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
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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

© W0 WO WO WO WO AN A DA AN DD WD WD WD
N Y W Y B WY R B WY B B W W
R R A P MR AP MR AROYPU RN
6.2
U.S.steeland —
6.3 . .
aluminum tariffs
6.4 imposed
O 6.5
(%]
o]
266
o
56.7
6.8
6.9
7.0

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.
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