Goods Trade Deficit with China, 2007-2017
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Source: U.S. Census Bureau, Trade in Goods with China.

Table 1: U.S. Goods Exports to China, 2017

USS$ billions

Transportation Equipment $29.2
Computer and Electronic Products $17.1
Agricultural Products* $15.8
Chemicals $15.1
Non-Electrical Machinery $9.4
Oil and Gas $6.8
Waste and Scrap $5.6
Food Products $3.3
Other $27.5

Total Exports $129.9

Source: U.S. Census Bureau, NAICS database (Washington, DC: U.S. Department of Commerce,
Foreign Trade Division, October 2018).

*The “agricultural products” category includes oilseeds and grains, fruits, vegetables, and nuts;
it does not include fish and seafood, livestock, or forestry products.
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Table 2: U.S. Goods Imports from China, 2017

US$ billions

Computer and Electronic Products $184.3
Electrical Equipment $43.9
Misc. Manufactured Goods $41.3
Non-Electrical Machinery $35.0
Apparel and Accessories $29.3
Furniture and Fixtures $23.5
Fabricated Metal Products $22.7
Leather Products $20.2
Other $105.1

Total Imports $505.5

Source: U.S. Census Bureau, NAICS database (Washington, DC: U.S. Department of Commerce,
Foreign Trade Division, October 2018).

In the first eight months of 2018, U.S. goods exports to China
reached $83.6 billion (an increase of 5 percent year-on-year) while
U.S. goods imports from China were $344.7 billion, up 8 percent
year-on-year.” The 2018 U.S. trade deficit with China is on pace to
surpass 2017; through August 2018, the overall goods deficit in-
creased 9 percent year-on-year to $261.1 billion.8

One area where the United States has a trade surplus with China
is in services (see Figure 2).* The U.S. services trade surplus with
China increased to a new high of $40.2 billion in 2017—up 3.3 per-
cent from 2016 levels—on the strength of U.S. services exports to
China, which increased 4.9 percent year-on-year to a record high of
$57.6 billion (see Table 3).9 U.S. services imports from China also
reached a record high, growing at 8.7 percent over 2017 levels to
$17.4 billion (see Table 4).1°0 Chinese tourism to the United States—
which is considered a U.S. services export—accounted for 57 percent
($32.8 billion) of total U.S. services exports to China in 2017.7 Ex-
ports of U.S. financial servicesi saw a large increase from a small
base in 2017, rising to $3.9 billion (up 18.7 percent from 2016 lev-

*Services trade includes tourism, financial services, insurance services, transportation, charges
for use of IP, and telecommunications services.

fTUnder international and U.S. standards, tourism is broadly defined to include travel and
related expenses for business purposes, and travel and related expenses for personal purposes
(e.g., vacation, education, and medical services). Chinese visits to the United States are classified
as U.S. tourism exports, and U.S. visits to China are classified as Chinese tourism exports. U.S.
tourism trade statistics are collected by the U.S. Bureau of Economic Analysis. International
Monetary Fund, “Balance of Payments and International Investment Position Manual,” 2009;
U.S. Department of Commerce, Comprehensive Restructuring of the International Economic Ac-
counts: New International Guidelines Redefine Travel; U.S. Department of Commerce, Bureau
of Economic Analysis, Table 1.3 U.S. International Transactions, Expanded Detail by Area and
Country, June 20, 2018.

+Financial services include financial intermediary and auxiliary services, except insurance ser-
vices. These include services normally provided by banks and other financial institutions, such
as financial advisory services, credit and other credit-related services, and securities lending
services. U.S. Bureau of Economic Analysis, “Explanatory Notes.” https://www.bea.gov/system/
files/2018-09/info0718.txt.
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els).11 U.S. financial services exports could continue to rise as China

reduces restrictions on foreign investors in the industry.12

Figure 2: U.S.-China Services Trade, 2007-2017
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Table 1.3 U.S. Interna-
tional Transactions, Expanded Detail by Area and Country, June 6, 2018.

Table 3: U.S. Services Exports to China, 2017

USS$ billions

Tourism $32.8
Charges for Use of IP $8.8
Transport $5.2
Financial Services $3.9
Other Business Services $3.4
Maintenance and Repair Services $1.5
IT Services $1.0
Insurance Services $0.6
Government Goods and Services $0.5

Total Exports $57.6

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Table 1.3 U.S. Interna-
tional Transactions, Expanded Detail by Area and Country, June 6, 2018.
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Table 4: U.S. Services Imports from China, 2017

USS$ billions

Other Business Services $4.8
Transport $4.7
Tourism $4.6
Charges for the Use of IP $0.9
IT Services $0.9
Financial Services $0.7
Insurance Services $0.4
Maintenance and Repair Services $0.4
Government Goods and Services $0.1

Total Imports $17.4

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Table 1.3 U.S. Interna-
tional Transactions, Expanded Detail by Area and Country, June 6, 2018.

The U.S. trade deficit with China in advanced technology products
(ATP)* stood at $86.3 billion in the first eight months of 2018, up
8.2 percent over the same period in 2017.13 Total U.S. ATP imports
from China reached $110 billion, of which information and commu-
nication technology (ITC) accounted for $99.3 billion (up 7.1 percent
year-on-year).14 In the first eight months of 2018, U.S. ATP exports
to China totaled $23.6 billion (up 6 percent year-on-year). Exports
of aerospace technology,t the largest product category, were $9.8 bil-
lifgn—an increase of 1.3 percent compared to the first eight months
of 2017.15

U.S.-China Investment Flows

Chinese annual foreign direct investment (FDI) flows to the Unit-
ed States slowed in 2017 and the first half of 2018 due, in part, to
Beijing’s crackdown on outbound flows and increased U.S. scrutiny
of inbound investments. Meanwhile, U.S. investment flows to Chi-
na have increased in recent years amid the Chinese government’s
efforts to liberalize investment restrictions in sectors like energy,
transportation, and electric vehicles.

Chinese Investment in the United States

Official statistics from the U.S. Department of Commerce Bureau
of Economic Analysis indicate the United States attracted more than
$260 billion of global FDI flows in 2017, of which 5.4 percent ($14 bil-
lion) came from China.® Because there are limitations to using official
data (see textbox “Note on Investment Data”), investment data in this
section are from Rhodium Group, a private U.S. economic consultancy.

*ATP includes products whose technology is from a recognized high technology field and rep-
resents a leading edge technology in that field. U.S. Census Bureau, “Trade Definitions.”

T Aerospace exports include helicopter, airplane, and spacecraft parts and machinery. U.S. Cen-
sus Bureau, “Advanced Technology Product Code Descriptions.” https://census.gov/foreign-trade/
reference/codes/atp/index.html.
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Note on Investment Data

There are multiple official and privately-collected sources of
Chinese FDI in the United States, including:

Official U.S. government statistics: The U.S. Bureau of Economic
Analysis collects its FDI flow data from surveys of U.S. affiliates
of foreign parent companies.1” These estimates do not include all
Chinese FDI, including those routed through Hong Kong and oth-
grloffihore financial centers, and are provided after a significant

elay.*

China Global Investment Tracker: Hosted by the American En-
terprise Institute, the database includes all Chinese global out-
bound FDI transactions worth $100 million or more since 2005.
In total, the database contains information on more than 2,900
separate global transactions.18

China Investment Monitor: Compiled by Rhodium Group, the
database includes transactions valued at $500,000 or more that
result in foreign ownership exceeding 10 percent of equity. The
database captures all FDI transactions ultimately owned by Chi-
nese entities regardless of where the initial source of investment
is located, but does not include passive investments.}

Rhodium Group estimates that from 2010 to 2016, annual Chi-
nese investment in the United States rose from $4.6 billion to $45.6
billion, before dropping down to $29.4 billion in 2017 due to a combi-
nation of Chinese capital controls and increased uncertainty around
U.S. investment review procedures.1? In 2017, acquisitions of exist-
ing U.S. assets accounted for 97.3 percent by value of Chinese in-
vestment in the United States, with the rest comprising capital-in-
tensive greenfield investments.20 U.S.-bound Chinese FDI primarily
targeted real estate and transportation in 2017, with combined
investments in these sectors accounting for nearly 72.7 percent of
China’s FDI in the United States.21

Declining FDI Flows from China

Rhodium Group estimates that through the first half of 2018, Chi-
nese FDI flows to the United States totaled $1.8 billion—down 92
percent from the first half of 2017, and the lowest level since 2011.22
The leading targets of Chinese investment in the first half of the
year included U.S. health and biotechnology ($990 million), real es-
tate ($387 million), and ICT ($108 million).23

The slowdown in Chinese FDI flows to the United States is likely
to continue in the second half of 2018 as a result of Beijing’s efforts

*In a 2013 report produced at the Commission’s recommendation, the International Trade
Administration (a bureau within the Department of Commerce) said that while Rhodium Group
estimates showed $6.5 billion of FDI flows from China to the United States in 2012, U.S. gov-
ernment estimates showed only $219 million. The report noted that differing methodologies for
compiling the data account for the differences in reported investment value. U.S. Department of
Commerce, International Trade Administration, Report: Foreign Direct Investment (FDI) in the
United States from the China and Hong Kong SAR, July 17, 2013.

T For more on the reliability of statistics on Chinese investment in the United States, see Thilo
Hanemann and Daniel H. Rosen, “Chinese Investment in the United States: Recent Trends and
the Policy Agenda,” Rhodium Group (prepared for the U.S.-China Economic and Security Review
Commission), December 2016, 12-28.
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to tighten controls on capital outflows and increased uncertainty
surrounding U.S. investment review procedures. According to Thilo
Hanemann, a director at Rhodium Group,

Given the thin pipeline of pending acquisitions and the
looming additional investment restrictions it is unlikely that
Chinese investment will rebound significantly in the second
half of the year. If current trends hold, the full year figure
will come in well below $10 billion, which would be the low-
est in more than five years.24

Diminished FDI flows are partly a consequence of Chinese
policy decisions aimed at curbing capital outflows and cracking
down on major overseas investors. In November 2016, China’s
State Administration of Foreign Exchange lowered the threshold
for government review of capital transfers abroad from $1 bil-
lion to $5 million.25 In June 2017, those regulators also increased
scrutiny of deals by large overseas investors (e.g., Anbang Insur-
ance Group, HNA Group, and Dalian Wanda Group), introducing
new regulations barring state-owned banks from loaning to large
private firms investing overseas.26 The same month, the China
Banking Regulatory Commission began investigating the use of
high-interest financial products and overseas loans to finance for-
eign deals.2?7 In August 2017, China’s State Council announced
new policies restricting “irrational” foreign investments—such
as investments in hospitality or real estate—that do not support
government objectives.28

Increased scrutiny on inbound investments in the United States
has also contributed to the chill on FDI flows from China. Since
2017, at least ten attempted acquisitions of U.S. assets by Chinese
investors have either been withdrawn due to scrutiny from the
Committee on Foreign Investment in the United States (CFIUS) or,
in the case of Lattice Semiconductor, rejected by the president on
CFIUS’s recommendation (see Table 5).%29 The total value of these
deals is around $5.8 billion.

Table 5: The CFIUS Process and Select Chinese Investments, 2017-Q3 2018

Value
Chinese (US$
U.S. Target Investor Industry millions) Status
Novatel Withdrawn
Wireless, Inc. TCL Corp. ICT $50 June 2017
Global Eagle ]
. Beijing Shareco . . Withdrawn
Enteriﬁlcnment, Technologies Co. Multimedia $103 July 2017
Lattice China Venture Rejected
Semiconductor Capital Fund Semiconductors $1,300 September
Corp. Corp. 2017

*CFIUS is the primary U.S. government body that reviews mergers, acquisitions, or takeovers
leading to foreign control of U.S. assets. For more on CFIUS reviews of Chinese investments, see
U.S.-China Economic and Security Review Commission, Chapter 1, Section 2, “Chinese Invest-
ment in the United States,” in 2017 Annual Report to Congress, November 2017, 81-83.
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Table 5: The CFIUS Process and Select Chinese Investments,
2017-Q3 2018—Continued

Value
Chinese (US$
U.S. Target Investor Industry millions) Status
Iizli}glxi}i] (In;fég‘i{' NavInfo Co. and Withdrawn
p Tencent Holdings Software $330 September
ly owned by Ltd 2017
Intel Corp.) )
Maxwell Withdrawn
: SDIC Fund .
TEChIIlr?}:(.)gles, Management Co. Electronics $46.6 Sepzt(()air;ber
. Withdrawn
Aleris Zhongwang USA .
Corporation LLC Aluminum $2,300 No;grlg?ber
. . . Withdrawn
Cowen Inc. ghma Enelr‘t%y Fémar}mal $100 November
ompany . ervices 2017
MoneyGram . . Withdrawn
International, Ant Financial Fslglfav?g;zl $880 January
Inc. 2018
Unic Capital
Management Co. -
and China In- . Withdrawn
Xcerra, Inc. tegrated Circuit Semiconductors $580 February
Industry Invest- 2018
ment Fund Co.
BlueFocus Withdrawn
Cogint, Inc. Communications ICT $100 February
Group Co. 2018

Note: Withdrawn deals were either withdrawn from CFIUS’s consideration or not refiled. These
deals were at various stages of finalization when withdrawn and appear to have been withdrawn
due in part to fear of CFIUS review.

Source: Compiled by Commission staff; Trade Practitioner, “CFIUS Information Archive,”
Squire Patton Boggs.

In assessing a transaction’s national security risks, the Trump
Administration has considered a wider array of factors than previ-
ous administrations—including the presence of third-party foreign
entities and potential implications for future competitiveness.3? For
example, the attempted acquisition of U.S. semiconductor firm Qual-
comm Inc. by the Singaporean firm Broadcom Ltd. was blocked in
March 2018 due to “credible evidence” that Broadcom, through its
control of Qualcomm, “might take action that threatens to impair the
national security of the United States.”3! The concerns centered on
Chinese tech giant Huawei Technologies, with CFIUS stating that
a reduction in Qualcomm’s competitiveness and outsized influence
in standard-setting for information and communication technology
products would allow for competitors like Huawei to fill the void (for
more on China’s development of next-generation technologies, see
Chapter 4, Section 1, “Next Generation Connectivity”).32

In August 2018, President Donald Trump signed the bipartisan
Foreign Investment Risk Review Modernization Act of 2018 (FIRR-
MA) into law, which seeks to “modernize and strengthen” CFIUS to
“more effectively guard against the risk to the national security of
the United States posed by certain types of foreign investment.”33
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FIRRMA, which reflects many components of a recommendation
made by the Commission in its 2017 Annual Report to Congress,
expands CFIUS’s jurisdiction to review a broader number of trans-
actions, requires CFIUS to examine a wider array of technologies
and industries, and extends the timetable for investment review
processes.™

Chinese Venture Capital Investment in the United States

Before the passage of FIRRMA, the value of Chinese venture cap-
ital (VC) investments in early-stage U.S. technology companies was
not collected by the U.S. government, despite representing a sig-
nificant and growing share of total investment in U.S. companies.
According to a 2017 report examining these flows by DIUx, a U.S.
Department of Defense initiative in Silicon Valley, Chinese investors
accounted for between 10 and 16 percent of total U.S. VC funding by
value between 2015 and 2017, up from 1 percent in 2010.7 Between
2015 and 2017, China was the largest single foreign VC investor in
the United States, investing $24 billion. For comparison, during the
same period, all European countries’ VC investments in the United
States totaled $36 billion.34

Separately, a Rhodium Group report found that from January to
May 2018, Chinese VC investment in the United States reached
nearly $2.4 billion, equal to what Rhodium Group found to be the
full-year record set in 2015.35 From 2000 to May 2018, the report es-
timates that Chinese VC capital contributions in the United States
totaled $11 billion, 88 percent of which came from private Chinese
investors.36 Chinese VC investments involving state-owned inves-
tors have increased modestly since 2014, including deals by inves-
tors with ties to the state-owned China Development Bank, the sov-
ereign wealth fund China Investment Corporation, and subsidiaries
of Chinese state-owned enterprises (SOEs) such as SAIS Capital
(a U.S.-based subsidiary of the Chinese SOE Shanghai Automobile
Industry Corporation).37

High-tech industries such as artificial intelligence (Al), biotech-
nology, and virtual reality have been the primary targets of Chinese
VC activity in the United States. The DIUx study estimated that
from 2014 to the third quarter of 2017, Chinese investors were in-
volved in $1.2 billion of VC financing for U.S. Al firms.38 The capital
market data firm PitchBook estimates that in the first half of 2018,
Chinese VC funds participated in $5.1 billion worth of investment
rounds in U.S. biotech companies, up from $4 billion in 2017.39 As
seen in Figure 3, the Rhodium Group study found that Chinese in-
vestors targeted sensitive technologies in 78 percent of all U.S. VC
funding rounds involving a Chinese investor between 2000 and May
2018 (out of a total of more than 1,200 funding rounds with Chinese
participation).4® These investments are not just lucrative business
opportunities; they also enable Chinese firms to acquire valuable
U.S. technology and IP.

*For more on the proposed changes under FIRRMA, see Sullivan & Cromwell LLP, “CFIUS
Reform—The Foreign Investment Risk Review Modernization Act of 2018,” August 7, 2018.

tEstimates include China- and Hong Kong-based private companies’ equity financing into
emerging U.S. companies. Michael Brown and Pavneet Singh, “China’s Technology Transfer Strat-
egy: How Chinese Investments in Emerging Technology Enable a Strategic Competitor to Access
the Crown Jewels of U.S. Innovation,” Defense Innovation Unit Experimental, January 2018, 6.
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Figure 3: Chinese Participation in U.S. VC Funding Rounds by Industry,
2000-May 2018
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Source: Thilo Hanemann, Adam Lysenko, and Daniel H. Rosen, “Chinese Venture Capital in the
U.S.: Recent Trends and FIRRMA Impacts,” July 11, 2018, 8.

Due to the potential military applications of some of these prod-
ucts, Chinese VC investments could facilitate technology transfers that
threaten U.S. national security interests.4l Frank Yu, founder of the
Hong Kong-based investment group Ally Bridge, told the Financial
Times that “American companies usually have obvious advantages in
terms of cutting-edge innovation, originality and IP,” so Chinese firms’
VC investments seek to “bring some [of] the technologies [Chinese VC
funds] have invested in overseas back to China.”42 Of particular con-
cern are investments in U.S. technology start-ups. For example, the
state-owned SAIC Capital has invested in Silicon Valley start-ups de-
veloping autonomous driving, mapping, and artificial intelligence tech-
nologies.*3 These technologies are not only integral to the future of U.S.
innovation and economic development, but are also used to advance
the technological superiority of the U.S. military.44

Under FIRRMA, CFIUS will now be able to review passive invest-
ments (such as foreign investments facilitated through VC funds)
provided they allow a foreign entity to (1) access non-public techni-
cal information about a company or product, (2) gain membership or
observer rights on a company’s board or government body, or (3) be
substantially involved in company decision making (except through
voting shares).4® The ability to review these VC investments and
other covered transactions was deemed essential for “the capability
and capacity of the United States to meet the requirements of na-
tional security.”46

Chinese Companies Listed on U.S. Stock Exchanges

Chinese firms’ activities on U.S. capital markets also present
challenges for U.S. financial regulators and investors. Although the
number of Chinese firms listed on U.S. stock exchanges has declined
in recent years, the total market capitalization of Chinese issuers
in the United States has continued to grow (see Table 6). U.S. nego-
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tiators—including officials at the U.S. Public Company Accounting
Oversight Board (PCAOB) and Securities and Exchange Commis-
sion—are responsible for ensuring that all public accounting firms,
both domestic and foreign, disclose their clients’ financial informa-
tion as required under U.S. law.4” However, Chinese laws governing
the protection of state secrets and national security prohibit Chinese
firms from sharing their audit work reports with foreign regulators,
preventing the PCAOB from inspecting certified public accounting
firms in China and Hong Kong.4® This leaves U.S. investors exposed
to potentially exploitative and fraudulent activities by Chinese firms
listed in the United States.

Table 6: Chinese Firms Listed in the United States, 2012 and 2018

2012 2018
Number of Listings 188 159
Total Market Capitalization $0.1 $1.1

(US$ trillions)

Note: These figures represent only Chinese firms listed as American depository receipts on
the New York Stock Exchange, NASDAQ, and American Stock Exchange. 2018 figures are as of
October 4, 2018.

Source: Heng Ren Partners, interview with Commission staff, February 7, 2017, NASDAQ,
“Companies by Industry: China.”

Shaswat Das, the lead negotiator in the PCAOB’s discussions with
China until 2015, testified to the Commission in January 2017 that
the “gap in the PCAOB’s inspection program exposes ... U.S. inves-
tors to uncertainty regarding the quality of the audits being per-
formed in China.”49 Despite over a decade of negotiations with their
Chinese counterparts, U.S. regulators have made limited progress in
securing Beijing’s cooperation to ensure that Chinese firms listed on
foreign stock exchanges are properly audited.5°

U.S. Investment in China

U.S. investment in China increased both in value and as a proportion
of total U.S. outbound FDI since 2017. According to preliminary U.S.
government data, in 2017 annual U.S. FDI in China was $10.4 billion,
up from $9.5 billion in 2016.51 The share of U.S. FDI flows to China
increased to 3.4 percent of total outbound U.S. FDI in 2016, up from
2.8 percent in 2015.52 In terms of FDI stock, Rhodium Group estimates
that between 1990 and 2017, U.S. companies invested a total of $256
billion in China, compared with $140 billion Chinese companies have
invested in the United States.53 U.S. investments have historically
been focused on manufacturing and consumer-related assets—particu-
larly agriculture and automobiles—but in recent years have shifted to
high-tech and advanced services sectors.54

Increased U.S. investment in China has been facilitated by Chi-
nese government initiatives aimed at liberalizing market access
and promoting FDI inflows. In 2016, China implemented a negative
list* investment review system that was updated in June 2017 to
increase market access in sectors like electric vehicle battery man-
ufacturing, energy, and transportation equipment manufacturing.55

*A negative list identifies industries where foreign investment is limited or restricted. Under
the negative list system, all industries not specifically named are open to foreign investment.
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In July 2018, China relaxed restrictions on foreign investment and
foreign joint venture (JV) ownership limits in 22 sectors, including
banking, agriculture, and transportation (see Table 7).56

Table 7: Select Changes to China’s Foreign Investment Restrictions,
Effective July 2018

Investment Ownership | Foreign JV Ownership | Percent of
Industry Limits Reduced Limits Removed GDP, 2015
® Nuclear site construc- | ® Railways construction
tion and operation and management
Infrastructure | e Civilian airport 6.8%
construction and man-
agement
e Utilities construc- ® Gas station chain
tion (in cities with construction and man-
Utilities 500,000+ people) ageme.n.t . 9.9%
e Electricity grid
construction and man-
agement
e Water transport e Aircraft and ship
¢ Domestic shipping design, manufacturing,
agencies and maintenance
Transport o Airlines (25% stake) ¢ International mari- 4.4%
time transport
e Rail passenger ser-
vices
e Securities firms, equi- | ® Single foreign investor
ty investment funds, in a Chinese bank
Finance futures companies, (20% stake) 8.4%
insurance companies
(51% stake)
e Automobile manufac-
Automobiles turing (50% stake) N/A N/A
e New energy vehicles
Agriculture * Wheat, corn, and seed N/A 9.1%
production
Natural e (il and natural gas
R exploration and devel- N/A 2.8%
esources
opment

Note: Limits on foreign investments in finance-related industries are promised to be scrapped
in 2021. The GDP data uses proxies for infrastructure (data represents construction), finance
(financial intermediation), and natural resources (mining).

Source: Pan Che, “Quick Take: China Culls Foreign Investment ‘Negative List,” Caixin, June
29, 2018; China Securities Regulatory Commission via CEIC database; China’s National Bureau
of Statistics via CEIC database.

The relaxation of ownership limits will not necessarily result in
additional investment opportunities for U.S. firms due to China’s
arduous regulatory and approval processes. Foreign investors re-
port a range of challenges associated with investing in China,
including limits on foreign shareholders’ voting rights, limits on
foreign participation in companies’ board of directors, and an un-
reliable, opaque legal system that favors Chinese companies.57
In its 2018 China Business Climate Survey Report, the American
Chamber of Commerce in China found that 60 percent of U.S.
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companies surveyed * listed regulatory barriers as a top challenge
of operating in China, up from 39 percent in 2014 (see Table
8).58 According to the survey, regulatory compliance risks are the
third-largest challenge facing U.S. companies in China, with 37
percent selecting it as a top challenge, up from the eighth-largest
challenge in 2017.52 The role of the state is also becoming more
pronounced in foreign businesses; under Chinese law, foreign
companies are effectively required to create a CCP cell in their
China-based business.T Recent reporting reveals these cells are
also required to have an explicit role in the firm’s decision mak-
ing.6% As a result, Beijing’s efforts to loosen foreign investment
restrictions remain insufficient for addressing broader market ac-
cess restrictions facing U.S. firms in China.

Table 8: Top Five Business Challenges in China for U.S. Firms, 2014-2018

2014 2015 2016 2017 2018
Inconsistent Inconsistent Inconsistent
regulatory regulatory regulatory
1 Labor costs: Labor costs: interpretation interpretation interpretation
: 46% 61% and unclear and unclear and unclear
laws: laws: laws:
57% 58% 60%
Inconsistent Inconsistent
regulatory regulatory
2 interpretation interpretation = Labor costs: Labor costs: Labor costs:
. and unclear and unclear 54% 58% 56%
laws: laws:
39% 47%
Shortage Shortage Obtaining Increasing Regulatory
3 of qualified of qualified required Chinese pro- compliance
. employees: employees: licenses: tectionism: risks:
37% 42% 29% 32% 37%
Shortage of Shortage of Shortage Shortage of Shortage
4 qualified man- qualified man- of qualified qualified man- of qualified
* agement: agement: employees: agement: employees:
31% 32% 29% 30% 32%
Obtaining Increasing Obtaining Increasing
5 required Chinese pro- Indcl;st;‘g/itO\.rer- required Chinese pro-
: licenses: tectionism: 5917 ¥y licenses: tectionism:
31% 30% ¢ 29% 32%

Source: American Chamber of Commerce in the People’s Republic of China, 2018 China Busi-
ness Climate Survey Report, January 2018, 40.

Bilateral Economic Tensions

The United States and China have announced a series of trade en-
forcement actions in 2018, stemming from three investigations con-
ducted by the U.S. government: (1) Section 201 investigations into a
surge of washing machines and solar panel imports, (2) Section 232
investigations into the national security risks posed by imports of
steel and aluminum, and (3) the Office of the U.S. Trade Represen-

*The survey was sent to a total of 849 companies, out of which 411 responded in whole or in
part. American Chamber of Commerce in the People’s Republic of China, 2018 China Business
Climate Survey Report, January 2018, 12.

TUnder Chinese law, foreign and domestic firms with at least three CCP members are required
to provide the “necessary conditions” for creating a party cell. Jake Laband, “Fact Sheet: Com-
munist Party Groups in Foreign Companies in China,” China Business Review, May 31, 2018.
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tative’s (USTR) Section 301 investigation into “whether acts, poli-
cies, and practices of the Government of China related to technology
transfer, intellectual property, and innovation are unreasonable or
discriminatory and burden or restrict U.S. commerce.”61 (For more
on U.S. management of Chinese trade distortions, see Chapter 1,
Section 2, “Tools to Address U.S.-China Economic Challenges.”) In
subsequent months, the United States and China conducted negoti-
ations and announced a series of actions—including implementing
tariffs and bringing cases to the WT'O—in response to the Trump
Administration’s goal of securing a “fair and reciprocal” trade rela-
tionship (see Figure 4).62

Select U.S. Trade Remedies Used by the Trump
Administration

Section 201 of the Trade Act of 1974: The president can impose
temporary duties and other trade measures if the U.S. Interna-
tional Trade Commission determines a surge in imports is a sub-
stantial cause or threat of serious injury to a U.S. industry.

Section 232 of the Trade Expansion Act of 1962: The president
can take action to adjust imports of products the Department of
Commerce deems threaten to impair U.S. national security.

Section 301 of the Trade Act of 1974: The USTR can suspend
trade agreement concessions or impose import restrictions if it
determines a U.S. trading partner is violating trade agreement
commitments or engaging in discriminatory or unreasonable
practices that burden or restrict U.S. commerce.53

Figure 4: U.S.-China Tariff Actions, 2018

USTR RELEASES LIST OF $50B TARIFFS ON TECH %:;Z‘ggEBNIILEI[\:I)?\I .LC(F;IRF{:
PRODUCTS. CHINA VOWS TO RETALIATE WITH OF CHINESE PRODUCTS.
$50B TARIFFS ON FOOD, AVIATION PRODUCTS. U.S., CHINA BOTH IMPOSE CHINA IMPLEMENTS
TARIFFS ON $34B WORTH TARIFFS ON $60 BILLION
U.S. SOLAR PANEL & OF PRODUCTS. WORTH OF U.S. PRODUCTS,|
WASHING MACHINE
TARIFFS IMPOSED J l
l ° °
January February March April May Jur‘le July August September
USTR DIRECTED TO
IDENTIFY $200B WORTH OF
CHINA IMPOSES ADDITIONAL TARIFFS.
$3B WORTH OF
TARIFFS U.S., CHINA BOTH IMPOSE
TARIFFS ON $16B WORTH
U.S. STEEL AND ALUMINUM OF PRODUCTS.
TARIFFS IMPOSED

Source: Chad P. Bown and Melina Kolb, “T'rump’s Trade War Timeline: An Up-to-Date Guide,”
Peterson Institute for International Economics, August 23, 2018.
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Tariff Actions

In January 2018, following the conclusion of a U.S. Internation-
al Trade Commission Section 201 investigation, President Trump
announced tariffs on global imports of solar panels and washing
machines to combat a surge of imports found to be harming do-
mestic producers.* Two months after the Section 201 investiga-
tion, President Trump announced the imposition of 25 percent
tariffs on steel imports and 10 percent tariffs on aluminum im-
ports.64 The decision followed the release of a Section 232 in-
vestigation by the Department of Commerce, which found that
“the quantities and circumstances of steel and aluminum imports
threaten to impair [U.S.] national security.”6> Like the January
tariffs, the 25 percent tariffs on steel imports and 10 percent tar-
iffs on aluminum imports were applied to imports from around
the world—not just from China.

In March 2018, the USTR and Section 301 Committee published
its report, which stated that “the acts, policies, and practices of
the Chinese government related to technology transfer, intellectu-
al property, and innovation are unreasonable or discriminatory and
burden or restrict U.S. commerce.”®6 Based on the report’s findings,
the U.S. government initiated a WTO case challenging China’s dis-
criminatory technology licensing practices, announced plans for $50
billion worth of tariffs on imports from China, and directed the U.S.
Department of the Treasury to consider new restrictions on foreign
investments in high-tech industries.6? Despite several high-level
bilateral meetings between the United States and China in sub-
sequent months, both countries proceeded to impose or threaten
retaliatory tariffs on a range of industries, including agriculture,
technology products, and aviation.8

Between July and August 2018, the United States implemented a
25 percent tariff on 1,097 product lines imported from China worth
around $50 billion, including semiconductors, machine parts, and
automobiles.{ 69 In September, the United States implemented a 10
percent tariff (which will increase to 25 percent on January 1, 2019)
on an additional $200 billion worth of imports covering 5,745 prod-
uct lines (see Table 9).70 President Trump has also threatened to
impose additional tariffs on products worth $267 billion if China re-
taliates, which would bring the total tariffs imposed on imports from
China to $517 billion, more than the $505 billion worth of goods the
United States imported from China in 2017.71

*In the first year of the plan, a 20 percent tariff is applied to the first 1.2 million imports of
large washing machines, and a 50 percent tariff will apply to all additional washing machine
imports. The tariffs will decline to 16 percent and 40 percent, respectively, in the third year. Solar
panels will initially face a 30 percent tax before dropping to 15 percent by the fourth year. Office
of the U.S. Trade Representative, President Trump Approves Relief for U.S. Washing Machine and
Solar Cell Manufacturers, January 2018.

+In August 2018, the Department of Commerce also announced the conclusion of a countervail-
ing duty investigation into imports of certain steel wheels from China. The investigation found
that these products were being subsidized in China, and announced duty rates of between 58.75
percent and 172.51 percent for Chinese steel wheel imports. In 2017, the value of Chinese steel
wheel exports to the United States was estimated to be $388 million. U.S. International Trade
Administration, Countervailing Duty Investigation of Steel Racks from the People’s Republic of
China: Postponement of Preliminary Determination, August 28, 2018.
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Table 9: U.S. Tariffs on Select Chinese Goods Implemented as of
September 2018

Value of Chinese Exports to

Product United States, 2017
Machine Parts $55.5 billion
Electrical Machinery $53.3 billion
Furniture $28.3 billion
Motor Vehicles $13.7 billion
Iron and Steel $8.6 billion
Plastics $7.7 billion
Leather $7.3 billion

Total $174.4 billion

Source: Adapted from Chad P. Bown, Euijin Jung, and Zhiyao Lu, “Trump and China Formalize
Tariffs on $260 Billion of Imports and Look Ahead to Next Phase,” Peterson Institute for Interna-
tional Economics, September 20, 2018.

In April 2018, China imposed retaliatory tariffs of between 15 and
25 percent on 128 product lines of U.S. imports worth $3 billion. Three
months later, China imposed a 25 percent tariff on 878 product lines
worth roughly $50 billion. The tariffs mainly target automobiles and
auto parts, agriculture products, and machinery parts (see Table 10).72
(For more on U.S. agriculture exports to China, see Chapter 1, Section
3, “China’s Agricultural Policies: Trade, Investment, Safety, and Innova-
tion.”) In September 2018, China implemented additional tariffs of be-
tween 5 and 10 percent on $60 billion worth of goods imports from the
United States.” That month, the Chinese government also released
a white paper criticizing the United States’ tariffs as an attempt “to
impose its own interests on China through extreme pressure.””4

Table 10: Chinese Tariffs on Select U.S. Goods Implemented as of
September 2018

Value of U.S. Exports to

Product China, 2017

Motor Vehicles $14.4 billion
Cooking Oils and Seeds $14.4 billion
Machine Parts $9.3 billion
Camera Parts $9 billion
Electrical Machinery $7.2 billion
Wood Pulp aeg;d Paper $4.4 billion
Petroleum $4.1 billion

Total $62.8 billion

Note: The total export value includes only products listed in Table 10. The total value of tariffs
on all product lines is greater than $62.8 billion.

Source: Adapted from Chad P. Bown, Euijin Jung, and Zhiyao Lu, “Trump and China Formalize
Tariffs on $260 Billion of Imports and Look Ahead to Next Phase,” Peterson Institute for Interna-
tional Economics, September 20, 2018.
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ZTE Sanctions Announced, Then Revoked at President
Trump’s Direction

In March 2016, ZTE Corporation, a Chinese ICT firm, was
found to be in violation of U.S. trade laws for re-exporting U.S.
technologies to embargoed countries, including Iran, North Ko-
rea, and Cuba.”> At the time, ZTE pleaded guilty and agreed
to pay $892 million in overall forfeiture and fines, take dis-
ciplinary action against 39 of its employees, and undergo a
seven-year probation requiring six audit reports to ensure its
compliance.”® However, in April 2018, the Department of Com-
merce announced ZTE’s export privileges would be suspended
for seven years following the company’s “unacceptable pattern
of false and misleading statements and related actions” during
the investigation.”” (For additional information on the national
security concerns posed by ZTE and other Chinese telecommu-
nications companies, see Chapter 4, Section 1, “Next Genera-
tion Connectivity.”)

In June 2018, President Trump reversed the Department of
Commerce decision. Under the new settlement, ZTE must pay
an additional $1.4 billion fine, replace its board of directors
and senior leadership, and retain a team of compliance investi-
gators for ten years.”® However, ZTE’s state-backed controlling
shareholder has selected longtime ZTE employees to fill the
board member positions, and at least two of ZTE’s outgoing di-
rectors may continue to influence the firm through stakes they
own in a ZTE shareholder.”® As a result, some observers fear
the changes may only shuffle personnel around while effective-
ly leaving ZTE’s leadership unchanged.8°

The threat of U.S. sanctions on ZTE deepened Chinese gov-
ernment fears that the economy is too reliant on imports of
foreign-made semiconductors and other technology products.
In 2016, China spent $227 billion importing electronic compo-
nents for phones, telecommunications equipment, computers,
and other electronic devices, despite these products accounting
for almost one-third of China’s annual exports.8! In the eyes of
the Chinese government, the threat of a ban on ZTE—combined
with the imposition of U.S. tariffs on Chinese goods—makes
China’s pursuit of self-reliance in high-technology industries
(and particularly its semiconductor industry) more urgent.82 In
a May 2018 speech before a meeting of China’s top scientists,
President Xi declared, “Self-reliance is the foundation for the
Chinese nation to stand firmly in the world, while indepen-
dent innovation is the only way for us to climb the peak of the
world’s science and technology.”83

President Trump’s decision to overturn the Department of
Commerce’s decision provoked a heated congressional debate.
Lawmakers on Capitol Hill attempted to insert legislation into
the annual National Defense Authorization Act that would
have reinstated sanctions on ZTE, but ultimately abandoned
the effort.84
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WTO Cases

The following subsections discuss key developments in U.S.-Chi-
na engagement at the WTO. A complete list of ongoing WTO cases
between the United States and China can be found in Addendum I.

United States Initiates Consultations with China on Findings of Sec-
tion 301 Investigation

After reviewing the Section 301 investigation report, President
Trump directed the USTR to request WTO consultations * regarding
China’s licensing practices.8> The Section 301 report cites a wide
range of unfair Chinese trade practices related to technology trans-
fer, IP, and innovation, but refers only to China’s licensing practices
as a violation of its commitments under the WTQO.86 The United
States’ WTO request for consultations states that “China deprives
foreign intellectual property rights holders of the ability to protect
their intellectual property rights in China as well as freely negotiate
market-based terms in licensing and other technology-related con-
tracts.”87 Specifically, the request cites patent holders’ inability to
enforce their patent rights against Chinese partners in JVs, as well
as national treatment violations for foreign technology imports. The
EU, Japan, Saudi Arabia, Taiwan, and Ukraine have asked to join
the United States’ challenge.88

China Requests Consultations with the United States on Section 232
and 301 Investigations

On April 4, China requested WTO consultations with the Unit-
ed States over the proposed Section 301 tariffs. The request states
that the United States’ proposed duties—which apply only to Chi-
na—represent a violation of China’s most-favored nation status and
would incur tariffs in excess of the U.S. bound rates.8°

On April 5, China requested WTO consultations concerning the
United States’ decision to implement tariffs of 25 percent and 10
percent, respectively, on steel and aluminum imports.?¢ China’s re-
quest stated that the tariffs, proposed by the Section 232 investiga-
tions, “constitute[d] safeguard measures in substance” and, there-
fore, were not consistent with the United States’ obligations under
the WTO.91 The EU, Hong Kong, India, Russia, and Thailand have
asked to join consultations.92

China and the United States Request Consultation on Tariffs

On June 16, the United States launched five new WTO cases chal-
lenging tariffs on U.S. goods imposed by China, the EU, Canada,
Mexico, and Turkey in retaliation for U.S. tariffs on global steel and
aluminum imports.?3 In August 2018, China filed a request for WTO
consultations with the United States regarding the Trump Admin-
istration’s decision to impose tariffs on $16 billion worth of imports

*The WTO dispute settlement process begins with a request for consultations, followed by the
establishment of a panel to review the case. After the panel issues its report, the losing party
can decide whether to appeal the decision (bringing it to an appellate review), after which the
losing party receives a “reasonable period of time” to implement the court’s ruling. World Trade
Organization, “The Process — Stages in a Typical WTO Dispute Settlement Case.”

TA bound rate is the maximum duty that can be imposed on imports from one country with
most-favored nation status to another for a given commodity.
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from China.%¢ That same month, China filed two additional consul-
tation requests—one regarding the imposition of U.S. safeguards on
imports of solar panels and solar panel parts, and one regarding
alleged U.S. domestic content requirements and subsidy programs
in the renewable energy industry.95

China’s Economic Policymaking

The Chinese government continues to resist—and in some cases
reverse progress on—much-needed reforms of China’s state-led eco-
nomic model. China’s economy is facing headwinds as a result of
the country’s mounting debt levels, trade tensions with the United
States, and signs of softening domestic growth indicators like con-
sumption and real estate.?6 Rapid credit growth in particular has
historically been difficult for the Chinese government to manage, as
regulators find ways to move debt off of companies’ balance sheets
rather than implement policies to reduce the debt burden.?7 Repeat-
ed pledges to permit greater market access for private domestic and
foreign firms remain largely unfulfilled; instead, the CCP enhances
state control over the economy and utilizes mercantilist policies to
strategically develop domestic industries. In its 2017 Report on Chi-
na’s WI'O Compliance, the USTR concluded,

The Chinese government pursues a wide array of contin-
ually evolving interventionist policies and practices aimed
at limiting market access for imported goods and services
and foreign manufacturers and services suppliers. At the
same time, China offers substantial government guidance,
resources and regulatory support to Chinese industries, in-
cluding through initiatives designed to extract advanced
technologies from foreign companies in sectors across the
economy. The principal beneficiaries of China’s policies and
practices are Chinese state-owned enterprises and other sig-
nificant domestic companies attempting to move up the eco-
nomic value chain.%8

Rather than reducing the government’s role in the economy, the
CCP is seeking to play a more decisive role in economic decision
making. In September 2015, China’s General Office of the Com-
munist Party stated that SOE reform has reached a critical junc-
ture where “Communist Party leadership can only be strength-
ened, it cannot be weakened.”9? Despite pledging to improve the
quality and efficiency of the Chinese economy, President Xi has
also increased government control over both public and private
companies, which may reduce productivity and profits across a
range of industries in China as firms pursue CCP—rather than
commercial—objectives.100

Like all central banks, the People’s Bank of China (PBOC) has
three key levers of monetary policy available to it, which are col-
lectively referred to as the “impossible trinity”: (1) managing the
exchange rate, (2) managing interest rates, and (3) managing its
capital account. Under the “impossible trinity” concept, a govern-
ment can maintain only two of the following three policies: (1) a
fixed (or managed) exchange rate, (2) an independent monetary
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policy, or (3) free international capital flows.191 The United States
maintains open capital markets and control over both the money
supply and interest rates, but has a free floating dollar exchange
rate. China continues to attempt to control all aspects of the trin-
ity by cycling through whatever component is most vulnerable.102
For example, the Chinese government has intervened to support
the value of the currency rather than let the market determine
its exchange rate. Between 2014 and 2016, China’s central bank
stabilized the renminbi’s (RMB) value, which was falling due to
slowing economic growth, by selling foreign reserves to artificial-
ly create demand. The country’s reserves fell from $4 trillion in
June 2014 to $3 trillion in December 2016.103

At the December 2017 Central Economic Work Conference in
Beijing, Chinese policymakers announced China would engage in
three “battles” to achieve high-quality development in the next three
years: (1) reducing debt, (2) controlling pollution, and (3) reducing
poverty.104 Beijing is expected to prioritize these policy goals through
2020, while continuing to increase CCP control and consolidate po-
litical power.105 Although the Chinese government has made some
progress in these three “battles,” it has not undertaken the reforms
necessary to address rising debt levels.

Debt and Deleveraging

At the December conference, policymakers agreed China’s high
and rising debt levels pose a growing threat to the country’s long-
term economic stability. A statement from the conference read that
“prudent monetary policy should be kept neutral, the floodgates of
monetary supply should be controlled, and credit and social financ-
ing should see reasonable growth.”196 To this end, policymakers
pledged to take concrete measures to strengthen the regulation of
local government debt, including enhancing enforcement of existing
financial rules, increasing punishments for violators of those rules,
and engaging in preventative measures (e.g., reducing growth in
speculative banking assets).197 However, recent policies—including
cutting banks’ reserve requirement ratios and injecting capital into
commercial banks—seek to incentivize new credit growth, suggest-
ing that fears of an economic slowdown have derailed the govern-
ment’s plans for cracking down on debt.108

According to data from the Bank for International Settlements,
China’s total debt (government and private) reached 255.7 per-
cent of GDP—or $32.5 trillion—in the fourth quarter of 2017, up
from 141.3 percent of GDP at the end of 2008.* A working paper
by staff of the International Monetary Fund (IMF) estimates that
by the end of 2016, Chinese SOEs were responsible for around one-
third of China’s nonfinancial debt{ (SOEs’ debt-to-GDP ratio stood
at 74 percent, compared to China’s total debt-to-GDP ratio of 234
percent).199 Nonfinancial corporations hold the largest category of

*In comparison, in the fourth quarter of 2017 the United States’ total debt reached $48.7
trillion (251.2 percent of GDP), Japan’s total debt reached $18.1 trillion (373.1 percent of GDP),
and Germany’s total debt reached $6.9 trillion (177.1 percent of GDP). Bank for International
Settlements, “Long Series on Total Credit to the Non-Financial Sectors,” September 12, 2018.

T Nonfinancial debt captures the outstanding debt of the private non-financial sector (which is
broken down into household and corporate) and government. Bank for International Settlements,
“Changes to the Data Set on Credit to the Non-Financial Sector.” hé¢tps://www.bis.org/statistics/
totcredit/changes.htm.
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debt, comprising nearly two-thirds of China’s nonfinancial debt and
nearly one-half of China’s estimated total debt (see Table 11).110
Corporate debt reached 160.3 percent of GDP in the fourth quarter
of 2017, down from its peak of 166.9 percent in the second quarter
of 2016.111 China’s corporate debt was at 96 percent of GDP in the
fourth quarter of 2008.112

Table 11: China’s Aggregate Debt, Estimate for 2017

USS$ trillions
Corporate $20.34
Household $6.14
Government $5.96
LGFV $3.00
NPL $3.00
Total $38.45

Source: Bank for International Settlements, “Long Series on Total Credit to the Non-Financial
Sectors,” June 5, 2018; Stratfor, “In China, Unweaving the Tangled Web of Local Debt,” July 17,
2018; Ted Osborn, “Pressure on China’s Banks to Report Bad Debt is Good News for Foreign
Investors,” South China Morning Post, April 2, 2018.

The value of Chinese banks’ nonperforming loans (NPLs), or loans
that are unlikely to be paid back, continues to rise. According to the
China Banking Regulatory Commission, the amount of NPLs held
by Chinese commercial banks climbed from $65.4 billion in the first
quarter of 2011 to $295.6 billion in the second quarter of 2018 (see
Figure 5).%113 However, Chinese banks manipulate their profit and
NPL reporting based on guidance from Beijing; as a result, official
Chinese data on NPLs understate the true value of these loans.
While Chinese banks’ official reporting indicates NPLs represent
around 1.7 percent of all loans, private estimates from Fitch Rat-
ings put the percentage of NPLs as high as 20 percent of all Chinese
bank loans, or nearly $3 trillion.114

*Chinese commercial banks are defined as those that take in deposits from the public; grant
short-, medium-, and long-term loans; or issue financial bonds, among other behaviors. All major
Chinese banks except the PBOC are considered commercial banks—including China Construction
Bank, the Industrial and Commercial Bank of China, and the Agricultural Bank of China, as well
as the country’s largest national joint-stock banks and city and rural banks. Ernst and Young,
“Listed Banks in China: 2017 Review and Outlook,” March 23, 2018, 1; China.org.cn, “Law of the
People’s Republic of China on Commercial Banks,” December 27, 2003.
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Figure 5: NPLs Held by Chinese Commercial Banks, 2009-Q2 2018

2.0
1.8

==
E )

1.2

0.8

Renminbi (RMB) trillions
o [
[e)} o

o o
N A

Q1 @3 Q1 03 Q1 Q3 Q1 A3Q1 03 Q1 Q3 Q1 Q3 Q1 @3 Q1 @3 Q1
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

0.0

Source: China Banking Regulatory Commission via CEIC database.

The size of China’s total debt increases further when local govern-
ment borrowing is taken into account, including credit guarantees
for local government financing vehicles (LGFVs).* These debts are
not included in official Chinese debt statistics, but private estimates
from 2018 indicate hidden local government debts total around $3
trillion.115 According to Li Yuze, an analyst at securities brokerage
China Merchant Securities, adding these hidden debts to China’s
official statistics would increase the government debt-to-GDP ratio
from 36.7 percent to more than 60 percent, the threshold set by the
Bank of International Settlements for countries at risk of a banking
crisis.116

Beginning in June 2018, a series of local government debts pack-
aged as LGFV three-year bonds began to mature.117 As LGFVs refi-
nance their debts, the debts will be transformed into officially-sanc-
tioned local government debts with explicit guarantees, which is
expected to lead to falling domestic interest rates and bond yields.118
The IMF has warned that these implicit government debt guaran-
tees have contributed to “moral hazard and excessive risk-taking” in
the country’s banking sector.119

The looming maturity of LGFV debt has also raised the threat of
a wave defaults. In September 2018, China’s State Council issued
guidelines announcing that local government financing platforms
will be allowed to default.120 To date, no LGFV has ever been allowed
to default.121 In June 2018, securities prices of Qinghai Provincial
Investment Group (an LGFV with $300 million in bonds coming
due in September 2018) dropped after Standard & Poor’s put the
company on its negative credit watch, citing refinancing risks.122 In

*LGFVs are economic entities established by Chinese local governments to finance govern-
ment-invested projects, typically infrastructure and real estate development projects. Because
local governments are barred from borrowing in China, they use LGFVs to borrow the money to
finance projects.
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September 2018, Moody’s Investors Services downgraded the credit
ratings of five Chinese LGFVs, while Standard & Poor’s Global Rat-
ings lowered the credit ratings of seven Chinese LGFVs, citing a be-
lief that local government support for these vehicles “could weaken
over time.”*123 In total, around 90 Chinese LGFVs currently hold
more than $40 billion in debt in U.S. dollar bonds, roughly half of
which will come due in 2019 or 2020.124

In an attempt to limit the risks posed by mounting debt levels,
Beijing released new draft legislation strengthening financial regu-
lations, particularly focusing on constraining the activities of wealth
management products (WMPs).T The legislation, announced in July
2018 by the China Banking and Insurance Regulatory Commission,
introduced draft rules on commercial banks’ WMPs, including creat-
ing a standardized supervision mechanism of banks’ WMPs, improv-
ing new protections for investors, and barring banks from offering
implicit guarantees against losses to attract investors. However, the
new regulations will reportedly not go into full effect until 2021.125
According to official Chinese data, a total of 562 Chinese banks held
nearly $4.5 trillion in outstanding WMPs at the end of 2017.126

Beijing successfully cracked down on credit growth in 2017 and
the first quarter of 2018, with the country’s debt-to-GDP ratio in-
creasing just 0.4 percentage points over that period, down from 12.1
percentage points in 2016.127 However, economic analysts fear Bei-
jing’s strategy for deleveraging is unsustainable, and Chinese pol-
icymakers are already spurring new credit growth to combat fears
of an economic slowdown. In June 2018, a leaked report from the
National Institute of Finance and Development, a Chinese govern-
ment-backed think tank, concluded that “China is currently ex-
tremely likely to experience a financial panic” due to a combination
of trade tensions, renminbi (RMB) depreciation, tight liquidity, and
bond defaults,i among other factors.128 In July 2018, amid signs of a
softening domestic economy and increasing trade tensions with the
United States, China’s State Council ended an informal campaign
to get local officials to restrain their spending, and instead launched
a new initiative urging local officials to accelerate approved invest-
ment projects.129

Controlling Pollution

Policymakers at the December conference prioritized efforts to
control pollution, with authorities aiming for a significant reduction
in major pollutant emissions and an improvement in the overall en-
vironment by 2020.130 In June 2018, China’s State Council released
a three-year action plan aimed at improving antipollution laws,

*The total number of Chinese LGFVs is not known, but one recent Rhodium Group report cit-
ing information from WIND, a Chinese financial database, found that there are 1,979 LGFVs with
outstanding bonds. The total number of Chinese LGFVs is likely much higher. Bart Carfagno,
Rhodium Group, interview with Commission staff, October 5, 2018.

TWMPs are financial products packaged and sold by banks, but transferred from banks’ bal-
ance sheets to nonbank financial institutions like trusts, brokerages, and asset management
companies to evade reserve requirements and restrictions on bank investments in certain sec-
tors. Gabriel Wildau, “China Launches Fresh Attack on Shadow Banking Risk,” Financial Times,
February 22, 2017.

$In the first half of 2018, 11 Chinese issuers defaulted on the interest and principal payments
of 20 bonds worth a combined $3 billion. In all of 2017, ten Chinese issuers defaulted on bond
payments. Forbes, “What China’s Recent Bond Defaults Mean for Investors,” June 28, 2018; Reu-
ters, “China Chengxin Downgrades CEFC Shanghai International after Default,” June 22, 2018.
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building law enforcement capacity to enforce pollution laws, and in-
creasing public engagement on environmental issues.!3! Under the
plan, regions in northeast China—namely the Beijing-Tianjin-Hebei
region, Yangtze River Delta, and surrounding areas—are banned
from building new steel, aluminum, and cement capacity, and re-
quired to cut coal use by 10 percent from 2015 levels by 2020.132
The plan also seeks to increase China’s new energy vehicle produc-
tion and sales to two million units by 2020.* 133

To date, China remains on track to meet its Paris Agreement
commitments—including reaching peak carbon emissions by 2030,
increasing the share of renewable energy sources in the primary
energy supply to 20 percent by 2030, and lowering the carbon inten-
sity of GDP to 60—65 percent of 2005 levels.13¢ However, according
to the Climate Action Tracker, an independent scientific organiza-
tion tracking countries’ climate change actions, these targets would
not be sufficient for limiting a global temperature increase to 1.5
degrees Celsius.135 Reducing pollution levels is a priority for the
Chinese government in part out of economic necessity; a 2015 study
by the RAND Corporation found that every year between 2000 and
2010, air pollution led to the loss of 6.5 percent of China’s GDP an-
nually, or a combined total of $675 billion.136

China’s efforts to address pollution remain woefully inadequate.
For instance, air pollution levels in northern China declined between
2013 and 2016, but increased again in 2017 as economic growth
efforts—particularly industrial activity—accelerated.f One study
found that air pollution contributed to more than 1.2 million deaths
in China in 2013 alone.137 Although the Chinese government halted
the operations of many coal plants in recent years, satellite imag-
ery shows many of those plants restarted their operations in 2018,
which could increase China’s coal-fired power capacity (a significant
source of air pollution) by an estimated 4 percent.138 Chinese com-
panies are also investing heavily in coal power abroad through the
government’s Belt and Road Initiative, raising concerns that Chi-
nese investment will contribute to poor environmental standards in
developing countries.139

Water pollution remains one of the most difficult health and
economic problems facing the Chinese government. Chinese
government statistics indicate that over 75 percent of water in
northern China is undrinkable because of pollution and, in some
areas, is so polluted that it should not be used to bathe or wash
clothes.140

According to Jennifer Turner, director of the Wilson Center’s
China Environmental Forum, two additional areas of environmen-
tal concern in China also remain unaddressed: soil pollution and
municipal waste. So much of the country’s soil has already been
contaminated that the Chinese government is hesitant to try and
address the problem.14! The Chinese government has estimated soil
cleanup would cost $150 billion, but only $2.2 billion has been dedi-

*According to the China Association of Automobile Manufacturers, 777,000 new energy vehicles
were sold in China in 2017, up 53.3 percent year-on-year. State Council of the People’s Republic
of China, China’s New Energy Vehicle Market Continues Sharp Expansion in 2017, January 11,
2018.

tFor more on China’s air pollution, see Steven Bernard and Lucy Hornby, “China’s Polluted
Skies,” Financial Times, June 28, 2018.
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cated to soil remediation projects to date.142 In its 2018 action plan,
the State Council announced China will take measures to control
soil pollution and restore around 90 percent of polluted farmland by
2020.143 The plan does not include any specific measures that will
be taken to reach these goals.

China produces around one-quarter of the world’s total generat-
ed solid waste—200 million tons in 2016 alone—and is predicted
to exceed 500 million tons a year by 2025.14¢4 Nearly two-thirds
of China’s municipal solid waste is buried in 640 landfills,* which
slowly release methane—a greenhouse gas 25 times more damag-
ing to the environment than carbon emissions.'45 In 2017, Chi-
na’s National Development and Reform Commission ordered 46
cities to begin mandatory waste-sorting programs, which it hopes
will improve recycling and waste removal processes.14¢ In July
2017, China’s State Council announced a goal of ending all solid
waste and scrap imports by 2019 to cut down on its waste hold-
ings.147 The State Council’s June 2018 action plan also pledged to
“promote classified disposal of waste and enhance prevention and
control of solid waste pollution,” but did not include any specific
policies.148

China Bans Waste and Scrap Imports

In September 2017, China notified the WTO it would no longer
accept imports of 24 types of waste products, including plastics,
textiles, unsorted paper, artificial fibers, and certain metals.149
Effective December 31, 2018, China will also ban imports of 16
other scrap metal and chemical waste products.10 By the end of
2019, an additional 16 waste product imports will be banned in
China.’51 An August 2017 regulation from China’s Ministry of
Environmental Protection also set a higher standard for recycla-
ble product imports, effectively banning all scrap imports to Chi-
na.T The new regulations have left Western countries struggling
to deal with a buildup of waste products that were previously
sent to China.152

China was the world’s largest importer of waste and scrap, ac-
counting for 22 percent of global waste and scrap imports in 2015
($24 billion out of $109 billion total imports).153 China also rep-
resented the United States’ largest export market for waste and
scrap, accounting for roughly $5.7 billion (or 30 percent) of all
U.S. waste and scrap exports in 2017.154¢ By 2030, it is estimated
that there will be an extra 111 million metric tons of “displaced”
plastics in landfills and the ocean because of the ban, with the
United States alone having to manage 37 million metric tons of
additional plastic waste.15> As a result of the ban, the price of
scrap metal will also decline, leading to shifts in global metal
supply chains.156

*By comparison, the United States produced 258 million tons of municipal solid waste in 2014,
of which approximately 50 percent was deposited in nearly 5,000 landfills. Siyi Mi, “Hot Times:
Waste-to-Energy Plants Burn Bright in China’s Cities,” New Securlty Beat (Wilson Center blog),
November 27, 2017; U.S. Environmental Protection Agency, Materials and Waste Management in
the United States Key Facts and Figures.

+For more on China’s waste import ban, see U.S.-China Economic and Security Review Com-
mission, Economics and Trade Bulletin, October 5, 2017, 8-12.
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Poverty Reduction

During the December conference, policymakers pledged to elim-
inate poverty by 2020 through a “targeted poverty alleviation”
strategy.157 This includes creating measures tailored to individ-
uals and individual households to provide poverty assistance.158
The strategy is primarily a continuation of existing policies that
have successfully reduced poverty levels over the last five years,
including by creating a government poverty registration system,;
expanding industrial development and rural community reloca-
tion efforts; and attempting to increase access to water, food, and
education in rural areas.15?

In 2017, at least 30.5 million Chinese were living below the na-
tional poverty line of around $350 per year (set in 2010).160 Ac-
cording to official Chinese statistics, China has brought millions of
people out of poverty in recent years; between the end of 2012 and
the end of 2017, China lifted a total of 68.5 million rural people out
of poverty, with the poverty rate falling from 10.2 percent to 3.1
percent.161

According to the U.S. Central Intelligence Agency, however, China
remains one of the most unequal countries in the world as mea-
sured by the Gini Coefficient, ranking 29th out of 157 countries—
more unequal than Malaysia, South Sudan, and Saudi Arabia.* A
2018 report by the IMF noted that “differences between rural and
urban areas have been found to be a key driver of rising income in-
equality in China.”162 Although the rural-urban gap’s contributions
to overall inequality in China have declined over the past decade,
low educational attainment, lack of access to medical services, and
hukou 7 restrictions continue to contribute to inequality between ru-
ral and urban households.163

The Chinese government’s existing plans for rural development
focus primarily on implementing limited reforms to the hukou sys-
tem, which would grant more migrants urban residency and enable
them to access urban education, health, and housing services. In
2016, Premier Li Keqiang pledged that 100 million migrant work-
ers would receive urban residency by 2020.164 By the end of 2016,
China had issued 28.9 million new urban residency permits.165
However, many structural problems persist in the hukou system—
including lack of appropriate housing, the poor quality of services
in rural communities, and an overly complicated hukou application
process.166

China’s Domestic Economic Rebalancing

The Chinese government continues to focus on sustaining ro-
bust economic growth, a goal made more difficult by rising trade
tensions with the United States and efforts to deleverage. Shi
Yinhong, an adviser to China’s State Council, called trade ten-

*The United States is ranked 39th. The Gini Coefficient measures inequality on a range from
zero (everyone in a country has an equal income) to 100 (one person or household holds all the
country’s wealth). Central Intelligence Agency, World Factbook—Gini Index.

+China’s household registration system, or hukou, establishes eligibility for education and ac-
cess to government services for all Chinese citizens based on the status of one’s parents and place
of birth. The holder of a hukou can only receive government services and benefits where they are
registered, which disadvantages rural residents who migrate to cities. Congressional-Executive
Commission on China, China’s Household Registration System: Sustained Reform Needed to Pro-
tect China’s Rural Migrants, October 7, 2005.
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sions with the United States the “biggest challenge” to China’s
economy.167 Meanwhile, China Banking and Insurance Regulato-
ry Commission Chairman Guo Shuqing commented in June 2018
that China’s financial deleveraging campaign “must fully consid-
er the ability of institutions and the market to withstand” such
pressures, suggesting Beijing plans to relax deleveraging efforts
if economic growth slows.168

These challenges have already begun to weigh on China’s over-
all economic performance as investment, consumption, and busi-
ness activity growth fell in the second quarter of the year. Early
indicators suggest China’s economic growth will slow further in
the second half of 2018, threatening progress on CCP policy pri-
orities.

Faced with these economic concerns, Beijing appears to be sus-
pending deleveraging efforts in favor of supporting GDP growth.
According to Zhu Ning, an economist at Tsinghua University, “The
focus is no longer on deleveraging, but on transferring leverage from
one sector to another.”169 In October 2018, the PBOC cut banks’
reserve requirement ratio—the fourth time it has done so in 2018—
freeing up around $110 billion in hopes of spurring new lending and
investment.170 In July 2018, it lent more than $73 billion to com-
mercial banks in an effort to boost their liquidity, the largest capital
injection of this kind since 2014.171 A government statement also
called for increased government spending on infrastructure projects
and to keep credit liquidity conditions “reasonable and adequate,” a
sign that banks will begin loosening their credit restrictions.172 The
CCP continues to emphasize its debt reduction priorities, howev-
er, with Chinese policymakers reiterating in a July 2018 statement
that their focus remains on reducing debt and creating jobs in the
second half of 2018.173

According to official Chinese statistics, in 2017 China’s GDP
grew 6.9 percent, up from 6.7 percent in 2016 and exceeding the
Chinese government’s target GDP growth of “around 6.5 per-
cent.”174 In the first quarter of 2018, Chinese data indicate the
country’s GDP grew at 6.8 percent year-on-year before falling to
6.7 percent in the second quarter (see Figure 6).175 However, for-
eign economists, investors, and analysts remain skeptical about
the reliability of China’s official economic growth figures. Discrep-
ancies between GDP data published at the national and provin-
cial levels, as well as China’s unusually consistent growth figures,
suggest official statistics are not a wholly accurate indicator of
China’s economic growth rate.*176

*For more on the reliability of Chinese data, see Iacob Koch-Weser, “The Reliability of China’s
National Economic Data: An Analysis of National Output,” U.S.-China Economic and Security
Review Commission, January 28, 2013.
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Figure 6: China’s Official GDP Growth, 2013-Q2 2018
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Note: In 2016, the GDP growth target was set at a range of 6.5-7.0 percent.

Source: China’s National Bureau of Statistics via CEIC database; Li Keqiang, Report on the
Work of the Government, First Session of the 13th National People’s Congress, Beijing, China,
March 5, 2018, 20.

In the first half of 2018, China posted a current account deficit of
$28.3 billion—or 1.1 percent of GDP—the lowest level for China in
20 years.177 The current account represents flows of Chinese goods
and services trade as well as net income (including income pay-
ments from interest) and direct transfers (e.g., remittances). As seen
in Figure 7, China’s deficit in the first half of 2018 resulted from its
decreasing global goods trade surplus (down 27 percent and 27.9
percent year-on-year in the first and second quarters of 2018, re-
spectively) and an increase in its global services trade deficit (up 3.9
percent and 1.4 percent year-on-year in the first and second quar-
ters of 2018, respectively).178 Although China’s total trade deficit
posted a small ($5.8 billion) surplus in the second quarter of 2018,
its current account surplus has been trending downward in recent
years.17® As recently as 2007, China’s current account surplus stood
at 10 percent of GDP.180 Ding Shuang, an analyst at the emerging
markets bank Standard Chartered, predicts China’s current account
will still post an annual surplus in 2018, but will drop to just 1 per-
cent of GDP in 2018 and 0.5 percent in 2019.181
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Figure 7: China Current Account Balance, 2015-Q2 2018
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Source: China’s General Administration of Customs via CEIC database.

The lasting impact of a declining current account balance for Chi-
na’s economic growth and reform priorities remains unclear. Howev-
er, one likely outcome of a current account deficit or small surplus is
that it will increase volatility in the RMB exchange rate. In recent
years, China’s current account surplus has supported the RMB’s
value, but this ability could be affected if China begins to run a
deficit or sees the margin of its surplus shrink.182 A current account
deficit may also lead Beijing to sell foreign assets or increase foreign
borrowing to finance government projects, limiting China’s ability
to insulate itself from financial shocks. U.S.-China trade tensions
could worsen these risks as new tariffs are implemented on Chinese
goods exports to the United States, further reducing China’s current
account balance.183

Investment and Retail Sales Growth Slows

In 2017, fixed asset investment (FAI)—a traditional driver of
China’s economy measuring investment in physical assets such as
buildings, machinery, or equipment—grew at only 7.2 percent year-
on-year, the slowest since 1999.18¢ Most of that growth was driv-
en by SOE investments, which increased 10.1 percent year-on-year
compared to 6 percent for investment from private firms.185 In the
first eight months of 2018, FAI expanded by only 5.3 percent year-
on-year (see Figure 8).186 SOE investment slowed significantly over
that period, increasing just 1.1 percent.18” However, investment may
accelerate as the government seeks to support economic growth in
the face of escalating trade tensions.188
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Figure 8: Growth in Chinese FAI, 2012-August 2018
(Year-on-Year)
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Note: Data for 2018 are for the first eight months of the year.
Source: China’s National Bureau of Statistics via CEIC database.

Retail sales—a reliable indicator of consumer demand—increased
at their slowest pace since 2003, growing just 4.3 percent year-on-
year in the first eight months of 2018.* In 2017, retail sales in-
creased 10.3 percent year-on-year.189 Consumption’s contribution to
GDP declined to 59 percent in 2017, down from 60 percent and 66.5
percent in 2015 and 2016, respectively.190 Sluggish consumption fig-
ures are a worrying sign for the Chinese economy and reflect that
the Chinese government is still stalled in its stated desire to transi-
tion away from old drivers of growth—such as investment in infra-
structure and real estate—toward a consumption-led model.191 Also
worrying for the Chinese government are indications that consump-
tion growth, particularly among younger shoppers, is beginning to
slow amid signs of China’s weakening economic growth, RMB depre-
ciation, and trade tensions with the United States.192

Real Estate Growth Shows Signs of Slowing

Real estate investment increased 7 percent year-on-year in 2017,
consistent with 6.9 percent year-on-year growth in 2016.193 In the
first eight months of 2018, real estate investment rose 10.1 percent
year-on-year, driven by increased demand in smaller Chinese cities
where property prices are lower and there are fewer restrictive reg-
ulations governing real estate purchases.194

Property demand is softening, however, particularly in China’s
largest cities where home prices have risen dramatically in recent
years.T 195 In year-to-date terms, property sales by floor area were up

*Retail sales refer to the sum of sales of commodities sold by wholesale and retail trades, ca-
tering services, publishing, post and telecommunications, and other services industries for house-
hold consumptlon and to social institutions for public consumptlon China’s National Bureau of
Statistics via CEIC database.

tHousing prices in Shenzhen, Beijing, and Shanghai grew more than any other city in the
world between 2010 and 2017, increasing by 180 percent, 178 percent, and 135 percent, respec-
tively. By comparison, housing prices in San Francisco, which had the fourth-largest rise in prop-
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by only 4 percent year-on-year through August 2018, down from 7.7
percent year-on-year in 2017.196 In the first eight months of 2018,
the price of property purchases dropped in Beijing (-21.3 percent
year-on-year), Tianjin (-16.5 percent), and Shanghai (-1.9 percent),
among other large cities.197

Exports, Manufacturing, and Services Bolster Growth

Through the first eight months of 2018, Chinese global goods ex-
ports swelled to $1.6 trillion, up 11.4 percent compared to the same
period in 2017.198 However, Chinese goods exports may dip in the
second half of the year as business surveys point to weakening ex-
port order growth, possibly due to fears companies will be stuck
with high inventories if U.S.-China tariffs lead to rising prices.199

China’s manufacturing activity remains stagnant. Unofficial esti-
mates by the Chinese financial media firm Caixin found China’s man-
ufacturing Purchasing Managers’ Index (PMI),* a measure of economic
expansion and industrial utilization, came in at an average of 50.9 in
2017 (see Figure 9).7200 A reading above 50 indicates an expansion of
the manufacturing sector. Through the first nine months of 2018, man-
ufacturing PMI has averaged 51.201 Meanwhile, the services sector has
enjoyed a prolonged period of expansion, with Caixin’s services PMI
remaining above 50 since mid-2014.292 Through the first eight months
of the year, services exports from China were up 14.4 percent year-on-
year, up from 10.6 percent year-on-year growth in 2017.203

Figure 9: Caixin Services and Manufacturing PMIs, 2014-September 2018
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Source: Caixin and THS Markit, “Caixin China General Manufacturing PMI,” Markit Econom-
ics, June 2, 2018; Caixin and IHS Markit, “Caixin China General Services PMI,” Markit Econom-
ics, June 2, 2018.

erty prices during that period, increased 83 percent. Bloomberg News, “China Starts Experiment
to Tame Its Wild Property Market,” January 25, 2018

*The PMI measures the production level, new orders, inventories, supplier deliveries, and
employment level to gauge the economic act1v1ty level in the manufacturing sector. The glob—
al financial information services provider Markit Economics compiles the Caixin-Markit China
manufacturing PMI from monthly questionnaires to more than 420 manufacturing purchasing
executives (including small- and medium-sized enterprises). By comparison, China’s official PMI
tracks larger state-owned companies, generally leading to a stronger reading than private PMIs.

1By comparison, the U.S. manufacturing PMI was 58.1 in July 2018, down from 60.2 in June.
Trading Economics, “U.S. Factory Growth at 3-Month Low: ISM.”
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RMB Management

Increased economic uncertainty following escalating trade ten-
sions with the United States led the RMB to depreciate 9.4 per-
cent between March and September 2018, dropping to its lowest
level since April 2017 (see Figure 10).204 The significant currency
depreciation has alarmed some global investors, who fear China is
intentionally allowing its currency to weaken in order to support
exports.205 In July 2018, President Trump also claimed China was
manipulating its currency, devaluing the RMB’s value to support
Chinese exports and offset the impact of U.S. tariffs.206

Figure 10: RMB to U.S. Dollar Exchange Rate, February 2016-August 2018
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Source: People’s Bank of China via CEIC database.

Chinese policymakers believe managing the RMB’s exchange
rate is necessary for preventing significant depreciation and reas-
suring global and domestic investors about the stability of China’s
economy.297 However, Beijing’s control over the exchange rate also
presents a potential tool for responding to U.S. trade enforcement
actions. If China’s economic growth begins to slow as a result of
U.S. tariffs, Chinese policymakers could weaken the RMB to adjust
prices for Chinese products abroad.2%8 According to Brad Setser, se-
nior fellow for international economics at the Council on Foreign
Relations, a 10 percent currency depreciation against a basket of
currencies generally raises net exports by about 1.5 percentage
points of GDP, potentially offsetting any economic slowdown from
U.S. tariffs.209 However, using RMB devaluations as a tool to offset
the impact of trade tensions is risky; significant currency devalu-
ations could spark increased capital outflows as investors seek to
move their money out of China.210 If capital outflows do surge, the
PBOC would likely buy RMB with its foreign reserves to artificially
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create demand and support the RMB’s value, much like it did in
2015 and 2016.*

Chinese policymakers have pledged not to use the RMB as a tool
in trade conflicts, with PBOC Governor Yi Gang saying China will
“keep the yuan exchange rate basically stable at reasonable and
balanced level.”211 Beijing appears to have the ability to keep its
currency’s value stable; the PBOC maintains around $3.1 trillion in
foreign reservesy it could use to manipulate the RMB’s value, while
China’s state banks have a net foreign asset position of over $500
billion, and the China Investment Corporation (a sovereign wealth
fund) has $270 billion in its foreign portfolio that could also be
sold.212 In August 2018, the PBOC reinstituted a series of controls
over the exchange rate, implementing a banking mechanism used
to support the RMB’s value against the U.S. dollar.f The change
represents a reversal from a January 2018 decision to eliminate the
mechanism, and signals that Chinese policymakers hope to stabilize
the RMB’s value.213

The Chinese government continues to prioritize efforts to inter-
nationalize the RMB, but the strategy has been met with mixed
results to date. Despite becoming a world reserve currency in 2015,
only a small share of cross-border payments are processed in RMB.
According to SWIFT Banking (a global interbank transaction sys-
tem), in December 2017, only 1.6 percent of its cross-border trans-
actions were denominated in RMB. Meanwhile, the U.S. dollar was
used in nearly 40 percent of transactions processed during the same
period.214

*China’s foreign reserves fell $980 billion from their $3.98 trillion peak in June 2014 to $3
trillion in January 2017. People’s Bank of China via CEIC database; Brad Setser, “Devaluation
Risk Makes China’s Balance of Payments Interesting (Again),” Follow the Money (Council on
Foreign Relations blog), July 2, 2018.

FAlthough the exact composition of China’s foreign exchange reserves is unknown, estimates
indicate about 67 percent of the value is in dollar-denominated assets, primarily comprised of
U.S. Treasury securities, but also including U.S. agency and corporate bonds. Christopher J. Neely,
“Chinese Foreign Exchange Reserves, Policy Choices, and the U.S. Economy,” Federal Reserve
Bank of St. Louis, April 17, 2017.

1£The mechanism, known as the “counter-cyclical factor,” allows the bank to set the daily mid-
point of the RMB’s dollar exchange rate. The mechanism effectively lessens the impact of market
forces in determining the RMB exchange rate. Kelly Olsen, “China’s New Currency Policy Is a
Dovish Signal in the Trade War, Analysts Say,” CNBC, August 27, 2018.
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SECTION 2: TOOLS TO ADDRESS U.S.-CHINA
ECONOMIC CHALLENGES

Key Findings

e The Chinese government structures industrial policies to put
foreign firms at a disadvantage and to help Chinese firms.
Among the policies the Chinese government uses to achieve its
goals are subsidies, tariffs and local content requirements, re-
strictions on foreign ownership, intellectual property (IP) theft
and forced technology transfers, technical standards that pro-
mote Chinese technology usage and licensing, and data transfer
restrictions.

¢ China has reaped tremendous economic benefits from its acces-
sion to the World Trade Organization (WTO), and participation
in the rules-based, market-oriented international order. How-
ever, more than 15 years after China’s accession, the Chinese
government’s state-driven industrial policies repeatedly violate
its WTO commitments and undermine the multilateral trading
system, and China is reversing on numerous commitments.

e The United States has unilateral, bilateral, and multilater-
al tools to address the Chinese government’s unfair practices.
While these tools have been successful at targeting some dis-
crete aspects of China’s industrial policies (e.g., a particular
subsidy program or tariff), they have been less effective in al-
tering the overall direction of Chinese industrial policy, charac-
terized by greater state influence and control, unfair treatment
of foreign companies, and pursuit of technological leadership us-
ing legal and illicit means. China leverages the attraction of its
large market to induce foreign companies to make concessions
(including transferring technology) in exchange for promises
of access, while protecting and supporting domestic companies
both at home and abroad.

e Subsidies: The United States has a number of tools to counter
Chinese subsidies, including antidumping and countervailing
duties, investigations into imports’ impact on U.S. national se-
curity, and analysis of unfair acts, policies, or practices. Many
of these tools target narrow concerns, often by imposing duties.
The United States also files cases at the WTO and holds nego-
tiations at other multilateral fora. Though WTO members have
challenged Chinese subsidies multiple times, the difficulty in
identifying subsidy-granting bodies in China—and the Chinese
government’s unwillingness to stop funding priority sectors—
have stymied efforts to halt Chinese subsidies altogether.

e Tariffs, local content requirements, and regulatory challenges:
The United States has often addressed Chinese tariffs, local

(74)
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content requirements, and other regulatory challenges in multi-
lateral fora like the WTO; the United States has won most re-
cent WTO cases concerning local content requirements. Despite
these successes, many Chinese local content requirements and
other regulatory restrictions remain in place, as they often are
conveyed informally and difficult to document. Such Chinese
policies restrict the ability of U.S. and foreign firms to access
the Chinese market and compete on an even footing. In addi-
tion, official discretion in regulatory processes can force foreign
companies to transfer technology to their Chinese competitors.

e [nvestment restrictions: U.S. policy options to counter China’s
foreign investment restrictions in specific sectors have primari-
ly entailed incremental progress through bilateral negotiations.
In its 2017 report on China’s WTO compliance, the Office of
the U.S. Trade Representative characterized this approach as
“largely unsuccessful.” China’s investment restrictions impose
barriers on U.S. and other foreign companies seeking access to
the Chinese market. These barriers give Chinese regulators and
companies leverage to pressure foreign counterparts to transfer
proprietary technology or IP in exchange for market access.

e Intellectual property theft, technology transfer, and econom-
ic espionage: The United States has several regulatory tools
available to address Chinese technology transfer require-
ments and IP theft, including the Committee on Foreign In-
vestment in the United States (CFIUS) and the export con-
trol system, as well as deterrents for IP theft and economic
espionage through utilization of Section 337 and prosecution
by the U.S. Department of Justice. Private companies have
proved reluctant to come forward, however, fearing retalia-
tion by the Chinese government.

e Technical standards: In cases where the Chinese government
has released standards discriminating against foreign products,
U.S. officials have pressured the Chinese government to drop or
delay those standards, a tactic which is only temporarily effec-
tive. U.S. and other foreign companies struggle to comply with
China’s unique technical standards. They could also be disad-
vantaged in the future given China’s increasing participation
and leadership in international standards-setting bodies.

¢ Data localization and cross-border data transfer restrictions:
China’s recent effort to localize and restrict the flow of data
across borders poses significant challenges to U.S. and other
foreign businesses, who fear the regulatory burden of duplicat-
ing information technology services to separate and store data
in China. China’s Cybersecurity Law, implemented in 2017, re-
quires personal information held by “critical information infra-
structure” to be stored on servers in China, and data deemed
important require a “security assessment” before they can be
transferred abroad. Given the expense coupled with time delay,
IP risk, and operations disruption associated with data review,
data localization and cross-border data transfer restrictions will
become a formidable barrier to U.S. trade and international dig-
ital commerce.
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Recommendations
The Commission recommends:

e Congress examine whether the Office of the U.S. Trade Repre-
sentative should bring, in coordination with U.S. allies and part-
ners, a “non-violation nullification or impairment” case—along-
side violations of specific commitments—against China at the
World Trade Organization under Article 23(b) of the General
Agreement on Tariffs and Trade.

e Congress direct the Office of the U.S. Trade Representative to
identify the trade-distorting practices of Chinese state-owned
enterprises and develop policies to counteract their anticompet-
itive impact.

e Congress direct the Government Accountability Office to conduct
an assessment of U.S.-China collaborative initiatives in techni-
cal cooperation. This assessment should describe the nature of
collaboration, including funding, participation, and reporting on
the outcomes; detail the licensing and regulatory regime under
which the initiatives occur; consider whether the intellectual
property rights of U.S. researchers and companies are being ade-
quately protected; examine whether Chinese state-owned enter-
prises or the military are benefitting from U.S. taxpayer-funded
research; investigate if any Chinese researchers participating
in the collaboration have ties to the Chinese government or
military; investigate if any U.S. companies, universities, or labs
participating in U.S. government-led collaboration with China
have been subject to cyber penetration originating in China;
and evaluate the benefits of this collaboration for the United
States. Further, this assessment should examine redundancies,
if any, among various U.S.-China government-led collaborative
programs, and make suggestions for improving collaboration.

Introduction

U.S. policy makers have reached a broad consensus that China’s
actions negatively impact the multilateral trading system. Bei-
jing’s state-directed industrial policies have erected barriers to
protect the Chinese local market while employing unfair and anti-
competitive policies to further China’s technological and economic
advancement.! While the Chinese government is not unique in
supporting its industries and companies, government assistance
violates the limits China committed to as part of its accession
protocol to the World Trade Organization (WTO). According to the
Information Technology and Innovation Foundation, “the extent
of state involvement in all aspects of China’s economy” means
Chinese officials face no domestic legal constraint in “implement-
ing arbitrary and capricious mercantilist policies.”2 In some cas-
es, Chinese government entities maintain policies even after the
WTO has ruled them illegal. Because the Chinese market is well
integrated into the global economy, the impact of Beijing’s indus-
trial policies distorts global market conditions.

U.S. policy makers have expressed growing frustration with previ-
ous responses to these challenges. Unilateral tools (e.g., antidump-
ing and countervailing duty [AD/CVD] cases), bilateral initiatives
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(e.g., negotiations and discussions), and multilateral fora (e.g., WTO
dispute settlement cases) have only had limited success in address-
ing Beijing’s market distorting practices. Each instrument in the
U.S. policy-making toolbox has proven limited when set against a
vast array of industrial policies viewed as a political and economic
imperative by Chinese leadership.

This section discusses challenges presented by the Chinese gov-
ernment’s industrial policies, which include:

e Subsidies;
e Tariffs, local content requirements, and regulatory barriers;
e Investment restrictions on foreign ownership;

¢ Intellectual property (IP) theft, forced technology transfer, and
economic espionage; discriminatory IP licensing conditions and
limited IP protection;

¢ Unique technical standards; and
e Data localization and restrictions on cross-border data flows.

The section then reviews the U.S. unilateral, bilateral, and multilat-
eral policy tools that have addressed these challenges and the tools’
function, prior usage, and limitations. The section draws on the Com-
mission’s June 2018 hearing on U.S. unilateral, bilateral, and multilat-
eral policy options, and open source research and analysis.

Challenges Presented by China’s Industrial Policy

The challenges laid out in this section arise from the Chinese gov-
ernment’s industrial policies promoting “indigenous innovation,” or
“lenhanced] original innovation through co-innovation and re-inno-
vation based on imported technologies” (as defined in the National
Medium- and Long-Term Science and Technology Development Plan
Outlzne) 3 The Chinese government’s indigenous innovation policies
aim to “achieve technological catch-up and import substitution ...
and replace [China’s] foreign competitors on the domestic and in-
creasingly also on global markets.”4 This imperative is achieved
through long-term, state-directed policies.® In its 2017 report to
Congress on China’s WTO compliance, the Office of the U.S. Trade
Representative (USTR) said the United States has strong concerns
regarding the direction of the Chinese government’s industrial poli-
cies, specifically those that:

1. Discriminate against U.S. firms or products;

2. Encourage “excessive government involvement in determining
market winners and losers”;

3. Are tied to export, localization, or local IP targets; or
4. Lead to subsidization or technology transfer.6

Such policies appear particularly strong in “strategic and
emerging industries” identified for development, where Chinese
companies must meet ambitious government-set market share
targets.

In March 2018, the USTR published a Section 301 investigation
report, which documented the Chinese government’s acts, policies,
and practices related to technology transfer and IP (the Section 301
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report is discussed in greater detail in the “Section 301 of the Trade
Act of 1974” subsection under “Subsidies”). See Figure 1 for a time-

line of China’s industrial policies.

Figure 1: China’s Major Technology-Related Industrial Policies
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Source: Office of the U.S. Trade Representative, Findings of the Investigation into China’s Acts,
Policies, and Practices Related to Technology Transfer, Intellectual Property, and Innovation under
Section 301 of the Trade Act of 1974, March 22, 2018, 10-17. Adapted by Commission staff.

The Chinese government is transparent and specific in setting
such targets: for example, the October 2015 Key Area Technology
Roadmap detailed “hundreds of market share targets for 2020 and
2025, both domestic and international” (see Figure 2).7

Figure 2: Select Chinese Government Domestic and Global Market Share
Targets in Key Technologies
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Source: Chinese Academy of Engineering, Expert Commission for the Construction of a Manu-
facturing Superpower, Made in China 2025 Key Area Technology Roadmap, October 29, 2015, 14,

48, 101, 105. Translation.
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Due to the focus on technology acquisition and development, the
impact of the Chinese government’s industrial policies on foreign
companies is not limited to the challenges they face selling to or
operating in China. With the help of Chinese government funding,
Chinese companies have acquired technologies and companies and
transformed into formidable competitors abroad, advancing the gov-
ernment’s aim to establish Chinese companies as leaders in stra-
tegic industries. For example, in 2010 Beijing Genomics Institute
received $1.58 billion in credit from China Development Bank to
purchase 128 advanced DNA-sequencing machines from Illumina, a
U.S. firm, thus becoming the world’s largest genetic sequencer.8 Bei-
jing Genomics Institute then acquired Illumina’s closest competitor,
Complete Genomics in Mountain View, California, in 2012.9

Subsidies

Subsidies provided by the Chinese government can generate glob-
al overcapacity and price distortions in a broad array of sectors,
from heavy industry like steell© to value-added technologies like
semiconductors.1! In technology development, government support
includes tax breaks on research and development (R&D), subsidized
credit, low land prices, and “forgiving, state-financed equity inves-
tors.”12 The Made in China 2025 initiative, released in 2015, out-
lines a ten-year plan to develop ten advanced manufacturing sectors
via “government intervention and substantial government, financial,
and other support.”*13 The European Union Chamber of Commerce
in China identified subsidies as “an effective way of achieving the
market share targets included in [Made in China 2025]-related doc-
uments.”14 (For additional information on the Made in China 2025
initiative, see Chapter 4, Section 1, “Next Generation Connectivity.”)

Impact

Subsidies create unfair competition for firms that do not enjoy
such advantages. Chinese state-owned enterprises (SOEs)—includ-
ing 81 Fortune 500 companies!®>—receive preferential treatment
that erodes “competitive neutrality” and creates an uneven playing
field for private sector firms.716 Private Chinese companies also re-
ceive government subsidies, blurring the line between privately and
publicly owned firms.17 The impact is nontrivial: in the market for
electric vehicles, Scott Kennedy, an expert on China’s economy at
the Center for Strategic and International Studies (CSIS), estimated
Chinese government expenditure at between 34 and 35 percent of
total sales from 2009 to 2017.%

*For more on Made in China 2025, see the U.S.-China Economic and Security Review Commis-
sion Chapter 4, Section 1, “China’s Pursuit of Dominance in Computing, Robotics, and Biotechnol-
ogy,” in 2017 Annual Report to Congress, November 2017, 513-515.

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

fIn this research, total government expenditure of renminbi (RMB) 323 billion includes: (1)
subsidies and price rebates (RMB 245 billion); (2) infrastructure subsidies (RMB 15 billion); (3)
research and development (RMB 13 billion); and (4) vehicle procurement (RMB 50 billion), with
total electric vehicle sales estimated at about RMB 929 billion. Scott Kennedy, “China’s Rapid
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Subsidies give Chinese companies benefits not available to foreign
firms, disadvantaging foreign competitors. For example, government
funding can support companies’ R&D and acquisition of foreign
technology.18 As described in the 2018 USTR Section 301 investiga-
tion report on China’s IP practices, in April 2016 China’s sovereign
wealth fund and a subsidiary of state-run China Construction Bank
were “lead investors”!? in Ant Financial Services Group, Alibaba’s
financial services affiliate.*20 In September 2016, Ant Financial
Services Group paid an estimated $70 million to $100 million2! to
acquire the U.S.-based EyeVerify Inc., a biometric authentication
startup.22 It is unknown whether Ant Financial Services Group
could have acquired EyeVerify without state-backed financing; how-
ever, Ant Financial Services Group stated in a press release that its
partnership with China’s sovereign wealth fund would “support its
continued push into international markets.”23

U.S. Unilateral Tools to Address Chinese Subsidies

Antidumping and Countervailing Duties

AD/CVD measures offset the price of imports produced or sold
under unfair trade practices. AD laws are designed to provide relief
to domestic industries adversely impacted by imports sold at less-
than-fair market value.2¢ CVD laws can provide relief to domestic
industries adversely impacted by underpriced imports that receive
foreign government or public subsidies.25 Chad Bown, an economist
at the Peterson Institute for International Economics, found that
as of 2015, “more than two thirds of U.S. imports from China cov-
ered by antidumping duties were also covered by [countervailing du-
ties].”26 AD/CVD cases are the most frequently used domestic reme-
dy.27 Orders can be tailored to specific products, countries of origin,
or individual companies exporting to the United States.T Though do-
mestic industry typically initiates cases, in November 2017 the U.S.
Department of Commerce self-initiated a cased against U.S. alumi-
num sheet imports from China.28 Former Assistant U.S. Trade Rep-
resentative for China Affairs Claire Reade noted that AD/CVD cases
function well in instances of product-specific subsidies or pricing for
direct U.S. imports, where injury is imminent.29

Drive into New-Generation Cars: Trends, Opportunities, and Risks,” Center for Strategic and
International Studies, Washington, DC, February 21, 2018.

*Ant Financial Services Group’s Aprll 2016 ﬁnancmg round was described as “the world’s larg-
est private fundraising round for an internet company at $4.5 billion.” Kane Wu, “Alibaba Affiliate
Ant Financial Raises %4 5 Billion in Largest Private Tech Financing Round,” Wall Street Journal,
April 25, 2016.

T For each AD/CVD case, the U.S. Department of Commerce typically assesses different com-
panies at different margins depending on their prices and subsidies received. For instance, in
December 2017, the USITC issued an order on hardwood plywood imports from China for which
the CVD rate ranged between 22.98 and 194.9 percent, depending on the company. In its de-
termination, the Department of Commerce provides a total amount of affected trade value for
the prior three years. Company-specific rates complicate an estimation of the average duty rate
imposed: the total amount is not broken out by affected Chinese company, and an average duty
rate calculated from this information would be a rough estimate. U.S. Department of Commerce,
International Trade Administration, Fact Sheet: Commerce Finds Dumping and Subsidization of
Imports of Hardwood Plywood Products from the People’s Republic of China, November 13, 2017.
https://enforcement.trade.gov/download/factsheets/factsheet-pre-hardwood-plywood-products-
ad-cvd-final-111317.pdf.

fSelf-initiated cases are rare: the Department of Commerce’s public statement said an AD/CVD
case had not been self-initiated in over 25 years. U.S. Department of Commerce, “U.S. Depart-
ment of Commerce Self-Initiates Historic Antidumping and Countervailing Duty Investigations
on Common Alloy Aluminum Sheet from China,” November 28, 2017.

USCC2018.indb 80 11/2/2018 10:34:03 AM



81

U.S. AD/CVD orders have been frequently imposed on imports from
China found to be sold at less than fair value. According to U.S. In-
ternational Trade Commission (USITC) data, as of September 2018,
orders on imported Chinese products comprised over a third (170 of
462) of the AD/CVD orders in place, the highest number of any U.S.
trading partner.*30 Of those 170, orders on iron and steel comprise
the largest share (54), followed by chemicals and pharmaceuticals
(35), and miscellaneous manufactured goods (48).31 Data from U.S.
Customs and Border Protection indicate that about $6.9 billion in
U.S. imports from China were subject to AD/CVD orders between
October 2016 and September 2017.32 AD/CVD orders vary widely by
sector: in late 2016 about 31 percent of Chinese metals imports were
subject to AD duties compared with 3 percent of Chinese electronics
and electronic machinery.33

Trade experts posit several limitations to AD/CVD cases:

e Importer substitution: While AD/CVD measures address the un-
fair margin on imports from China, they may not affect the total
quantity of product traded globally, or the global price at which
it is traded.3* Instead, AD/CVD cases may increase the quantity
and value of other countries’ exports to the United States, leav-
ing the total quantity of U.S. imports unaffected.35 According
to Dr. Bown, with reduced access to the U.S. market, Chinese
exports shift to other countries and global overcapacity remains
unresolved.3¢ Chinese producers may also expand production in
other countries. When the Department of Commerce and the
USITC imposed an AD/CVD order on Chinese solar cells and
modules in late 2012, Chinese manufacturers relocated oper-
ations to Malaysia and thus circumvented additional duties.37

e Transshipment: Chinese manufacturers may reroute their prod-
ucts through an intermediate shipping hub, where the prod-
ucts’ country of origin may be relabeled.3® This is illegal under
U.S. law: falsely labeling a U.S. import’s country of origin can
result in large fines and criminal prosecution.3? Yet the prac-
tice continues. In testimony before the Senate Committee on
Finance Subcommittee on International Trade, Customs, and
Global Competitiveness, the American Honey Producers Asso-
ciation testified that Malaysia, Indonesia, and Taiwan did not
have commercial beekeeping operations “capable of producing
anywhere near” the volume of honey they began to export after
an AD/CVD order was imposed on U.S. imports from China.40

e Harm to importing U.S. industries: U.S. importers will pay a
higher cost on covered imports if the USITC issues an AD/CVD
order on a product.i In response to a December 2017 announce-

*India, the U.S. trading partner with the second highest number of open AD/CVD orders, had
39 orders in place in September 2018. U.S. International Trade Commission, AD/CVD Orders,
Sleptember 6, 2018. hitps://www.usitc.gov/sites/default/files/trade_remedy/documents/orders.
xls.

1 Final AD rates ranged between 18.3 and 249.9 percent, while CVD rates ranged between 14.78
and 15.97 percent. The WTO Appellate Body found the CVD duties in violation of WTO rules in
December 2014. U.S. Department of Commerce, International Trade Administration, Fact Sheet:
Commerce Finds Dumping and Subsidization of Crystalline Silicon Photovoltaic Cells, Whether
or Not Assembled into Modules from the People’s Republic of China, October 10, 2012. https://
enforcement.trade.gov/download/factsheets/factsheet_prec-solar-cells-ad-cvd-finals-20121010.pdf.

+For example, in December 2017, the USITC issued an order on hardwood plywood imports
from China commensurate to the amount it was found to be underpriced. The Department of
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ment imposing an AD/CVD order on imported Chinese hard-
wood plywood, the American Alliance for Hardwood Plywood
stated, “Industries including the kitchen cabinet, recreational
vehicle, window and door, furniture, homebuilding and flooring
industries all utilize the Chinese hardwood plywood.”4! The as-
sociation emphasized that affected trade associations represent
industries employing over a million U.S. workers.42

e Delayed remedy: The time required to take action may mean
the remedy arrives too late to help a given industry, since an
AD/CVD investigation may take 430 days (about 14 months)
from start to finish.43 For example, in an AD/CVD case against
hardwood flooring imports from China, a petition to begin the
case was filed on November 18, 2016; the USITC issued a final
determination a year later on December 28, 2017.4¢ U.S. hard-
wood plywood producers still foresee financial hardship: in an
April 2018 presentation, Kip Howlett, president of the Decora-
tive Hardwoods Association, described U.S. hardwood plywood
producers as being “in the fight for our life” due to U.S. imports
from China.45

¢ Retaliation: AD/CVD orders are often highly targeted by coun-
try and product, and thus may lead to more narrow retaliation
relative to other measures. According to Adams Lee, an interna-
tional trade lawyer at the firm Harris Bricken, starting in early
2017 the China Ministry of Commerce “has become more out-
spoken against [U.S. Department of Commerce] determinations
in AD/CVD proceedings against China,” which might “[signal] a
more aggressive policy stance.”46 China is also introducing AD/
CVD orders against U.S. exports to China, like dried distiller
grains.47

e Prospective relief: As AD/CVD orders can only adjust the price
of future imports, relief for injured parties under AD/CVD or-
ders is only prospective, rather than retroactive to the date the
pricing behavior began.

Section 201 of the Trade Act of 1974

As a legal tool, Section 201 is designed to provide relief to domestic
producers threatened by serious injury from an import surge, apply-
ing a temporary import duty or quota to all or nearly all imports.48
It is a “global” safeguard affecting U.S. imports from all countries
and thus cannot only address Chinese exports. Under Section 201,
following an administration request or private petition, the USITC
investigates whether a product’s import volume causes serious in-
jury to U.S. producers.4® The USITC presents its recommendations
to the president, who decides whether to implement them.5° Unlike
AD/CVD cases, Section 201 does not require a finding of an un-
fair trade practice, but injury or threat of injury must be shown to
trigger protections.?! American Federation of Labor and Congress

Commerce found Chinese exporters sold hardwood plywood into the United States at 183.36
percent less than fair market value, and China provided subsidies of between 22.98 and 194.9
percent. U.S. Department of Commerce, International Trade Administration, Fact Sheet: Com-
merce Finds Dumping and Subsidization of Imports of Hardwood Plywood Products from the Peo-
ple’s Republic of China, November 13, 2017. https://enforcement.trade.gov/download/factsheets/
factsheet-pre-hardwood-plywood-products-ad-cvd-final-111317.pdf.
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of Industrial Organizations (AFL-CIO) Trade and Globalization Pol-
icy Specialist Celeste Drake told the Commission that Section 201’s
“higher standards of proof [of serious injury by imports] make this
section more difficult to use.”52

In 2002, Section 201 duties were imposed to protect the steel in-
dustry from imports from “foreign steel producers ... nurtured by
government subsidies.”?3 In 2005, the USITC evaluated these du-
ties’ effectiveness “in facilitating positive adjustment of the domestic
industry to import competition.”>* The direct benefit of Section 201
in this instance can be hard to gauge, and economic trends indepen-
dent of the trade enforcement action can affect the outcome. On the
one hand, U.S. raw steel production increased by 9.4 percent (U.S.
steel prices generally increased between 2002 and 2004), U.S. com-
panies made investments in new facilities (e.g., U.S. Steel rebuilt a
blast furnace for $200 million, Ipsco Steel completed construction of
new steelworks for $395 million),55 and U.S. steel exports increased
in some products.* 56 However, the USITC noted these trends might
be owed to “growing demand in China, the improving U.S. economy,
and the attractiveness of U.S. exports to the rest of the world due
to the weak dollar.”57 On the other hand, in the same period, the
U.S. share of global raw steel production fell from 10.7 percent to
9.5 percent, “major restructuring and consolidation” occurred in the
industry, and steel companies shed about 30,000 jobs.58

Trade experts posit several limitations to Section 201 as a tool:

e Underlying economic trend unresolved: Through active inter-
vention, Section 201 tariffs provide temporary relief to U.S.
producers, but in many instances, the global economic trend
(e.g., overcapacity) provoking the import surge still exists af-
ter relief ends. Recognizing this challenge, in the USITC’s 2017
Section 201 decision on solar panels—another industry char-
acterized by overcapacity—Chairman Rhonda K. Schmidtlein
recommended the Trump Administration “initiate international
negotiations to address the underlying cause of the increase in
imports of [solar panels] and alleviate the serious injury there-
Oﬂ”59

e Product substitution: Section 201 cases may decrease global im-
ports of a particular type of product, but protected industries
may experience an import shift to similar unspecified items or
item inputs.?® When a Section 201 ruling intentionally excludes
some products, foreign exporters of those products may benefit
from the measure, as their competition is reduced.! Dr. Bown
estimated that between 2001 and 2003, U.S. imports of prod-
ucts excluded from the Section 201 steel safeguard measure
increased in value;%2 moreover, those product imports’ volume
increased at a faster rate.63

e Importer substitution: Section 201 is a global safeguard; how-
ever, the United States has at times exempted imports from
select countries (e.g., “developing country suppliers” with less

*For example, see hot bar (Long II-8), rebar (Long III-6). Note that for certain products (cold
bar, welded pipe), the quantity of product exported declined but increased prices offset lower
export quantity. U.S. International Trade Commission, Steel: Evaluation of the Effectiveness of
Import Relief, September 2005, Long I11-6, Tubular II-9.
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than 3 percent market share, as required by the WTO) from
Section 201 duties.6* Section 201 remedies can be undermined
by an import increase from exempted countries if the remedy is
applied to a subset of countries.®®> For example, in the 2002 steel
case, the United States refrained from restricting imports from
preferential trade agreement partners (Canada, Mexico, Israel,
and Jordan).66 Like product exclusions, these “country exclu-
sion” imports’ value rose and their imported volume increased
at a faster rate.6?

e Harm to importing U.S. industries: Section 201 remedies can
have an adverse effect on domestic consumers of imported prod-
ucts, including other industries.6® During the 2002 Section 201
case, estimates of jobs lost in steel-consuming industries due to
import price increases differed widely; however, economists with
opposing perspectives on the use of tariffs agreed higher steel
prices led to employment declines in steel-consuming industries,
although they disagreed about the size of the loss.*

e Delayed remedy: As in AD/CVD cases, U.S. industry must show
evidence of injury to bring a case under Section 201. Former
U.S. trade negotiator Wendy Cutler commented on the most re-
cent Section 201 case, in which “China’s massive support of its
solar industry ... resulted in serious overcapacity,” and that “by
the time the parties can take legal action, it is often already
too late.”69

e Retaliation: As a “global safeguard,” Section 201 actions will
affect nearly all U.S. trading partners for a specific good. Con-
sequently, these actions can lead to broader retaliation than
AD/CVD orders and previous Section 232 and 301 cases, which
tend to be limited to particular countries. Following tariff imple-
mentation, the EU, Japan, South Korea, New Zealand, Norway,
Switzerland, Brazil, and China initiated disputes against the
United States at the WTO over the United States’ use of Sec-
tion 201.70

Section 232 of the Trade Expansion Act of 1962

Under Section 232, the Department of Commerce can investigate
any product to determine whether it “is being imported into the
United States in such quantities or under such circumstances as
to threaten to impair the national security.” 7! If the Department of
Commerce finds imports impair or threaten to impair U.S. national
security, the president may impose tariffs or quotas to adjust im-
ports.”?2 Sometimes termed the “national security clause,” this tool
was designed to address concerns about U.S. overreliance on imports
for defense needs, particularly from adversarial countries in times

*An estimate by Trade Partnership economists—who objected to the 2002 Section 201 tar-
iffs—found that between 50,000 and 200,000 jobs were lost due to 2002 steel price increases. A
critique of this study by Economic Policy Institute senior economist Robert Scott—who supported
the 2002 Section 201 tariffs—reported the USITC net decline in labor income of $386 million
would equate to 10,365 jobs lost due to 2002 steel price increases. Joseph Francois and Laura M.
Baughman, “The Unintended Consequences of U.S. Steel Import Tariffs: A Quantification of the
Impact during 2002,” Trade Partnership Worldwide, LLC, February 4, 2003, 21; Robert E. Scott,
“Estimates of Jobs Lost and Economic Harm Done by Steel and Aluminum Tariffs Are Wildly
Exaggerated,” Economic Policy Institute, March 21, 2018.
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of war.*73 For this reason, unlike Section 201 actions, Section 232
actions can target U.S. imports from a specific country. Section 232
is used very infrequently, with only 26 cases investigated between
1963 and 2017.7¢ Of those cases, the Department of Commerce de-
termined that imports impaired national security in eight cases and
the president chose to act five times.}

There is no consensus on how broadly such threats to national
security may be defined. The Department of Commerce listed “re-
quirements of the defense and essential civilian sectors” and “im-
pact of foreign competition on the economic welfare of the essential
domestic industry” among its critical factors.”> In addition, Article
21 of the General Agreement on Tariffs and Trade (GATT) states
that nothing in the agreement can prevent a member “from taking
any action which it considers necessary for the protection of its es-
sential security interests” related to “fissionable materials,” related
to traffic in “arms, ammunition, and weapons of war,” or “taken in
a time of war or other emergency in international relations.”7¢ The
U.S. government argues Article 21 grants the United States author-
ity to take steps to protect its national security: Dennis Shea, U.S.
Ambassador to the WTO, has clarified that Section 232 has been
invoked as a national security measure, not a safeguard measure.:
However, nine U.S. trade partners have initiated WTO disputes
challenging U.S. steel and aluminum tariffs imposed following the
Section 232 investigations concluded in February 2018.§

The recent Department of Commerce investigations on steel and
aluminum are the first Section 232 cases to bring up Chinese pro-
ducers’ particular role in overcapacity. The Department of Commerce
report on steel stated, “While U.S. production capacity has remained
flat since 2001, other steel producing nations have increased their
production capacity, with China alone able to produce as much as
the rest of the world combined.””” The Department of Commerce
aluminum report echoed the sentiment that Chinese aluminum
overcapacity, driven by industrial policy, had adversely impacted
U.S. producers: “A major cause of the recent decline in the U.S. alu-
minum industry is the rapid increase in production in China. [Unre-
sponsive to market forces,] Chinese overproduction suppressed glob-
al aluminum prices and flooded into world markets.”?8 (For more on
Section 232 investigations on steel and aluminum, see Chapter 1,
Section 1, “Year in Review: Economics and Trade.”)

*For example, two investigations resulted in embargoes on crude oil imports: Iranian oil im-
ports in 1979 and Libyan oil imports in 1982. Rachel F. Fefer and Vivian C. Jones, “Section 232
of the Trade Expansion Act of 1962,” Congressional Research Service IF10667, February 23, 2018.

TThese five instances related specifically to “petroleum products or crude oil” imports (e.g., in
the 1979 Iranian hostage crisis and in a buildup of diplomatic tension with Libya in 1982). Rachel
F. Fefer and Vivian C. Jones, “Section 232 of the Trade Expansion Act of 1962,” Congressional
Research Service IF10667, February 23, 2018; Bernard Gwertzman, “U.S. Decision to Embargo
Libyan Oil Is Reported,” New York Times, February 26, 1982.

#Between 2007 and 2018, Ambassador Shea served as a Commissioner on the U.S.-China Eco-
nomic and Security Review Commission. Dennis Shea, Communication to Ambassador Zhang
Xiangchen, April 4, 2018; U.S. Mission Geneva, “Ambassador Dennis Shea—U.S. Permanent
Representative to the WTO.” hitps://geneva.usmission.gov/our-relationship/ambassador-dennis-
sheal; Inside U.S. Trade, World Trade Online, “U.S.-China Economic and Security Review Com-
mission Vice Chair Picked for WTO Ambassador,” July 11, 2017.

§Since April, the following countries have initiated disputes with the United States on mea-
sures regarding steel and aluminum: China (DS544), India (DS547), the EU (DS548), Canada
(DS550), Mexico (DS551), Norway (DS552), Russia (DS554), Switzerland (DS556), and Turkey
(DS564). See World Trade Organization, “Chronological List of Disputes Cases.” https://www.wto.
orglenglish/tratop_el/dispu_el/dispu_status_e.htm.

USCC2018.indb 85 11/2/2018 10:34:03 AM



86

Trade experts posit several limitations to Section 232 cases:

e Underlying economic trend unresolved: As Section 232 only ap-
plies to U.S. imports rather than global production, it may not
address “more systemic problems.”7® Chinese production vol-
ume may not change, but rather will only be diverted to oth-
er importing countries, keeping downward pressure on global
prices.80

e Harm to importing U.S. industries: As in Section 201 actions,
tariffs following a Section 232 action may benefit one industry
at the cost of another. Ms. Cutler described potential tradeoffs
from the 2018 Section 232 investigations into steel and alumi-
num, whereby “trying to save a steel job ... may be at the ex-
pense of an auto job, an industry that uses steel.”81

¢ Retaliation: U.S. trading partners may reject the argument that
actions resulting from a Section 232 case are taken to preserve
U.S. national security. If this occurs, U.S. trading partners may
decide to retaliate against Section 232 actions. For example, on
the announcement of tariffs following the U.S. steel and alu-
minum investigations, Jean-Claude Juncker, President of the
European Commission, noted the tariffs “[appear] to represent
a blatant intervention to protect U.S. domestic industry and
not to be based on any national security justification,” and “the
EU will react firmly and commensurately to defend [its] inter-
ests.”82

Section 301 of the 1974 Trade Act

Section 301 investigations allow the USTR to examine unfair for-
eign acts, policies, or practices that restrict U.S. trade.83 Section 301
investigations are “more open-ended” than AD/CVD orders and Sec-
tion 201 and 232 cases, leaving a wide range of actions available to
the administration.84 The variety of actions taken following a Sec-
tion 301 investigation have ranged from threats of tariffs to WTO
dispute initiation. Former U.S. Trade Representative Michael Fro-
man noted he viewed Section 301 as a “delaying tactic” employed
in previous instances to develop cases to bring to the WTO.85 The
Congressional Research Service reported that following the WTO’s
establishment, “the USTR still sometimes began Section 301 inves-
tigations but then brought the issues at hand to the WTO for dis-
pute resolution.”86

Section 301 has been previously invoked to investigate Chinese
subsidies. In October 2010, the USTR initiated a Section 301 in-
vestigation into the acts, policies, and practices of the Chinese gov-
ernment following a petition by the United Steelworkers related to
a number of renewable technology government subsidies and dis-
crimination against U.S. firms.87 This Section 301 case resulted in
the United States initiating a WTO dispute against China’s Special
Fund for Wind Power Equipment Manufacturing subsidies in De-
cember 2010, later joined by the EU and Japan.88 China removed
the subsidies at issue in the WTO case; however, Timothy Meyer,
now professor of law at Vanderbilt University, commented that “the
United States has subsequently taken domestic [AD/CVD] action
against Chinese imports of both wind towers and solar panels.”89

USCC2018.indb 86 11/2/2018 10:34:03 AM



87

Multilateral Tools to Address Chinese Subsidies

WTO Cases

The USTR has filed cases against Chinese subsidies at the WTO,
most recently against aluminum producers receiving below-market
interest rate loans from state-owned banks. The EU, Japan, Cana-
da, and Russia requested to join these consultations.?0 According to
Harvard Law School Assistant Professor Mark Wu, subsidies have
proven challenging to resolve through dispute settlement, as WTO
rules only prohibit subsidies given by “public bodies” (i.e., directly
from the government or associated entities).9 The blurred line be-
tween private and public entities in China makes it difficult to use
WTO dispute settlement to address subsidies.?2 Ambassador Shea
noted that “the WTO itself does not currently provide the tools” to
enforce China’s commitment to “open, market-oriented policies.”93

The difficulty of addressing Chinese government subsidies at the
WTO can be illustrated by one dispute in particular. In 2008, the
Department of Commerce determined that “certain Chinese state-
owned banks and SOEs were ‘public bodies’” capable of granting
loans or deals on preferential terms (e.g., subsidies).®4 As a conse-
quence, it imposed CVD orders on Chinese exporters benefiting from
those terms. China brought a dispute at the WTO to contest the
Department of Commerce’s determination.?> The WTO dispute set-
tlement panel broadly agreed with the United States’ argument in
2010.96 China appealed the WTO ruling, however, and in 2011 the
WTO Appellate Body agreed with a number of China’s claims, no-
tably that the Department of Commerce’s interpretation of SOEs as
“public bodies” contravened the WTO agreement on subsidies.?” The
Appellate Body ruled that “majority government ownership alone
was insufficient” to prove SOEs could provide government subsi-
dies.?8 Instead, it concluded a subsidized entity needed to habitually
exercise “governmental functions” to qualify.?? For U.S. litigators in
the case, the Appellate Body’s reinterpretation of “public bodies” be-
came a textbook example of the Appellate Body’s “overreach,” where
it overstepped its authority within the dispute settlement system.100

Furthermore, the Chinese government has repeatedly failed to
notify its trading partners of subsidies provided by the central and
local government as required by its accession protocol.101 The Unit-
ed States has filed multiple reports detailing this concern at the
WTO: in 2006, when China submitted its first subsidy notification
since accession, the United States and the EU noted it contained
no information regarding local government subsidies; in 2011 the
United States submitted a counter-notification of nearly 200 subsi-
dy programs that China had not reported; and by the fall of 2015,
the United States had submitted two additional counter-notifica-
tions.192 This trend has not changed. In its 2017 report to Congress,
the USTR noted that “China has not yet submitted to the WTO a
complete notification of subsidies maintained by the central govern-
ment, and it did not notify a single sub-central government subsidy
until July 2016.7103

Under WTO rules, there are no sanctions or consequences for fail-
ing to submit a complete subsidy notification. The United States
proposed procedural changes to improve compliance at the WTO
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Ministerial Conference in December 2017.* To date, proposed chang-
es have not been adopted.104

Alternative Multilateral Fora

Beyond the WTO, other multilateral fora have provided a space
for discussions addressing overproduction generated in part by Chi-
nese government subsidies. The Organization for Economic Cooper-
ation and Development (OECD) Steel Committee, whose members
account for about 45 percent of global production and 75 percent of
global steel exports, calls attention to the issue of steel overcapac-
ity.105 In a statement in March 2018, the committee called for the
removal of global subsidies for steel production and discussed guide-
lines on subsidies, saying that a reduction in capacity in Asia was
a “modest adjustment,” but that “demand would take more than 30
years to absorb the current level of excess capacity.” 106

In 2016, the G20 leaders created the 33-member Global Forum
on Steel Overcapacity, with the OECD acting as a facilitator.107
The forum’s 2017 report produced guiding principles and a series
of concrete policy recommendations.198 On the report’s release, the
USTR welcomed “initial steps” but put forward three critiques of
the report: (1) it did not call out “some countries” for eschewing
market-based reforms; (2) it did not provide complete information
on government policies; and (3) it assumed capacity reduction tar-
gets would constitute an “effective response” to overproduction.109
The USTR concluded, “Meaningful progress can only be achieved by
removing subsidies and other forms of state support.”110

Tariffs, Local Content Requirements, and Regulatory Chal-
lenges

Beijing employs tariffs, local content requirements, and inequi-
table application of laws and regulations to bar foreign firms from
competing on an equal footing in the Chinese market. Research
published by the Peterson Institute for International Economics es-
timated the trade-weighted average tariff for U.S. goods exported
to China at 5.4 percent, while the U.S. trade-weighted average tar-
iff on Chinese imports is 3 percent.f 111 More worrying are govern-
ment-directed local content requirements that carve out predeter-
mined market shares for Chinese companies, such as a 70 percent
local content target in manufacturing components specified as part

*In October 2017, the United States submitted a proposal to the WTO recommending measures
to improve compliance with subsidy notification requirements, including negative consequences
for missed deadlines. World Trade Organization, “Communication from the United States: Proce-
dures to Enhance Transparency and Strengthen Notification Requirements under WTO Agree-
ments,” October 30, 2017.

T Generally, two methods are used to find average tariff rates: trade-weighted average tariff
rates and simple average tariff rates: (1) a trade-weighted average is the average tariff rate
applied at the U.S. border to all imported products, which takes products’ imported volume into
account. For example, if a tariff on mobile phones is quite low but a tariff on chocolate is quite
high, the trade-weighted average depends on the volume of (low) mobile phones imported rela-
tive to (high) chocolate; (2) a simple average tariff rate is the average tariff rate across all U.S.
imports—as listed in the U.S. tariff schedule—regardless of how much of that good was imported.
Using the same example, a simple average would sum the low tariff on mobile phones and the
high tariff on chocolate and divide by two tariff lines, regardless of the imported volume of mo-
bile phones or chocolate. Because these methods highlight different aspects of a country’s tariff
regime, the WTO publishes both trade-weighted and simple average tariffs. Average tariff rates
do not include AD/CVD orders and safeguard measures. See Chad Bown and Soumaya Keynes,
“Trade Talks Episode 42: Trump and Tariff Tweets: It's More Complicated than That,” Peterson
Institute for International Economics, June 15, 2018.
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of the Made in China 2025 initiative, leaving a smaller share of the
market available to foreign competitors.112

Foreign companies with operations in China also face pressure
to source Chinese-made components to secure various government
approvals: for example, in China’s wind power sector, foreign wind
turbine manufacturers established production or assembly opera-
tions for Chinese-made inputs due to local content targets.113 To
avoid open WTO violations, Chinese government ministries and pol-
icy institutes rely on internal or informal communication to con-
vey local content targets to Chinese companies in aviation, electric
vehicles, and other industries.114 (For a discussion of the role local
content requirements play in the development of China’s Internet
of Things and fifth generation wireless technology (5G) technologies,
see Chapter 4, Section 1, “Next Generation Connectivity.”)

Regulatory mechanisms like mandatory testing and licensing play
a role in implementing local content requirements. The U.S. Cham-
ber of Commerce identified licensing challenges such as IP disclo-
sures, regulatory interpretations, lengthy approval processes, and
“de facto licensing restrictions on the number of [industry] players,”
concluding that “licensing requirements are a top and long-standing
[market access] barrier” for foreign companies in China.l15 In her
testimony before the Commission, National Association of Manufac-
turers Vice President Linda Dempsey described “localization policies
related to production or technology” that require local testing and
certification in the information, communications, telecom, and med-
ical sectors.116

Chinese regulators recently broadened the definition of businesses
regulated as telecoms. According to the private sector U.S. Infor-
mation Technology Office*, when China’s Telecom Services Cata-
logue was expanded in 2016, the measures “incorrectly [classified]”
internet-based services like cloud computing, content delivery net-
works, and online interactive platforms as value-added telecom ser-
vices.117 The “telecom” designation subjects these services to exten-
sive licensing, regulatory, and ownership restrictions: from 2013 to
2017, 29,000 domestic suppliers of “value-added” telecom services
received licenses required for operation, compared with 41 foreign
suppliers.118 As of November 2016, cloud computing providers are
also required to hold an Internet Data Center license, which foreign
companies can only obtain through joint ventures (JVs) with local
Chinese Internet Data Center license holders.119 As a 2017 submis-
sion by the U.S. Information Technology Office made clear, “The im-
proper identification of services, paired with existing restrictions on
foreign investment in value-added telecoms services, unfairly handi-
caps foreign ICT [information and communications technology] com-
panies in China.”120

*The U.S. Information Technology Office is an “independent, nonprofit, membership-based
trade association representing the U.S. information communication technologies (ICT) industry
in China.” It is not part of or affiliated with the U.S. government. U.S. Information Technology
Office, “About Us.” http://www.usito.org/about-us.

fTelecommunications services are divided into “basic” and “value-added” services in China.
“Value-added telecommunications services” refer to telecommunications and information services
“provided through public network infrastructure,” while “basic telecommunications services” refer
to “the business of providing public network infrastructure, public data transmission, and basic
voice communications services.” DLA Piper Intelligence, “Telecommunications Laws of the World:
China,” May 25, 2017, 2-3.
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The software industry association BSA | The Software Alliance
observed some Chinese cloud regulations state a preference for spe-
cific domestic technologies, with “lists of approved products for ICT,
including encryption products, anti-virus software, and even basic
operating systems.”121 [t stated foreign cloud companies “experience
discrimination based on nationality due to the Value-Added Telecom
Service licensing regime.”122 For these and other reasons, BSA |
The Software Alliance rated China very poorly—22nd of 24 coun-
tries—in evaluating China’s cloud computing environment.123

Impact

Tariffs, local content requirements, and regulatory and licensing
challenges hinder or bar foreign suppliers from operation. As stated
in the USTR’s 2017 assessment of China’s WTO compliance, mar-
ket opportunities for U.S. service providers “should be promising”
but are diminished by regulatory barriers such as “case-by-case
approvals, discriminatory regulatory processes, informal bans on
entry and expansion, overly burdensome licensing and operating
requirements, and other means.”12¢4 For example, large companies
like Amazon, Microsoft, and Google rely on cloud computing as a
high-growth business segment.*125 However, Chinese law bars for-
eign companies from marketing to or registering Chinese customers
directly,’26 which cuts foreign companies off from the fast-growing
Chinese market. Management consulting group Bain estimated
the cloud computing market in China will be worth $20 billion by
2020.127

A presence in China can also solidify entry into Asian markets
more generally. According to PricewaterhouseCoopers advisory ser-
vice, the increase in demand for data center services in Asia substan-
tially outstrips increasing demand in Europe and North America.¥
According to BSA | The Software Alliance, the American Chamber
of Commerce in China, the U.S. Chamber of Commerce, the private
U.S. Information Technology Office, and the U.S.-China Business
Council, “none, or at least very few, of these restrictions [requiring a
license or foreign partner to establish commercial operations] apply
to Chinese cloud service operators as they invest abroad, including
in the United States.”128

Multilateral Tools to Address Chinese Tariffs, Local Content
Requirements, and Regulations

Bilateral and Plurilateral Negotiations

In the past, tariff reductions occurred through negotiations as
part of trade agreements. Tariff reductions had formed part of the
WTO negotiations on the Information Technology Agreement Ex-
pansion, an 80-country plurilateral negotiation designed to lower

*For example, Amazon Web Services’ operating income after expenses was $4.3 billion in 2017,
its most profitable business segment, which grew 39 percent over 2016. See U.S. Securities and
Exchange Commission, Amazon Investor Relations, Amazon SEC Form 10-K Filing, February
2, 2018, 69. htips://www.sec.gov/Archives/edgar/data/1018724/000101872418000005/amzn-
20171231x10k.htm#sF4D226117080548193EEA79328D2EAGE.

T PricewaterhouseCoopers reports that by 2021, demand for data center services in Asia will
be increasing at 27 percent over the previous year, while demand in Europe will be increasing
at 13 percent and demand in North America will be increasing at 12 percent. Maxime Blein et.
al., “Surfing the Data Wave: The Surge in Asia Pacific’'s Data Center Market,” Pricewaterhouse-
Coopers, January 2017, 4.
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tariffs on advanced ICT products.*129 The United States and China
reached an initial agreement to cut tariffs in November 2014, a deal
that more than 50 countries formally agreed to and approved at a
WTO Ministerial in December 2015.130 Per the agreement, tariffs
on technology products were set to decrease over a period of three
years; exports from China comprise about 23 percent of total exports
covered by the agreement.131

WTO Cases

The WTO has been used to address tariffs and other protections
in the past. The United States is currently awaiting results on dis-
putes challenging China’s tariff-rate quotas on grains like rice, corn,
and wheat, and export restraints on certain raw materials used in
manufacturing.132 (For additional information on ongoing WTO
cases, see Chapter 1, Section 1, “Year in Review: Economics and
Trade.”) The WTO prohibits the use of local content requirements,
and WTO case law has found local content requirements illegal.133
The United States brought three local content-related cases against
China between 2006 and 2016; in every case, the WTO ruled for the
United States or the parties settled in the United States’ favor.7 134
Chinese government entities attempt to avoid openly violating WTO
rules by informally conveying local content requirements using “in-
ternal or semi-official documents.”135

Investment Restrictions on Foreign Ownership

The OECD ranks China as the fourth most restrictive country (of
68 countries) for foreign direct investment (FDI) in the world (after
the Philippines, Saudi Arabia, and Indonesia).13¢ As of 2017, China
continued to restrict or close a broad range of sectors to foreign
investment.137 Media and telecommunications were reported as the
most restricted sectors in China.138

In China, the Catalogue for the Guidance of Foreign Investment
in Industries (or Foreign Investment Catalogue) classifies industries
into three categories: “encouraged,” “restricted,” or “prohibited” to
foreign investment.139 Industries in both “encouraged” and “restrict-
ed” categories may be subject to ownership caps, necessitating a JV
with local partners.140 According to the U.S. Chamber of Commerce,
such restrictions “either block opportunities” for foreign companies
to enter or participate in the Chinese market, creating a domestic
protection, or “in some cases, create a de facto technology transfer
requirement ... as a pre-condition for market access.”14! In this, the
Chinese government is not abiding by its past promises or agree-
ments.142 China’s WTO Protocol of Accession states,

China shall ensure that ... [the right of] investment by na-
tional and sub-national authorities is not conditioned on:
whether competing domestic suppliers exist; or performance

*The International Technology Agreement covered 201 products ranging from medical devices
to audiovisual products like DVD players, new generation semiconductors, GPS, video games,
satellites, printing and copying machines, loudspeakers, microphones, associated parts and com-
ponents, and machinery and machine tools for their production. World Trade Organization, “20
Years of the Information Technology Agreement,” 2017, 65.

TDS340 regarding auto parts was resolved through dispute resolution in complainants’ fa-
vor; DS358 regarding tax refunds, reductions, or exemptions settled in complainants’ favor; and
DS419 regarding wind power equipment subsidies with local content requirements was resolved
when China ended the program.
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requirements of any kind, such as local content, offsets, the
transfer of technology, export performance, or the conduct of
research and development in China.143

Discussing these investment restrictions in testimony before the
Commission, Jennifer Hillman, Georgetown University professor of
practice, noted that provisions in China’s investment laws and cat-
alogues “also violate China’s basic commitment to national treat-
ment, requiring that China treat foreign companies no less favor-
ably than it treats Chinese companies.” 144 Though Chinese officials
“continue to promise” market access, the U.S. Department of State
advised U.S. exporters in June 2017 that “announcements are met
with skepticism due to lack of details and timelines.”145

Impact

Chinese investment restrictions and foreign firms’ responses vary
by industry. For example, to enter the Chinese market, most U.S.
carmakers have established JVs with Chinese partners described as
“cumbersome”* and “financially draining.”146 In financial services,
by contrast, Goldman Sachs, Citigroup, and Bank of America have
divested their former holdings in Chinese banks altogether; the Fi-
nancial Times reported that, while profitable, those JVs did not help
foreign banks establish a presence in China.4? Fraser Howie, coau-
thor of Red Capitalism, commented in May 2018, “The restrictions
on foreign capital were put in place to protect domestic players, and
they worked well ... Even now, foreign banks are only around 2 per-
cent of bank assets in China.”148

In early July 2018, China’s National Development and Reform
Commission and the Ministry of Commerce jointly released a new
“negative list” for foreign investment, which reduces the number of
restricted sectors from 63 to 48 and removes or lowers investment
restrictions in fields like mining and transportation.’4® Though
these changes went into effect in late July, the announcements were
met with skepticism.150 Restrictions have been lifted in sectors like
ship-building and rail services—where Chinese companies remain
dominant—while the scheduled removal of ownership caps on for-
eign financial service providers and car manufacturers is not due to
take effect until 2021 and 2022, respectively.151 In addition, the neg-
ative list reductions demonstrate investment restrictions will con-
tinue to occur “on Beijing’s terms and in service of China’s national
development and domestic priorities.” 152

Bilateral Tools to Address Chinese Investment Restrictions

Bilateral Negotiations

For over a decade, U.S. diplomats have negotiated with Chinese of-
ficials in attempts to lower investment market access barriers. These
efforts include statements affirming open trade principles and sec-

*Despite these JV requirements, foreign automobile brands dominate the Chinese market:
Chinese-brand automobile market share has fluctuated between 39 and 45 percent in the period
between 2009 and 2017. In addition, the Chinese government recently announced it planned to
lift ownership restrictions on foreign car manufacturers by 2022; however, the move most benefits
companies that have not yet entered the market or established businesses in China, like Tesla.
Bloomberg News, “Chinese Carmakers under Pressure as Joint-Venture Caps Erased,” April 17,
2018; Keith Bradsher, “China Loosens Foreign Auto Rules in Potential Peace Offering to Trump,”
New York Times, April 17, 2018.
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tor-specific statements 153 made in the U.S.-China Joint Commission
on Commerce and Trade (JCCT), the U.S.-China Strategic Economic
Dialogue (SED) and its replacement the U.S.-China Strategic and
Economic Dialogue (S&ED), bilateral investment treaty (BIT) nego-
tiations, and, most recently, the Comprehensive Economic Dialogue
(CED). Despite these efforts, observers have expressed concern that
only incremental progress has been achieved. Ms. Reade noted that
while U.S. diplomats gained the opportunity to engage with Chinese
regulators on cross-cutting issues in the S&ED, the dialogue’s mixed
achievements and extensive scope have caused some to question its
value.154 Given the wide-ranging scope and questionable progress
made by high-level dialogues, the Trump Administration has halted
the JCCT and CED fora, calling the future of these discussions into
question.

e JCCT: Led by the U.S. secretary of commerce, the USTR, and
a Chinese vice premier, the JCCT had served as the “main bi-
lateral dialogue” forum for trade since 1983.155 The JCCT was
composed of 16 working groups that operated year-round on
issues like IP, pharmaceuticals, and trade and investment.156
The JCCT meetings culminated each year in a plenary meeting
to cover these topics.157 Topics of discussion have ranged from
patent rights protection; the WTO Government Procurement
Agreement; and non-discriminatory standards setting for smart
grid infrastructure in 2010 to non-discriminatory medical de-
vice procurement; excess capacity in steel, aluminum, and soda
ash; and clarifications of China’s antlmonopoly law and cyber-
security law in 2016.158

e SED/S&ED: The SED began in 2006 under then President
George W. Bush as a separate economic dialogue, then became
incorporated into the broader S&ED established under then
President Barak Obama.*159 Its economic track was chaired
jointly by the U.S. secretary of the Treasury and a Chinese vice
premier and addressed short-, medium-, and long-term economic
concerns.169 According to a 2014 U.S. Government Accountabili-
ty Office (GAO) report, of 114 total S&ED trade and investment
commitments between 2007 and 2013, 30 commitments were
generally related to investment (e.g., investment restrictions,
investment principles, BIT negotiations, and investment pro-
motion between the two countries).161 GAO observed that some
investment commitments were broad joint statements with no
specific request and no defined deadline for implementation, and
some commitments recurred through multiple negotiations.162

e CED: Following a summit meeting in April 2017, President
Donald Trump and Chinese President and General Secretary
of the Chinese Communist Party Xi Jinping agreed to restruc-
ture the S&ED into the U.S.-China Comprehensive Dialogue,
with the CED as one of four dialogue tracks.} 163 The first CED,

*The S&ED covered both strategic and economic concerns in separate tracks: the U.S. secretary
of State would chair the “strategic track,” while the U.S. secretary of the Treasury would chair the
“economic track.” Dennis Wilder, “The U.S.-China Strategic and Economic Dialogue: Continuity
and Change in Obama’s China Policy,” Brookings Institution, May 15, 2009.

TThe Comprehensive Dialogue was broken into: (1) the Diplomatic and Security Dialogue, (2)
the Comprehensive Economic Dialogue, (3) the Cyber and Law Enforcement Dialogue, and (4)
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held in July 2017, ended without any new agreements or the
planned joint statement.164 In November 2017, David Malpass,
Under Secretary for International Affairs at the Department of
the Treasury, described the CED as “stalled.”165

e BIT negotiations: Launched under the Bush Administration at
the 2008 SED, a BIT was viewed by its proponents as a means
of securing legal protections for U.S. companies in China, in-
cluding non-discriminatory treatment and free transfers of cap-
ital.166 As a 2016 Commission staff research paper noted, U.S.
negotiators sought to ensure “pre-establishment national treat-
ment,” affording U.S. firms equal treatment unless specified in
the negative list.167 Xinhua, a Chinese state-run media outlet,
reported 33 rounds of negotiations between 2012 and 2017.168
Aé'tfgg the U.S.-China CED in July 2017, discussions were halt-
ed.

Tangible gains resulting from high-level bilateral talks have been
limited. As stated by the 2014 GAO report, China’s implementation
of JCCT and S&ED commitments was not always clearly evaluat-
ed in U.S. follow-up reports.17¢ Implementation timeframes were
only specified in 17 percent of JCCT commitments and 18 percent
of S&ED commitments; in the S&ED, it was assumed “each year’s
S&ED commitments are to be implemented by the next S&ED
meeting.”171

The USTR’s 2017 report on China’s WTO compliance described bi-
lateral talks as largely “unsuccessful”; the talks only brought about
“incremental market access improvements” while China “repeatedly
failed to follow through on [broad] commitments.”172

Limited IP Protection, IP Theft, Technology Transfer, and
Economic Espionage

According to economist and longtime China observer Barry Naugh-
ton, the Chinese government has launched “a massive state-directed
program of innovation designed to give it mastery in certain select-
ed industries.”173 The Chinese government’s commitment to techno-
logical promotion and advancement has been accompanied by prac-
tices that unfairly exploit or disadvantage foreign corporations.174
The USTR’s Section 301 investigation said the Chinese government
uses a “variety of tools, including opaque and discretionary admin-
istrative approval processes, joint venture requirements,” and other
mechanisms to compel technology transfer.175

Industry groups have become increasingly vocal regarding the
broad challenge of technology transfer and IP theft. Information
Technology Industry Council President Dean Garfield said the Chi-
nese government’s top-down approach “fosters an environment that
actively pursues technology transfer as a prerequisite for doing
business in China.”176 Similarly, in 2017 the American Chamber
of Commerce in Shanghai reported that members’ top regulatory
hindrances included a lack of IP protections and enforcement, the
process to obtain required licenses, and data security and trade se-
crets protection.177

the Social and People-to-People Dialogue. U.S.-China Economic and Security Review Commission,
Chapter 1, Section 1, “Year in Review: Economics and Trade,” in 2017 Annual Report to Congress,
November 2017, 57.
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Despite private complaints of abuse, however, companies do not
often formally report their concerns for fear of retaliation from the
Chinese government.17’8 Lee Branstetter, Carnegie Mellon Univer-
sity economist and public policy professor, testified that the lack of
public documentation hampers the U.S. government’s ability to craft
an effective, well targeted deterrent to forced technology transfer.179

Apart from the de facto challenges described above, several legal
IP challenges present further hurdles for foreign companies with
operations in China:

e IP licensing conditions for foreign firms that benefit Chinese
partners in negotiations;180

e Low—an average of $20,000 in 2013*—IP violation damage
awards (e.g., patent infringement damages) that do little to de-
ter IP violations and lead to low royalty payments{; and

e High damage awards for antimonopoly violations brought on
foreign companies relative to IP damage awards foreign compa-
nies could receive from IP infringers. If IP violation damages in
China are relatively low, damages from Antimonopoly Law vio-
lations can amount to hundreds of millions of dollars in awards,
like the $975 million fine imposed on Qualcomm in 2015.181

U.S. companies can thus be prevented from protecting their IP
due to the threat of legal action in China. As stated in the USTR’s
2018 “Special 301”% annual review of IP rights, “There is ongoing
concern that China’s competition authorities may target foreign pat-
ent holders for [Antimonopoly Law] enforcement and use the threat
of enforcement to pressure U.S. patent holders to license to Chinese
parties at lower rates.”182 Mark Cohen, director and distinguished
senior fellow at the Berkeley Center for Law and Technology and
former senior counsel for China at the U.S. Patent and Trademark
Office, described a similar pattern in testimony before the Commis-
sion:

A U.S. company brings an action in the United States or an-
other jurisdiction for patent or trademark infringement. The
Chinese company brings a retaliatory action in a home court
enforcing dubious patent rights or even seeking an antitrust
remedy. The Chinese court accelerates its procedures—and
it’s the quickest docket in the world—to render a judgement
in advance of the U.S. court. Because of the chokehold of
the Chinese market, the U.S. company is forced into settling,

*IPHouse Judicial Data Research Center calculated the average IP damage awarded in the
Beijing Intellectual Property Court in 2015 as about $70,900 (460,148 RMB, converted using
the U.S. Department of the Treasury December 2015 exchange rate of 6.49 RMB to dollars).
IPHouse Judicial Data Research Center, “Beijing Intellectual Property Court: Judicial Protection
Data Analysis Report, 2015,” 2016. hitps://chinaipr2.files.wordpress.com/2016/12/bjipc_judicial-
protection-data-analysis-report-20151.pdf, Mark Cohen, “IPHouse and IP Litigation Statistics,”
China IPR, December 22, 2016.

+In April 2018, China stated its intention to introduce more punitive IP damage awards. The
head of the State Intellectual Property Office, Shen Changyu, said, “We are introducing a punitive
damages system for IPR infringement to ensure offenders pay a big price.” Xinhua, “Interview:
China Calls for Better Protection for Chinese IPR,” June 12, 2018. http://www.xinhuanet.com/
english/2018-04/12/c_137106496.htm; Mark Cohen, “April 10-16, 2018 Updates,” China IPR,
April 18, 2018.

£ Unlike Section 301 investigations, which are quite rare, the USTR is mandated to release
an annual “Special 301” report on global IP rights protection and enforcement. Office of the U.S.
Trade Representative, Special 301. hitps://ustr.gov/issue-areas/intellectual-property/Special-301.
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which results in a global cross-license allowing the Chinese
company to continue to conduct business using what we now
call stolen IP.183

Such a strategy may have been employed in a recent case in-
volving the largest U.S. memory chip maker, Micron Technology, Inc.
(“Micron”). In August 2017, Taiwan authorities indicted former Mi-
cron employees for trade secret theft to benefit a government-funded
Chinese company.184 Former Micron engineers were found to have
illegally provided proprietary chip designs to United Microelectron-
ics Corp. (“UMC”), a Taiwan partner of Fujian Jinhua Integrated
Circuit (“Jinhua”) backed by the Fujian provincial government.* 185
Micron sued UMC and Jinhua for trade secret theft in U.S. district
court in December 2017.186 While the U.S. case remains ongoing,
Jinhua and UMC countersued Micron’s Chinese subsidiaries for
patent infringement in Fujian Province in January 2018, an action
that Micron has described in investor statements as retaliatory.187
In July 2018, the court in Fujian issued a preliminary injunction
barring Micron from selling 26 products in China, a ruling Micron
says it will appeal.188

In addition to these legal challenges, the standardization law
draft issued in March 2017 and the Cybersecurity Law implement-
ed in 2017 pose further risks to foreign companies by subjecting
proprietary corporate data, IP, and enterprise standards to review
or disclosure.189 As described by software industry group BSA | The
Software Alliance, these items are typically protected by trade se-
cret law or other IP laws, and “requirements for the disclosure of
source code and enterprise standards pose significant inherent risks
to intellectual property.” 190

Impact

Due to lack of information, the impact of any forced technology
transfer, IP or data theft, or economic espionage is difficult to as-
sess. In 2017, the Commission on the Theft of American Intellectual
Property (IP Commission) estimated that the U.S. economy loses be-
tween $225 billion and $600 billion per year from counterfeit prod-
ucts, piracy, and trade secret theft.191 By exchanging technology and
IP for market access in China, foreign companies may also be in-
vesting in future competition: a 2010 U.S. Chamber of Commerce re-
port identified instances of Chinese technology companies becoming
competitive in high-speed rail, wind energy, and aviation by drawing
on technology acquired (sometimes through illicit means) from for-
eign competitors.192

U.S. Unilateral Tools to Address Chinese IP Theft, Technology
Transfer, and Economic Espionage

Section 301 of the Trade Act of 1974

The USTR’s March 2018 Section 301 investigation report was the
first Section 301 investigation to address the Chinese government’s

*As described by New York Times technology reporter Paul Mozur, Jinhua used Micron’s inter-
nal language in slides supposedly pertaining to Jinhua products. Paul Mozur (@paulmozur), “The
engineer in this case raised suspicions because he Googled how to wipe his work computer. Later
the Chinese company used Micron’s own code names in slides that were supposed to be about its
internally developed products.” Twitter, June 22, 2018.
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practices related to technology transfer. In addition to government
subsidies for acquisitions of U.S. technology, the investigation docu-
mented several patterns of forced technology transfer from U.S. and
other foreign companies to Chinese counterparts: (1) a foreign com-
pany provides proprietary technology in exchange for market access,
whether in the establishment of a JV or in licensing and approvals
processes, as described above; (2) Chinese technology licensing re-
quirements that benefit local Chinese partners at the expense of
foreign licensors; and (3) cyber intrusions that access confidential
corporate information.1®3 Mr. Cohen testified before the Commis-
sion that the Section 301 report “gave voice to many long-standing
concerns of myself and others regarding China’s efforts to become
an innovation superpower as well as U.S. government strategies to
address China’s innovation strategies.” 194

Section 301 investigations offer the president a wide range of pos-
sible remedies. Following the March 2018 Section 301 investigation,
President Trump directed: (1) the USTR to review possible tariffs to
impose on U.S. imports of Chinese goods; (2) the USTR to initiate a
WTO case regarding China’s unfair technology licensing practices;
and (3) the U.S. Department of the Treasury to address concerns
regarding Chinese investment into the United States “using any
available statutory authority.”195

Section 337 of the Tariff Act of 1930

A complainant can bring a Section 337 case to the USITC in in-
stances where specific imported products use “unfair competition in
import trade,” such as IP infringement, misappropriation of trade
secrets, false advertising, or violations of antitrust laws.19¢ Like AD/
CVD cases, Section 337 cases have historically been targeted and
narrow in scope. If the USITC finds a violation, it can issue an ex-
clusion order prohibiting imports of the violating product.1®7 Nearly
a third of the 487 cases filed since January 2008 involved Chinese
respondents alleged to have imported IP-infringing products into
the United States, resulting in 46 exclusion orders and numerous
settlements.198 Ms. Drake noted in her testimony before the Com-
mission that Section 337 “has much broader applications than have
been successfully utilized by the private sector.”199 As stated by the
USITC in 2003, “The [USITC] has great latitude in deciding what
constitutes ‘unfair methods of competition’ or ‘unfair acts in impor-
tation’ and thereby, whether jurisdiction exists.”200

Prosecution of Economic Espionage

As reported by the U.S. Department of Defense (DOD) 2013
Annual Report to Congress, China utilizes a “large, well-organized
network to facilitate collection of sensitive information and ex-
port-controlled technology from U.S. defense sources.”2°1 Though
all countries engage in cyber espionage for national security
purposes, concerns over economic espionage® and cyber-enabled

*The National Counterintelligence and Security Center defines economic espionage as “(a)
stealing a trade secret or proprietary information or appropriating, taking, carrying away, or
concealing, or by fraud, artifice, or deception obtaining, a trade secret or proprietary information
without the authorization of the owner of the trade secret or proprietary information; (b) copying,
duplicating, downloading, uploading, destroying, transmitting, delivering, sending, communicat-
ing, or conveying a trade secret or proprietary information without the authorization of the owner
of the trade secret or proprietary information; or (¢) knowingly receiving, buying, or possessing
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theft of commercial IP “have increasingly strained” U.S.-China
relations since the early 2000s.202 In 2013, Obama Administra-
tion officials and others began “publicly identifying the Chinese
government as the source of many cyber attacks.”203 According to
Fred H. Cate, law professor and cybersecurity expert at Indiana
University, by 2015

Chinese activity [was] mounting to the degree that U.S. com-
panies and government agencies [were] increasingly willing
to charge not only that significant attacks originate from
China, but also that at least some of those attacks are con-
nected with the Chinese government.204

The U.S. Department of Justice (DOJ) has prosecuted isolated
cases of economic espionage, most successfully against state-spon-
sored actors. In May 2014, DOJ pressed criminal charges against
five members of People’s Liberation Army (PLA) Unit 61398.205
This indictment alleged theft of trade secrets and internal com-
munications from six U.S. entities between 2006 and 2014, in-
cluding Westinghouse, U.S. Steel, and Alcoa.2%¢ According to
James Lewis, senior vice president and cybersecurity expert at
CSIS, “The PLA indictments, widely questioned when they were
announced, contributed significantly to the Chinese decision to
agree to refrain from commercial cyber-spying.”207 John Carlin,
former DOJ National Security Division head, agreed: “[The in-
dictment was not] seen as an end in and of itself. Rather the
investigation and prosecution of the PLA members were pieces
of a larger deterrence strategy” to establish “basic international
norms in cyberspace.”208

DOJ has also indicted private entities for stealing IP from U.S.
companies, but legal penalties are overshadowed by potential gains.
In January 2018, Sinovel Wind Group and three individuals were
convicted of theft of trade secrets after “stealing proprietary wind
turbine technology”2%9 from U.S. wind energy company AMSC. This
case represented a joint effort between DOdJ, the Federal Bureau of
Investigation, and the Austrian Federal Criminal Intelligence Ser-
vice and Federal Ministry of Justice.210 Sinovel and AMSC reached
a settlement on July 3, 2018, whereby Sinovel agreed to pay AMSC
$57.5 million; Sinovel will also pay $850,000 to additional victims.211
DOJ 1mposed the maximum statutory fine of $1.5 million on Sinov-
el.212 According to evidence presented by AMSC at the trial, AMSC
“lost more than $1 billion in shareholder equity and almost 700
jobs, over half its global workforce.”213 AMSC is still in operation
today, though it reportedly “has gone through financial difficulties
in recent years.”214

Section 1637 of the 2015 National Defense Authorization Act

Section 1637 of the 2015 National Defense Authorization Act
(NDAA) expanded the powers of the International Emergency Eco-
nomic Powers Act of 1977 (IEEPA) to create a deterrent against
economic espionage.215 IJEEPA allows the president to regulate com-

a trade secret or proprietary information that has been stolen or appropriated, obtained, or con-
verted without the authorization of the owner of the trade secret or proprietary information.”
National Counterintelligence and Security Center, Foreign Economic Espionage in Cyberspace,
2018. hitps:/ lwww.dni.gov/files/ NCSC/documents/news/20180724-economic-espionage-pub.pdf.
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merce in the face of a foreign-sourced “unusual and extraordinary
threat” to U.S. national security, foreign policy, or the economy.216
Such commercial regulation can include raising tariffs, blocking
transactions, or freezing assets.21?” Under IEEPA, if the United
States is “engaged in armed hostilities” or “has been attacked by a
foreign country or foreign nationals,”218 the president can “confis-
cate property connected with a country, group, or person that aided
in the attack.”219 As expanded in Section 1637 of the 2015 NDAA,
in the event of a cyber attack, the president may “prohibit all trans-
actions in property” of any person determined to have conducted
“economic or industrial espionage in cyberspace.”220 Section 1637 of
the NDAA has never been used.

Committee on Foreign Investment in the United States

The Committee on Foreign Investment in the United States (CFI-
US) oversees the review of inbound FDI for national security threats.
This interagency review process, chaired by the Treasury, allows the
U.S. economy to maintain its historical openness to foreign invest-
ment save for exceptional cases where national security concerns
are warranted.221 Upon receiving a transaction notification, CFIUS
conducts a risk assessment with three considerations: (1) any threat
posed by a foreign investment’s “intent and capabilities”; (2) any na-
tional security vulnerabilities the business in question would pose;
and (3) potential consequences of exploiting those vulnerabilities.222
These considerations determine whether a transaction is deemed
“covered”* under Section 721 of the Defense Production Act of 1950
and thus is subject to review by CFIUS.

In its 2017 report to Congress (which covers 2015 data), CFIUS
reported it reviewed a total of 143 transactions, of which 29 cas-
es (about 20 percent) involved Chinese parties.223 By contrast, for
all years between 2006 and 2011, no more than 10 cases per year
involved Chinese parties, and these cases comprised less than 10
percent of total cases reviewed in the given year (see Figure 3).224
CFIUS does not report the number of withdrawals by country, but in
2015 foreign investors withdrew 13 attempted transactions during
the CFIUS review process.225

The number of CFIUS reviews has increased from 97 cases
in 2013 to 172 in 2016226 and—according to private sector es-
timates—over 200 in 2017,227 partly due to an increase in at-
tempted Chinese acquisitions of U.S. technology and policy mak-
ers’ growing unease with those acquisitions.228 Analysis by the
law firm Wilson Sonsini Goodrich and Rosati estimates most of
the approximately 20 deals blocked by CFIUS in 2017 involved
Chinese investors.229

*As stated in the U.S. Department of the Treasury Section 721 description, “The term ‘covered
transaction’ means any merger, acquisition, or takeover that is proposed or pending after August
23, 1988, by or with any foreign person which could result in foreign control of any person en-
gaged in interstate commerce in the United States.” U.S. Department of the Treasury, Section 721
of the Defense Production Act of 1950, 50 U.S.C. App. 2170.
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Figure 3: Covered Transactions by Acquirer Home Country, 2006-2015
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Source: U.S. Department of the Treasury, Resource Center: Reports and Tables, 2008-2017.
https:/ lwww.treasury.gov/resource-center/international/foreign-investment/Pages/cfius-reports.
aspx.

Rhodium Group’s Investment Monitor estimates Chinese in-
vestment in U.S. ICT at about $16.8 billion between 2000 and
the first quarter of 2018, compared to FDI in U.S. consumer prod-
ucts and services at $6.7 billion.23° Chinese companies’ interest
in acquiring U.S. technology has caught regulatory attention
and led to concerns that CFIUS’ current mandate may exclude
consideration of important transactions. Witnesses at a Senate
Committee on Banking, Housing, and Urban Affairs hearing on
CFIUS reform in January 2018 agreed that “China increasingly
has sought to acquire emerging U.S. technologies in ways that
may evade CFIUS review.”231 In August 2018, President Trump
signed into law a major overhaul of CFIUS (for more on Chinese
FDI in the United States and U.S. screening mechanisms, see
Chapter 1, Section 1, “Year in Review: Economics and Trade”).

Export Controls

Where conditions of a specific technology’s sale or transfer raise
national security concerns, the Department of Commerce’s Bureau
of Industry and Security export controls may be employed to pre-
vent the transaction. Former Assistant Secretary for Export Admin-
istration Kevin Wolf summarized export controls as rules govern-
ing the export, re-export, and transfer of technology and services
to specific end uses, end users, and destinations for national secu-
rity purposes.232 The regime allows for tailored controls adaptable
to technologies in all stages of development.233 Provided the tech-
nology of concern can be identified, this system does not “[impose]
unnecessary regulatory and economic burdens on transactions not
of concern.”234 Where possible, such controls have been imposed in
coordination with likeminded allies. Eric Hirschhorn, former Under-
secretary of Commerce for Industry and Security, has referred to
unilateral embargoes as “damming half of the river,” which “doesn’t
have much effect.”235
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Bilateral Tools to Address Chinese IP Theft, Technology
Transfer, and Economic Espionage

Economic Cyber Espionage Agreement

Following the theft of U.S. Office of Personnel Management re-
cords, then President Obama and President Xi released joint state-
ments in 2015 stating neither government would “conduct or know-
ingly support cyber-enabled theft of intellectual property, including
trade secrets or other confidential business information for com-
mercial advantage.”236 This agreement was reiterated by President
Trump and President Xi in October 2017 at the Law Enforcement
and Cyber Security Dialogue.237 The IP Commission noted that cy-
ber attacks may have decreased since its report’s release in 2014,
though the precise reasons for this decrease are undetermined.238
In his testimony before the Commission in 2017, Dr. Lewis com-
mented that China appeared “to be living up to its commitments
under the Obama-Xi agreement.”239

However, according to the U.S. Chamber of Commerce, “U.S. indus-
try does not believe there has been a full cessation of cyber enabled
IP theft.”240 William Carter, deputy director of the technology policy
program at CSIS, viewed Chinese cyber espionage as becoming more
focused on “professionalizing, centralizing, [and] better utilizing their
capabilities for strategic goals.”241 Cybersecurity firm FireEye con-
curred that though economic cyber espionage specifically for IP theft
had declined, particularly around the time of the agreement, attacks
against U.S. companies have increasingly targeted information such
as bid prices, contracts, and mergers and acquisitions; FireEye also
reported a “surge” in cyber campaigns against business service pro-
viders like cloud, legal, and telecommunications services.242

Negotiations

In its March 2018 Section 301 report, the USTR listed ten prior
agreements in which the Chinese government pledged not to require
technology transfer.243 The USTR states the practice continues de-
spite these promises.24* Longtime observers have expressed doubts
as to the effectiveness of bilateral negotiations alone on technolo-
gy transfer. As CSIS Senior Vice President Matthew Goodman re-
marked,

[Chinese policy makers] want to get to a more advanced val-
ue-added part of their economy. They want to bring another
600 million people into the middle class. And these [techno-
logical advancement] plans are fundamental to them, and
they’re not going to give [the plans] up just like that.245

Working Groups

The U.S. Patent and Trademark Office holds bilateral working dis-
cussions with China’s State Intellectual Property Office and other
IP agencies. As Mr. Cohen stated in written testimony before the
House Judiciary Committee, “[The U.S. Patent and Trademark Of-
fice] officials routinely engage in discussion with high-ranking Chi-
nese officials related to IP law developments.”246 Mr. Cohen expand-
ed on this structure in testimony before the Commission:
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[The U.S. Patent and Trademark Office] pursued sever-
al notable efforts to address weaknesses in China’s patent
examination system in certain technical areas ... Similar
efforts were undertaken to address trademark prosecution
and copyright protection practices and have borne results in
many well-defined areas.?4"

Mr. Cohen points to the establishment of China’s specialized IP
court system as “[reflecting] two decades” of U.S.-China technical
engagement on IP through the U.S. Patent and Trademark Office,
the U.S. Court of Appeals for the Federal Circuit, the Federal Circuit
Bar Association, and U.S. Patent and Trademark Office directors.248

Multilateral Tools to Address Chinese IP Theft, Technology
Transfer, and Economic Espionage

WTO Cases

Chinese government trade-distorting laws and regulations that
are codified and formalized—rather than informal or covert—can be
more easily challenged at the WTO relative to unwritten measures.
For instance, following the USTR’s Section 301 investigation into
China’s IP and technology transfer policies and practices, President
Trump directed the USTR to initiate a case at the WTO against
China’s licensing practices. The EU and Japan both requested to
join the United States’ challenge.249 Similarly, on June 6, 2018, the
EU brought a case to the WTO regarding China’s licensing practic-
es; Japan and the United States have both requested to join these
consultations.250

Ambassador Shea cast doubt on the WTO’s ability to resolve broad
industrial policy concerns including technology transfer, stating:

[The WTO’s dispute settlement mechanism] is narrowly
targeted ... While some Chinese measures have been found
by WTO panels or the Appellate Body to run afoul of Chi-
na’s WTO obligations, fundamental problems remain un-
addressed as many of the most significant Chinese policies
and practices are not directly disciplined by WTO rules or
the additional commitments that China made in its Protoc