(<

AALBORG WUNIVERSITET

Department of Development and International Relations

An Analysis of the Obstacles Faced by Chinese FDI in the U.S.

A- Supervisor: Lin Hong-yu
B- Supervisor: Peer Mdler Christensen
Writen by: Yang Xu

Submitted on: 20 May 2014



Abstract

China is a new player in American direct investment market but the value of Chinese
FDI to the U.S. has been skyrocketing since the breakout of financial crisis.
Committee on Foreign Investment in the U.S. (CFIUS) is the screening organ against
national security concerns. CFIUS is sensitive to investment with governmental
background. China-related transactions are easier to enter CFIUS’ vision because the
relations between the Chinese government/Communist Party of China and Chinese
firms are far from clear. Since 2005, there has been a wide-spread discussion in the
U.S. about Chinese FDI and it is still without consensus today. Americans lost
confidence during financial crisis and has deepened their distrust of China. American
concerns derived from national security issues, economic security issues and
reciprocity issues. Although the U.S. mainstream attitudes and policies remain open
to Chinese investment, several troubled cases have created an impression among the

Chinese that Chinese FDI is not welcomed by the U.S..

Recent years witness investment obstacles faced by Chinese firms in the U.S., and the
reasons are four-folds. First, China is viewed by Americans as a strategic rival. Unlike
other American major economic partners that are Western allies, China is perceived
as the only country that has the potential to challenge the U.S. global hegemony.
Taking a realist approach, the U.S. focuses on the relative gains when dealing
economic relations with China. It fears that economic interactions with China are
helping China strengthen its national power. Second, Americans are averse and
scared to “Chinese State Capitalism”. They are concerned that China Model, which is
different from Western market-based model, might threaten to undermine the U.S.
economic competitiveness by distorting its market order and disadvantaging U.S.
companies. Third, Americans’ distrust of China is increasing under complex
circumstances. Some Americans, especially those from the security community, are
likely to view Chinese investors with suspicion by taking a negative presumption of it.
And fourth, Chinese FDI is subject to influences by bilateral economic relations and

U.S. politics. From a top-down perspective, the Congress perceives Chinese FDI



against the backdrop of broader U.S.-China economic relationship and even bilateral
relations. From a bottom-up angle, Congressmen, under the motivation of being
re-elected, speak for their constituencies. The constituencies where congressmen

come from and their economic relations with China do matters.

The thesis holds that: (1) given the differences between China and the U.S. and the
strategic and competitive nature of this bilateral relationship, the U.S. is hard to
identify and trust Chinese FDI. Therefore, the obstacles and the unfavorable public
environment for Chinese investors will sustain in the foreseeable future. (2) China is
also responsible for this problem. On the one hand, China’s government-market
relationship is in ambiguity, and the law enforcement in the country is weak. But
Chinese do not acknowledge their problems. On the other hand, Chinese do not
sufficiently understand U.S. politics and are unfamiliar with American rules of the
game. They tend to see each action taken by the U.S. as a part of the U.S. strategy.
And they do not have sufficient evaluation of the U.S. investment climate and
landscape. (3) The problem of investment obstacles does not change the fact that the
U.S. welcomes Chinese investors generally. There are both pros and cons about the

Chinese FDI in the U.S., and the general atmosphere is actually not hostile.

[Key Words] distrust, perception, U.S. politics, state capitalism, bilateral economic

relations
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Introduction

Based on theories of international political economy, a nation is in transition from the
era of product-exporting to the era of capital-exporting when its gross national
product (GPD) per capita reaches the stage of $3,000-4,000. In 2008, China’s GDP per
capita stepped on the stage of $3,000 and it started its transition. In 2010, the
outward FDI stock of China ranks the world’s no.17, but its FDI flows to the rest of the
world had been the world’s no.5. In 2012, China had become the third largest source
of FDI flows in the world. This is a result of the natural cause of Chinese economic
development, China’s domestic economic transformation revolution, as well as

China’s “Going Global” policy adopted since 2001.

Recent years witness a rapid increase of Chinese FDI toward the U.S. in both value
and number. The investment going to the developed world, including the U.S,, is
taking an increasing share of the total Chinese FDI flowing to the world, and this has
become a new spot of Chinese foreign economic development. However, the

particularity of China has been receiving attentions by the alert Americans.

Together with the rise of Chinese investment in the U.S. is the increase of the
numbers of troubled investment cases. This is raising concerns in the Chinese
government and Chinese business community. China’s Foreign Ministry, Ministry of
Commerce, and National Development and Reform Commission announced that the
U.S. is discriminating Chinese companies by exercising “investment protectionism”.
Moreover, in recent years Chinese leadership has been on various occasions calling

for fewer obstacles and more equal treatment for Chinese firms investing in the U.S..

At a time when rapidly increasing Chinese FDI to the U.S. is being accompanied by
the U.S. restrictiveness on Chinese investors, the problem of investment obstacles
has become more acute. This is becoming a new source of China-U.S. economic
disputes and bilateral diplomatic contradictions. Upon the completion of the thesis,
an impression has been formulated among the Chinese business and political
communities as well as Chinese media that the U.S. do not welcome Chinese

investors and is hindering China behind the curtain.
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During the process of reviewing the history of this problem, the author saw a
paradox: on the one hand, the U.S. is the world’s most open and attractive FDI
destination; on the other hand, the U.S. is perceived by China as a closed and
hostile FDI market. This caught the curiosity of the author who believes an
explanation of this paradox would be constructive to a better understanding of
China-U.S. relations and to find possible solutions to the problem of investment
obstacles. Therefore, the ultimate purpose of the thesis is to answer such a question:
why the U.S. FDI market, which is the world’s most open one, is perceived by China

as closed and hostile?



Chapter1 Methodology

The chapter of methodology secures transparency and validity of the project by
explaining how and in which manner this project will be conducted. This chapter is
the roadmap of the project. It makes clear the purpose of the project. And to reach
the purpose what questions have to be answered? Which theories and approaches
did the researcher chose and why? What kinds of data will be used? A clear picture

of the project structure will provided at last.
1.1 Thesis Strategy

What motivates the author to research in this topic is that the rapid increase of
Chinese FDI to America is a new phenomenon and the problems concerning Chinese
FDI are new issues in China-U.S. relations. This problem is gradually becoming a new
source of diplomatic contradictions between China and the U.S.. To date, there are
some academic works from the perspective of Americans, but few works are from
Chinese perspective. The author hopes to fill in this academic gap from the angle of
international relations (IR). During the process of reviewing the history of this
problem, the author saw a paradox: on the one hand, the U.S. is the world’s most
open and attractive FDI destination; on the other hand, the U.S. is perceived by China
as a closed and hostile FDI market. This caught the curiosity of the author who
believes an explanation of this paradox would be constructive to a better
understanding of China-U.S. relations and to find possible solutions. Therefore, the

ultimate purpose of the thesis is to explain this paradox.
1.2 Thesis Design

A single angle may avoid too many focuses and elements to be included in a project
limited in length. China-U.S. economic relations will be the perspective of the project
due to the author’s study filed. To reach the project strategy, it is necessary to answer
six questions. First, what is the relationship between China-U.S. economic relations

and bilateral direct investment? Second, what are the obstacles faced by Chinese



investors in the U.S.? Third, how Chinese FDI is perceived by Americans? Forth, how
the U.S. FDI market is perceived by Chinese. Fifth, why Americans think and do so?
Sixth, what are the problems with China? All these questions will be answered in the

chapter of analysis.

Even sometimes the “obstacles” originate from China, they ultimately occur in
America. Therefore, the elements of China should also be analyzed by standing in the
shoes of Americans. How Americans see and perceive Chinese FDI determine their
reactions. To fully understand and interpret why Americans think and do so, the

thesis would conduct intensive researches in materials from the U.S..
1.3 Theoretical Framework

The thesis develops a theoretical framework specifically designed for the analyzing
the obstacles faced by Chinese investors in the U.S., and this framework will be used
in the data analysis. Theories of foreign direct investment and international political
economics are the foundation for analyzing. Neo-liberalism is the ideology of U.S.
global political economic strategy, and it is the key to understand how American
policy-makers think and act. Most of the IR realist theories are developed by
Americans themselves and are applied by the U.S. policy-makers. They are feasible to
account for U.S. foreign strategy and politics toward the rest of the world, especially
major powers like China. Realist thoughts like distrust, security dilemmas and

geopolitics will be used.
1.4 Research Approaches

Revolving the thesis strategy, the chapter of analysis will examine the problem and
explore and causes of the problem by various approaches. (1) Perception approach:
how Americans, especially the law-makers and policy-makers, perceive China and its
outbound FDI is of fundamental significance to analyze American attitudes and the
U.S. investment obstacles perceived by China. Also, Chinese perception of the U.S.
investment environment does matters China-U.S. economic and political issues and
relations. Given the huge differences between China and the U.S. in culture, ideology,

mindset and thought pattern, their perceptions on each other are sometimes twisted



against the reality. This is able to explain some of the phenomena.

(2) Power politics approach: power politics is the theme of international relations
that take place in an anarchic international system. An analysis of power relations are
feasible for the case of China-U.S. relations because both of them are major powers,
and the security of each of them depends on the other. Realism, one of the major IR

theories that put power politics at the heart of its research, will be used for analysis.

(3) Elite leadership approach: American society is characterized by not only the spirit
of democracy but also elitism. Elitism is more obvious when it comes to diplomacy
and national defense in which law-makers and policy-makers speak louder, and their
voices often shape public opinions. Therefore, it is critical for thesis to observe what

these people say, think and do, and to explore the motivations of their deeds.

(4) Institutional approach: the American social system is sophisticated with
well-designed institutional framework and various social actors and interest groups.
Elites could not exclude and voices of ordinary people are not isolated from them.
The politics of election is an important link bridging various social actors and the
political elites. Some of the problems in China-U.S. relations are not due to U.S.

foreign policies but the natural results of the U.S. domestic institutional process.
1.5 Data Collection

Qualitative data analysis is the main research method. Qualitative data is mostly
collected and quantitative data is also used for qualitative evaluation. Most of the
analysis objects of the thesis are relations, attitudes, identities, perceptions, and
mindset, and the purpose of the analysis is to seek qualitative findings. But
guantitative data is also indispensable because the analysis needs such data to
evaluate the status quo and trends of China-U.S. economic and investment relations,

and the seriousness of the investment obstacles problem.

Both primary and secondary data are acquired through various channels. Primary
data are words by scholars, journalists, congressmen, businessmen and incumbent
and former officials, obtained from hearings, conferences, media interviews and

leaked diplomatic cables. Secondary data comes from hearings, academic books,



academic papers, business reports, journals, newspapers, surveys, databases, online
notes, official announcements. The author tried to get information from both
Chinese and American sides so as to avoid biased results of analysis. Therefore,
various and verified data are used for the thesis in order to secure transparency and

validity of this research.
1.6 Limitation

The author does have limited sources of materials. All those accessible are publicly
available resources, including books, reports, comments, news reports and
databases. The author is unable to access internal cooperate materials, conversations
between companies, internal discussions within the U.S. government and with
Chinese  government/communist  party, interactions between Chinese
government/communist party and Chinese firms, and between U.S.
government/Congress and American businesses. As a consequence, it is beyond the
author’s ability to give a totally clear and accurate picture of Chinese FDI in the U.S.,
and to have thorough information about each transaction. What is more, numerous

works can only be scanned by the author due to his time limitation.
1.7 Structure

The thesis is divided into several parts: introduction, methodology, theories,
background, analysis and conclusion. The introductory chapter provides necessary
information for a preview of the problem formulation in which the research question
is present. Methodology part (Chapter 1) introduces how the author design the
thesis and it secures transparency and validity of the thesis by explaining how and in
which manner this project will be conducted as a part of the research strategy.
Theory part (Chapter 2) develops a theoretical framework specifically designed for

the aim of the thesis, and this framework will be applied in the data analysis.

The thesis approaches the issue from the perspective of Sino-U.S. Economic Relations
due to the fact that investment problems are highly related to economic and trade
issues and they belong to the latter. Therefore, the thesis provides background

information (Chapter 3) following the chapters of methodology and theories.



Background chapter gives two pictures: the status quo of Sino-U.S. economic
relations, and the relationship between bilateral economic relations and bilateral
direct investment. Chapter 4 is the analysis part. This chapter first tries to provide the
readers a clear picture of the obstacles faced by Chinese FDI in the U.S. by studying
various cases. Second, it would explore the causes leading to this problem.

Conclusion will summarize project findings by addressing the research questions.



1.8 Thesis Roadmap

Table 1: Thesis Roadmap

Introduction

Problem Formulation
Why the U.S. FDI market, which is the
world’s most open one, is perceived by
China as closed and hostile?

|

Methodology

}

Theories

|

Background

China-U.S. economic and direct investment relations

|

Analysis

What are the

obstacles?

How Chinese FDI is

perceived by Americans?

How the U.S. FDI market is

perceived by Chinese?

\\/

Why Americans think and do so?

What are the problems with China?

|

Conclusion

Answering the problem formulation




Chapter 2 Theories

This chapter develops a theoretical framework specifically designed for the analyzing
the obstacles faced by Chinese investors in the U.S., and this framework will be used

in the data analysis.
2.1 The International Political Economics of Foreign Direct Investment

According to Encyclopedia Britannica, foreign direct investment (FDI) is the
“investment in an enterprise that is resident in a country other than that of
the foreign direct investor”.! Generally speaking, FDI takes place through three types
of form, Greenfield investments, the FDI made to develop a production or
manufacturing plant from the ground up; mergers and acquisitions, acquiring partial
or full ownership of tangible business activity of the targeted companies located in
the foreign countries; and joint ventures, established through co-investment
between companies of different nationalities.” But what determines a foreign
investment is direct or indirect? International Monetary Fund defined 10% of shares
as the boundary between direct and indirect foreign investment.® A foreign

investment of 10% or above of the shares of the targeted company is called a FDI.

International trade has existed since cross-border communication started thousands
of years ago. But foreign direct investment is a relatively new phenomenon in recent
centuries and become frequent since 1970s. Direct investment provides a deeper
means of international economic communication because it brings foreign
businesses to operate and live in their target markets. The basic motivations to invest

capital abroad are the pursuit of markets, efficiency, or knowledge.”

FDI activities are basically categorized by economists as market-seeking,
resource/capital seeking and efficiency-seeking.” Market-seeking FDI, conducted

mainly by transnational companies, bridges the gap between various sovereign

! Encyclopedia Britannica. 2014. “Foreign Direct Investment,” in Encyclopedia Britannica.

? Britannica, 2014, ibid.

® International Monetary Fund. 1993. Balance of Payments manual. Washington D.C., p.86.

4 Britannica, 2014, op. cit.

> Wang Zheng-yi. 2010. General Theories of International Political Economy. Peking University Press, p.425.
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http://www.britannica.com.zorac.aub.aau.dk/EBchecked/topic/376016/merger

markets. Bilateral FDI provides companies of different countries of origin immediate
access to each other’s markets with infinite business opportunities. FDI allows
companies to get first-hand information about the tastes and preference of the
customers inhabiting in the target market-country. And it increases competition of
local economic environment. The desire of establishing a presence in each other’s
market engenders strategic alliance between companies from both countries.
Strategic alliance allows companies from both sides to integrate with each other in
information, human resources, business networks and management. It inspires each
other and broadens each other’s vision. Resource/capital-seeking and
efficiency-seeking FDI help investors to possess and mobilize foreign natural
resources and/or other assets that are unavailable or pricy in their home countries.
Thanks to FDI, factors of production (such as land, labor, proficient talent, technology
and facility) are able to be efficiently allocated for higher productivity, lower costs
and lower prices. This is also the outcome of optimal division of labor and promoted

specialization.

Vertical production makes value-chains of countries concerned more intertwined,
cross-border trade more frequent, and economies of scale much larger. Horizontal
production provides local consumers more options and localizes foreign brands. On
the whole, interactive direct investment enables businesses of nations concerned to
conduct production, operation, promotion and management of foreign resources on
each other’s land; thus the markets and various factors of production from those
nations overcome barriers of borders for better usage. Larger scales of economy and
more commercial expansion means more abundant job opportunities that in urgent

needs in those countries.

An important social result of FDI for the home country is the outsourcing activities
that transfer some lines of business on homeland to other places in the world. FDI
seeks for higher efficiency and lower cost such as labor cost, prices of land and
electricity. Job opportunities and taxes are therefore reduced because the job
demands have been shifted to a foreign land. This contributes to the decline of U.S.
manufacturing and its industrial bases are gradually hollowed out by its transnational

companies, while financial businesses have been increasingly concentrating on the

10



land of America. Together with the decline of U.S. manufacturing is the job losses.
2.2 Neo-liberalism and Washington Consensus

How FDI across the world becomes increasingly frequent and larger? State actors,
besides technological breakthroughs, are the main driven force behind the global
trend. Those state actors are equipped by an ideology called neo-liberalism. Since the
end of the Second World War, the U.S. has become the world leader in global
economy. It has been then trying to shape an international economic system to its
favor through international regimes, foreign aid, foreign policies and creating wars.
Since the end of 1970s, the rise of multinational enterprises in the Western world
pushed Reagan Administration and Thatcher cabinet to abandon Keynesian policies

and to lead the world to start the neoliberal economic revolution.

Neo-liberalism is to the opposite of Keynesian theory, which had been guiding the
economic policies in the capitalist world since the Great Depression in 1930s for
around 40 vyears. In 1970s, the capitalist world enter “the decade of stagflation”,
causing wide-spread criticism against Keynesian thoughts and gave the rebirth of
American conservative forces and the rise of Neoliberal ideas. Starting from Reagan
Administration and Thatcher cabinet, neo-liberalism had become the guiding
principles of macroeconomic policies of both the U.S. and the U.K.. In the U.S,, the
conservative political forces and transnational companies formed an alliance to press
forward neo-liberal policies within the country and around the world. These policies

are in line with the interests of the transnational class.

The neoliberal domestic economic policies are featured by (1) deregulation and tax
reduction for investment stimulus, (2) tightening of money supply and austerity
measures for prevention of inflation, (3) welfare reduction and weakening the labor
unions by slowing down the salary incensement and accelerating the flows of labor
capitals. And the neoliberal foreign economic policies advocate globally for (1)
privatization and deregulation in various nations, (2) clearing to ways for free flow of
capitals across the globe by eliminating trade and investment barriers, (3) austerity
measures in all nations.

Under the influence of U.S.-U.K. alliance, large scale of privatization movement took
11



place in 1980s and 1990s in various economies around the world. The collapse of
Soviet Union awarded the reputation of "Washington Consensus" and more nations
adopted American model in the following years. The term “Washington
Consensus” is commonly used to describe the neoliberal policy recommendations to
developing countries (Latin America in particular) that the operation of the free
market and the reduction of state involvement were crucial to development in the

Global South.®
2.3 Realist Theories of International Relations

Although conservative realism goes to extreme which is beyond the reality of the
world, its theories are helpful to understand many international behaviors. No
policy-maker is purely in charge by realist thoughts, but they try to be realist and
rational so as to protect the interests of his/her nation. Evidence shows that many

cases could be explained, at least partly, by realism.
2.3.1 Realist Logic and Distrust

The logic of IR realism is that the anarchic international system, where no rule of law
and legitimate governing entity exist, determines the fact that there is nobody to
count on and to believe. The basic presumption of realism is that human beings are
born to be selfish, which is a human nature. As a collective of civilians, a nation is
also selfish, seeking maximization of its interests. Power and security are two forms
of national interests. They are also the aims of foreign policies of any state actor.
Power is not only the purpose of diplomacy, but also the means to achieve security.
Both power and security are scarce resource, and this determines that international

competition of power and security is basically a zero-sum game.

Any state-actor surviving in such an anarchic world would be born to be insecure and
afeared. A state would fear that it is not strong enough to confront those nations
with stronger capacity. Those stronger, pursing the maximization of their interests,
might do something to destroy the interests of the weaker. A state would place

security at the heart when dealing relations with major powers, because major

e Stephen R. Hurt. 2007. “Washington Consensus,” in Encyclopedia of Governance. Mark Bevir (ed.) SAGE
Publications, Inc..
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powers are more capable of taking actions to threaten its security. There is a lack of
trust between major powers because they all have “good appetite” for scarce
resource and the will to seek predomination over others. In the world of anarchy, all
major powers have no choice but to do so since this is the only way to guarantee
their security and to realize their national goals. As a consequence, the relations
between major powers are bound to be in the nature of strategic distrust, fierce

competition, and struggle for power.
2.3.2 Security Dilemma and Relative Gains

Without a monopoly of violence in the international system, a state actor pursues
the ultimate goal of maximization of its national security for dealing with fear and for
survival. However, distrust between major powers creates the situation of "security
dilemma". A security dilemma is a situation in which the actions taken by a state to
increase its own security cause reactions from other states, which leads to a decrease
rather than an increase in the state's security.7 The logic of security dilemma is this:
if | am not strong enough, then | am in danger; only if | am stronger than the others
can | ensure my safety. When all countries think in the same way, security dilemma

takes place.

For instance, A fears that B is seeking relative advantages by building up its
capabilities, especially in military. Thus A is highly sensitive to any move of B because
B's developmental achievements would be converted into its national power (military
capabilities in particular) which could be used to threaten and impair the security of
A. Any action taken by B is assumed by A as a secret or semi-open plot made up by B
to surpass itself. As a consequence, what A has to do is to tirelessly seek its
superiority over A and disadvantage B at the same time, because it believes this is
the only way to make it feel secure. Meanwhile, B thinks in the same pattern. At the
end, distrust and competition would deepen gradually as this hostile interaction goes
on. Power struggles and military races are natural results of the logic, and this makes
all sides always feel insecure, and the international system is full of dangers. The

more insecure a nation feels, it is more skeptical on those who have potentials to

" Anders Wivel. 2011. “Security Dilemma,” in International Encyclopedia of Political Science. Bertrand Badie, Dirk
Berg-Schlosser, and Leonardo Morlino (eds.) SAGE Publications, Inc.
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challenge its security, and it would make more efforts to develop its powers with
military power in particular. At the end, the vicious circle brings the world into tragic

conflicts, which will be inevitable.

In the case of win-win outcomes, parties concerned all benefit from cooperation.
Even though the benefits of cooperation are unevenly distributed among them, the
benefits of cooperation remain better than that of no cooperation. Such angle is
called “absolute gains”----cooperation is better than none. But under the security
dilemma, a state actor would tend to seek “relative gains” instead of “absolute
gains”. For example, if the expected benefit of cooperation between A and B is 100,
with A taking 30 and B taking 70, both sides will feel happy in terms of absolute
gains. But from the perspective of relative gains, A would be unwilling to cooperate
with B, because the cooperation would give B 40 more than A, which means it gains
0 while B acquires 40. In the logic of security dilemma, the increase of the power of B

is equivalent to the decrease of the power of A.

Moreover, mutual distrust and security dilemma are easier to take place between a
democratic state and an authoritarian state than between democracies. This is based
on presumption that ordinary people love peace and wars are manipulated by elites
and dictators. In a democratic system, there are sophisticated arrangements to check
the use of power and to ensure that policies reflect the will of the people. According
to this logic, democracies tend to love peace and to adopt a defensive foreign
strategy. In addition, their decision-making process and the whole national system
are more transparent and are available for evaluation and prediction. Therefore, wars
between democratic states less likely to happen. As is noted by Charles Lipson,
“because democracies have more accurate perceptions of each other, they are better
able to cooperate, build trust and avoid war”.® Plus the thoughts of the clash of
civilizations, those nations with more similarities would understand each other
better and would feel more intimate with each other. But an authoritarian state,
perceived by outsiders as a black box which is opaque, is mysterious and is full of

uncertainties, given that its decision-making process is a discretionary manipulation

& Charles Lipson. 2003. Reliable Partners: How Democracies Have Made a Separate Peace. Princeton, NJ:
Princeton University Press, p.72.
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of power by the dictators who could refuse to take people’s voices into account.
Therefore, an authoritarian state actor would be perceived by other nations as a
security threat, no matter potential or not. While the thoughts and behaviors of a
democracy could be easily predicted and understood, an autocracy would be the
opposite. In sum, authoritarian states are less likely to be trusted and they create
more fears. That is why security dilemma and conflicts are more likely to occur

between major powers with at least one of them is an autocracy.
2.3.3 Geopolitics and International Politics

According to Encyclopedia Britannica, geopolitics is the analysis of the geographic
influences on power relationships in international relations.’ Geography, including
climate, topography and distribution of resources, is in itself a natural being. Politics
is the social distribution of powers and rights. Politics is the product of human
interactions, which does not operate in vacuum. International politics takes place in

certain geographic space, and it can never live beyond geographic facts.

Therefore, as the two things affect each other, geography is politicized, while politics
is spatialized. Geopolitics is the interaction of geography and politics. It approaches
political phenomenon from the angle geography. On the one hand, geopolitics is an
important theoretical tool to help foreign policies making for a country because it
helps decision-makers to see clearly where the national interests are. On the other
hand, because of the feasibility of geopolitics on decision-making, geopolitics is a
useful analytical tool to explain international political behaviors. For instance, since
US president Nixon took office in 1969, the US strengthened the significance of
geopolitics in its global strategy and started normalize its relationship with China. In
return, geopolitics is the best angle to explain the establishment of Sino-US

diplomatic ties; while ideology and culture are not able to do it.

Although the definition of geopolitics varies, geopolitics generically denotes strategic
power struggles among states over political control of territories and resources.™

Focusing on geographic distribution of powers, geopolitics follows IR realist logic.

o Encyclopedia Britannica. 2013. “Geopolitics,” in Encyclopedia Britannica.
1% Benno Teschke. 2011. “Geopolitics,” in Encyclopedia of Political Science. Badie, B., Berg-Schlosser, D., Morlino,
L. (eds). SAGE Publications, Inc..
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According to realism, the world is in anarchy; thus only powers, not laws, are capable
of protecting a state from being attacked and seeking interests. It is for this reason
that seeking powers is the guiding principle for the international behaviors of a state.

The two basic powers of geopolitics are land power and sea power.™*

" Jun-yuan. 2006. “Rethinking the Rules of Geopolitics,” in Contemporary International Relations, no.7, p.57.
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Chapter 3 Background: China-U.S. Economic and Direct

Investment Relations

3.1 The Status Quo of China-U.S. Economic Relations

Trade relations have been closely binding the two nations together. The U.S. is now
the first trading nation, the second trading partner (behind EU), and the third
exporter of China. China is the second trading partner (behind Canada) of the U.S,,

the first exporter of the U.S..

China-U.S. trade imbalance is one the major sources of bilateral economic disputes.
According to U.S. data, China is the largest source of U.S. imbalance of current
account. U.S.-China trade deficit is amounted to around $300 billion in recent years,
taking up about 40% of U.S. global trade deficit. And it is estimated that the trade
imbalance will sustain at this level in the coming decade.’® For years, China has been
criticized by the U.S. for pursuing mercantilist policies to maintain trade surplus,
which has stolen American production and jobs. This is also the fundamental reason
for the U.S. to press China to appreciate its currency value. In contrast, China argues
that the imbalance of bilateral trade is the outcome of global distribution of labor
since the U.S. deficit with other East Asian economies, like Japan, Korea and Taiwan,
have been transferred to China because factories were being relocated to mainland

China over the past years.

America is an early comer in Chinese virgin investment market which was opened
gradually to foreign enterprises since early 1980s. By 2010, U.S. investors had
accumulated more than 61,000 investment projects, established more than 20,000
business agents in China and hired over 1.8 million employees.”> According to
MOFCOM, with an average value of $3.34 billion, the U.S. annual direct investment in
China is stable in recent years. BEA recorded that American cumulative direct

investment in China was $51.4 billion by 2012. Chinese cumulative FDI in the U.S. by

2 CUSEF, ibid, p.27.
B John zhao. “Facilitating Cross-border Direct and Portfolio Investment.”
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2013 was recorded to be $5.2 billion, only 1/10 of that of the U.S..

Chinese FDI in America is relatively recent news, but it has experienced a skyrocket
rise in the past decade. And it seems that the global financial crisis had not affected
the passion of Chinese investors but had provided great opportunities for them, as
the values of investment grew by 132% in 2008, 114% in 2009 and 192% in 2010.
Although current stock of China’s direct investment to the U.S. stock is 1/10 of
American stock in China, it is worth to mention that ten years ago the ratio was only
1/38. Based on Ultimate Beneficial Owner (UBO) principle, from 2004 to 2013, the
investment flow increased from $174 million to $14,000 million, a 79-time-growth
within a decade. During the same period, the number of deals increased from 33 to

82. This indicates that the average value of deal is growing increasingly larger.

Starting from 2010, Chinese FDI to the U.S. began to exceed American FDI in China,
and in 2012 the value of Chinese FDI was more than double-size of America’s. The
number of U.S. investment projects in China, despite decreasing, is far more than the
number of China’s investment deals in the U.S.. This implicates that most of the U.S.
investment are from medium and small enterprises while Chinese investors in the
U.S. are mainly large-size companies. American FDI stock in China by 2012, was 1% of
its total FDI outward stock. Despite its rocketing rise in the past few years, Chinese
FDI in the U.S. was 4.2 % of all FDI flowing into America in 2012. In terms of stock by
2012, the ratio is a negligible 0.4%. And it was 1.8% of Chinese total outbound FDI in
2012.As U.S. and China’s interactive FDI only constitute a small part of each country’s

total outward FDI, there will be significant room for further growth.14

% Zhao, ibid.
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Table 2: Interactive Investment According to Various Sources (Value in USD Billion)

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
U.S. to Deals* (MOFCOM data) 4,060 3,925 3,741 3,205 2,627 1,772 1,530 1,502 1,426 1,301 N.A.
China
Flows (MOFCOM data) 4.2 3.9 3.1 3.0 2.6 3.0 3.6 4.0 3.0 3.1 N.A.
Stock* (BEA data) 11.3 17.6 19.0 26.5 30.0 54.0 54.1 59.0 55.3 51.4 N.A.
China to Deals (CIM data) 19 33 36 30 60 53 79 108 121 78 82
u.s. (CImMm
data) Flows (CIM data) 0.062 0.2 2.0 0.2 0.3 0.8 1.7 4.6 4.8 7.1 14.0
Stock (CIM data) 0.2 0.4 2.3 2.5 2.8 3.6 5.3 9.9 14.8 22.0 36.0
(BEA data) N.S. N.S. 0.7 0.6 0.5 1.2 2.0 5.1 9.3 10.5 N.A.

Source: BEA (U.S. Bureau of Economic Analysis); MOFCOM (China Ministry of Commerce); CIM (China Investment Monitor of Rhodium Group).

* Data of U.S. investment to China deals and stocks are on BOP (Balance of Payment) principle, the other data of the table are based on UBO (Ultimate Beneficial Owner) principle.
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3.2 The Economic Interdependence of China-U.S. Relations

As China’s economy rises up and becomes more interactive with the world economy,
there develops stronger and deeper China-U.S. economic relationship. Being each
other’s second and future largest trading partner, the two countries is more
interdependent than ever and will be more interdependent in the years to come. The
U.S. is dependent on China’s exports of consumer goods, which have been keeping
the U.S. consumer price low and maintaining American high-quality life. China is
dependent on the U.S. vast market that has been providing business opportunities
for so many manufactured and export enterprises, and millions of jobs for Chinese

workers.?

While interdependence speaks highly of mutual benefits, or absolute gains, China’s
relative gains from China-U.S. economic cooperation are often obscured by the
asymmetric nature of interdependence. The outcome of China’s involvement in
global production is that it has become a haven for assembling final products. An
enormous number of products that Americans buy from China are processing trade
goods, which means the only value that China adds to the goods is the labor required
to assemble the inputs imported to China from the rest of the world.* Since 1992,
China started to carry out a policy by sacrificing R&D for attracting multinational
companies and advanced technologies, making China backward in know-how. The
lack of core technologies is the biggest challenge for China’s economic development.
China has long been at the bottom of global value chain. Most of the ideas, designs,
brands and technologies come from abroad, while China is only responsible for
manufacturing and processing. Large amounts of GDP created in China are actually

becoming American Gross National Product.

Since the U.S. takes up almost 1/5 of China’s export market and China’s economic
growth and employment is so heavily dependent on exports, the U.S. market is
irreplaceable. But the U.S. is less dependent on China because it holds core

technologies, patents and brand-names that are indispensable for Chinese export-

> MOFCOM, op. cit.
1 Freeman, Charles, W., III. 2013. “The Commercial and Economic Relationship,” in Tangled Titans: The United
States and China. David L. Shambaugh (ed.) Rowman & Littlefield, p.188.
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products, while China merely provide low-skilled and cheap labor service for it. As
Chinese labor costs rise in recent years, countries like Mexico, Vietnam and Thailand
are likely to be substitutes. To sum up, China’s economy is more dependent on the

U.S. than U.S. being on China.
3.3 Chinese FDI: Deeper Economic Engagement with the U.S.

While free trade creates flow of products across borders, transnational direct
investment accelerates flows of capital, labor, knowledge and other factors of
production. Direct investment provides a deeper means of international economic
communication because it brings foreign businesses to operate and live in their

target markets.

The basic motivations to invest capital abroad are the pursuit of markets, efficiency,
or knowledge.17 Direct investment provides a deeper means of international
economic communication because it brings foreign businesses to operate and live in
their target markets. Bilateral FDI provides both Chinese and American companies
immediate access to both markets with infinite business opportunities. FDI allows
companies to get first-hand information about the tastes and preference of the
customers inhabiting in the target market-country. And it increases competition of
local economic environment. Thanks to FDI, factors of production (such as land,
labor, proficient talent, technology and facility) between the two nations are able to
be efficiently allocated for higher productivity, lower costs and lower prices.
Value-chains of both countries more intertwined, cross-border trade more frequent,
and economies of scale much larger. On the whole, interactive direct investment
enables businesses of both sides to conduct production, operation, promotion and
management of foreign resources on each other’s land; thus the markets and various

factors of production of both sides overcome barriers of borders for better usage.

In all, sustained increase in interactive direct investment makes China-U.S. economic
relations more complex. As the two directions of FDI flows become more balanced,
the economic interdependence between the two nations will become more

symmetric and mature. There will be an increasing number of businessmen traveling

7 Britannica, 2014, op. cit.
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to, working and living in America. If the companies of both sides have successful
operations on each other’s land, there will be more voices and political forces in both

countries calling for a healthier and stabilized China-U.S. relationship.
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Chapter 4 Analysis: Investment Obstacles Faced by Chinese FDI in
the U.S.

Though America has been an advocator for open international investment since
1980s, its attitude toward FDI inflow is not absolutely open and unchanged. Concerns
over foreign investment and debates about the extent of openness are raised from
time to time. Chinese FDI is not always going smoothly into American market.
According to the data from The American Enterprise Institute and The Heritage
Foundation, the value of troubled Chinese transactions amounts to $37.75 billion
during 2005-2013." This is larger than the value of completed transactions ($35.5
billion)'® during 2005-2013. Even if a transaction is completed, the process is often
full of difficulties like public criticism and politicization. Up till now, the U.S. politics
remains divided over investment from China. How American political, commercial
and public environment react to Chinese FDI will determine the future of Chinese FDI

inthe U.S..
4.1 U.S. Foreign Investment Policies and Chinese FDI

4.1.1 Open Investment Keynote

Since the end of the Second World War, FDI in the U.S. increased steadily but started
at a very low base. FDI flows accelerated during 1970s partly due to depreciation of
U.S. currency. FDI entered the vision of international political economy academic
world since 1970s, and there were both pros and cons toward foreign investment in
America. In 1977, President Carter issued a statement indicating that the U.S. would
be neutral as for both inward and outward FDI.*° U.S. open investment policy started
from Reagan administration which held a neo-liberal doctrine. In 1983, President
Reagan formally announced that “there are only winners, no losers, and all

participants gain” from “a world with strong foreign investment flows”.?* He was the

'® Data from Heritage Foundation: China Global Investment Tracker.
° Data from CIM.
% Edward M. Graham and David M. Marchick. 2006. U.S. National Security and Foreign Direct Investment,
Institute for International Economics, p.20.
*! Ronald Reagan. 1983. “Statement on International Investment Policy,” September 9.
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first U.S. president in history to formally welcome foreign investment to the U.S.. In
1991, President George H.W. Bush announced that “foreign direct investment is
beneficial to the U.S. economy” for it “creates jobs, promotes innovation, generates
increases in productivity, and thereby raises U.S. living standards” and “it strengthens
U.S. firms and makes them more competitive in the global economy".22 In March
2007, Invest in America, an program to coordinate federal, regional and local
resources for promoting foreign investment, was established by Ministry of
Commerce. Two months later, the White House released a statement asserting that
the “(Bush) Administration will work vigorously to promote open investment
policies".23 “As both the world's largest investor and the world's largest recipient of
investment, the United States has a key stake in promoting an open investment

regime,” said by George W. Bush.**

Since the breakout of global financial crisis, recovery of economic growth and job
creation became the top priority of the White House, and the U.S. strengthened its
efforts to attract foreign investment. In June 15, 2011, SelectUSA was launched
by Executive Order of President Obama to “encourage, facilitate, and accelerate
business investment in the United States by both domestic and foreign firms—a
major engine of economic growth and job creation”.?> This program bridged 26
departments across America to “maximize impact on business investment, job
creation, and economic growth".26 Invest in America was then incorporated into
SelectUSA. Five days later, President Obama issued a statement to reaffirm American
open investment policy. Barack Obama has been making attracting foreign
investment a formal part of the agenda for American ambassadors around the

world.”” American embassies started to busily promote the program of SelectUSA.

China’s investment in America took flight during financial crisis, and has become the
most passionate investor since 2008. With an annual growth rate of 70.82% during

2008-2012, combined with its huge pools of capitals, FDI from China had caught

2 George H. W. Bush. 1991. “White House Statement Announcing United States Foreign Direct Investment
Policy,” December.
2 George W. Bush. 2007. “President Bush's Statement on Open Economies,” May 10.
** Bush, Ibid.
% SelectUSA official website.
% ys. Department of Commerce. 2011. Executive Order “Establishment of the SelectUSA Initiative,” June 15.
%7 Barack Obama. 2013. “Remarks by the President at SelectUSA Investment Summit,” October 31.
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increasingly attention by U.S. government. China has become one of the top 10 focus
markets of SelectUSA. More and more states have set up trade and investment
promotion offices in China and over 30 states have already done so. As Chinese
outward investment boom, many countries are seeking to benefit from it so as to
overcome their difficulties in economic growth. Aaron Brickman, deputy director of
SelectUSA, said that American cities are competing for projects not only against each
other, but against cities in Canada, Australia and Europe.”® In 2007, an American
mayor visited China every 2 months; by 2013, it was every 10 days with every 3 days
in October.”’ In the July 2013 session of the China-U.S. S&ED, the U.S. pledged to

welcome investment from China, including those made by SOEs.(14CRS, pp.19)

Table 3: Top Five Fastest Growing Sources of FDI in the U.S. (2008-2012)

Market Compound Annual Growth Rate
1 China 70.82%
2 Hungary 63.51%
3 | Indonesia 38.05%
4 Norway 31.20%
5 Malaysia 26.37%

Source: U.S. Bureau of Economic Analysis (UBO basis).

4.1.2 Exception: National Security Considerations

The acceleration of foreign investment in the U.S. in 1970s began to invoke both
academic and political attentions. In response to the fast-growing investment from
OPEC countries in the U.S., The Committee on Foreign Investment in the United
States (CFIUS) was established by President Gerald Ford’s Executive Order 11858 in
1975. CFIUS was an inter-agency consulting mechanism within the executive branch
to evaluate trends and impacts of foreign investment in the U.S.. During 1980s,
Japan’s economic threat was hovering above the Capitol Hill and several high-profile
acquisitions of American companies by Japanese enterprises have triggered debates
about the impacts of FDI on U.S. national security. Concerns were not only limited to
Washington, but also to mass media and academic community. It was a time when
there were severe U.S.-Japan trade disputes and American fears that Japanese

economic power will exceed U.S. in the near future. Before 1988, there was no legal

% The Economist. 2013b. “Choose Me! No, me!” December 4.
*® The Economist, 2013b, Ibid.
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authority to limit foreign acquisitions except International Emergency Economic

Powers Act that could be used to declare a national emergency.

In 1988, Congress passed the Exon-Florio Amendment to Section 721 of the Defense
Production Act of 1950. Exon-Florio Amendment authorized the President to
investigate foreign acquisitions, mergers and takeovers of, or investments in
American companies from the angle of national security and to block any transaction
if “there is credible evidence that the foreign entity exercising control might take
action that threatens national security”.*® According to Executive Order 12661, CFIUS
was granted the mandate to implement the President’s responsibility in
investigation. In 1992, Exon-Florio statute was amended to mandate an investigation
if : (1) “the acquirer is controlled by or acting on behalf of a foreign government”
and; (2) “the acquisition results in control of a person engaged in interstate
commerce in the U.S. that could affect the national security of the U.S.”*! Such
“person” is by definition, a “U.S. business”, regardless of the nationality of its

OWI’\EI‘.32

Since the terrorist attacks of September 11, 2001, concerns about national and
homeland security has dramatically increased which resulted in more investigations
and stricter security-related conditions for CFIUS approval.®® In 2003, President Bush
added the Department of Homeland Security to CFIUS, shifting the committee’s
balance of power significantly in favor of agencies prioritizing security over economic
policy considerations.>* Congress has been breeding voices to reform CFIUS process
in the post-911 era. From June 2005 to March 2006, the attempt of China’s National
Offshore Qil Corporation (CNOOC) to bid for U.S. oil and gas company Unocal and
Dubai Ports World’s attempt to acquire six American ports had triggered great
controversy across America. This immediately leaded to reforms of CFIUS in the
mid-2007. The Foreign Investment and National Security Act (FINSA) of 2007,
designated as Public Law 100-49, was enacted in late July, several months after

CNOOC’s and DP World’s cases.

° Omnibus Trade and Competitiveness Act of 1988. Public Law 100-418, 100th Congress.
National Defense Authorization Act for Fiscal Year 1993. Public Law 102-484, October 23.
Code of Federal Regulations,§800.226.

® Graham and Marchick, op. cit, p.58.

* Graham and Marchick, ibid.
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Previously, CFIUS was a pure executive mechanism; FINSA empowered it with a
legislative mandate. FINSA expanded the scope of the definition of “national
security” to include “critical technologies” as well as “critical infrastructure of or
within the United States” such as transportation, communications and energy. FINSA
also extends Congress involvement and oversight in CFIUS process. CFIUS is required
to brief certain leaders of Congress when it completes each review. It is also required
to submit an annual report to Congress analyzing in detail the covered transactions in
the previous year. The annual report also includes evaluation of credible evidence of
coordinated strategy to acquire U.S. companies with critical technologies and

espionage activities to obtain commercial secrets related to critical technologies.

Table 4: CFIUS Members Before FINSA 2007 and the Timing of Adding

(1975) Secretary of Treasury (Chairman)

(1975) Secretary of State

(1975) Secretary of Defense

(1975) Secretary of Commerce

12 Voting Members | (1975) Assistant to the President for Economic Policy

(1975) Chairman of the Council of Economic Advisors

(1980) U.S. Trade Representative

(1988) Attorney General

(1988) Director of the Office of Management and Budget
(1993) Director of the Office of Science and Technology Policy
(1993) Assistant to the President for National Security Affairs

(2003) Secretary of Homeland Security

Source: James K. Jackson 2014. “The Committee on Foreign Investment in the United States.” Congressional
Research Service RL 33388, January 2, p.8.
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Table 5: CFIUS Composition Since FINSA 2007

Secretary of Treasury (Chairman)
Attorney General

Secretary of Homeland Security
9 Voting Members Secretary of Commerce
Secretary of Defense

Secretary of State

Secretary of Energy

U.S. Trade Representative

Director of the Office of Science and Technology Policy

Director of the Office of Management and Budget
5 Observers From the Chairman of the Council of Economic Advisors
White House Assistant to the President for National Security Affairs
(participate in and report Assistant to the President for Economic Policy
to the President when Assistant to the President for Homeland Security and Counter-terrorism

necessary)

2 Non-voting Members Director of National Intelligence

(ex officio) Secretary of Labor

Source: U.S. Treasury Department Resource Center. “Composition of CFIUS.”

Greater scrutiny since the implementation of FINSA by Executive Order 13456 in
January 2008 could be illustrated by the jump of the possibility of being investigated
from 2-5% during 2001-2007 to 36-40% during 2009-2012. Another reason might be
stricter reviews because the breakout of the financial crisis that sank American
economy into difficulties and torn down Americans’ confidence in their economic
openness. Crisis and Quantitative Easing policies make U.S. assets cheaper and easier
for foreign investors to acquire. Accompanying the soaring foreign investment in the
U.S. during crisis would be the increase in the number and complexity of reviews by
the CFIUS.* This is similar to the experience of the 1970s and late 1980s when

American assets were being devaluated.

35 Jackson, ibid, p. 29.
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Table 6: CFIUS Reviews, Investigations and Withdrawals, 2001-2012

Pre-Crisis 2001 2002 2003 2004 2005 2006
Covered Transactions 55 43 41 53 64 111
Investigations 1 0 2 2 1 7
Ratio of Investigation 1.8% 0.0% 4.9% 3.8% 1.6% 6.3%
Withdrawals During Review 1 14
1 0 1 2
Withdrawals During Investigation 1 5
After Crisis Breakout 2007 2008 2009 2010 2011 2012
Covered Transactions 138 155 65 93 111 114
Investigations 6 23 25 35 40 45
Ratio of Investigation 4.3% 14.8% | 38.5% | 37.6% | 36.0% | 39.5%
Withdrawals During Review 10 18 5 6 1 2
Withdrawals During Investigation 5 5 2 6 5 20

Source: data of 2001-2004 are obtained from Graham and Marchick, op. cit, p.57; data of 2005-2012 are compiled
from CFIUS Annual Report to Congress 2008 & CFIUS Annual Report to Congress for CY 2012.
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Table 7: CFIUS Procedure

Procedure

Content

Possible Results During CFIUS Process

1% Step

Informal Contact

Parties concerning a transaction could have private contacts with CFIUS members to know in advance to
what extent this transaction is related to national security issues and what the results could be. Thus

potential risks or unnecessary concerns might be realized.

If there are national security concerns, they could
negotiate the ways to mitigate security concerns,
such as changing the strategy of the investment

and developing conditions with certain agencies

2™ Step Notification could happen if any one of the following conditions exists: (1) a volunteer notice is filed by any
Notification party to the transaction; or (2) any member of the CFIUS files a notice.
3" Step CFIUS Requires reviews and analyzes data to find if there are national security issues. By the end of the If national security issues exist, CFIUS could reach

Initial Review

(up to 30 days)

review, CFIUS decides to precede the case into the stage of investigation if any one of the following
conditions exists: (1) a member of the Committee believes there are threats to impair national security; (2)
“the lead agency recommends and the Committee concurs” to investigate; (3)* the transaction “is a foreign
government-controlled transaction”; (4)* the transaction “would result in control by a foreign person of
critical infrastructure of or within the United States, if the Committee determines that the transaction could

impair the national security and such impairment has not been mitigated”. If not, CFIUS approves.

mitigation agreements with parties concerned
during the process and then approval. Failing to
reach agreements may result in withdrawal of the

notice or continuation into investigation.

4" step
Investigation

(up to 45 days)

Upon completion of the investigation, CFIUS should send a report to the President for presidential decision if:

(1) the Committee “recommends that the President suspend or prohibit the transaction”; (2) CFIUS members

are unable to reach a consensus; (3) the Committee requests the President to make a decision.

CFIUS could reach mitigation agreements with
parties concerned during the process and then
approves the transaction. Failing to reach
agreements may result in withdrawal of the

notification or resorting to presidential decision.

5th Step
Presidential Decision

(up to 15 days)

Approve or disapprove

Source: Code of Federal Regulations, Title 31: Money and Finance: Treasury, Part 800—Regulations Pertaining to Mergers, Acquisitions, and Takeovers by Foreign Persons, Subpart

E—Committee Procedures: Review and Investigation.

*(3) and (4) were added by FINSA 2007

30



http://www.ecfr.gov/cgi-bin/retrieveECFR?gp=&SID=1732eb4523281c497127d488fa7ae48c&n=31y3.1.4.1.1&r=PART&ty=HTML#31:3.1.4.1.1.5
http://www.ecfr.gov/cgi-bin/retrieveECFR?gp=&SID=1732eb4523281c497127d488fa7ae48c&n=31y3.1.4.1.1&r=PART&ty=HTML#31:3.1.4.1.1.5

4.1.3 CFIUS Impact on Chinese FDI

FDI is generally classified into two forms, Greenfield investment and acquisition. The
former one takes the form of establishing a new business entity including
joint-venture, and the latter is through takeover (over 10%) of an existing company.
Greenfield investment takes much longer time and energy before it could develop a
local distribution and sales network and achieve good reputations. In contrast,
acquisition enables the resources of parties concerned to be integrated for better
efficiency and larger scale of production within a short period of time. The foreign
acquirer could gain complementary resources like proficient workers, managerial
teams with needed experience and knowledge, customer relations, famous brands,
R&D centers and advanced technologies, thus increasing its possibility of successfully

operating in a foreign market.

As a latecomer in American market, Chinese enterprises, adopting a catch-up
strategy, prefer to choose acquisition in the U.S. market. A survey conducted by
McKinsey in 2008 shows that most Chinese CEO plan to make acquisition the heart of
their long-term global strategies.>® Table 14 also indicates that most of Chinese FDI
in the U.S. was in the form of acquisition. According to China Investment Monitor,
156 Greenfield projects and 125 acquisitions take place during 2011-2013; but the
value of Greenfield deals is merely 2.2 million compared to 23.8 million in
acquisitions. During this period, average deal of Greenfield is $14,100 while that of
acquisition is $190,400. Meanwhile, large transactions are often carried out by SOEs.
From 2011 to 2013, government-owned acquisitions value at $9,107 million in 66
cases, while private acquisitions are $16,871 million in 215 deals. Average
government-case is $138 million and private-deal is $68.5 million. Although the
methodology of the data source of Rhodium Group is not widely accepted (a general
threshold of determining a SOE is 10% of government ownership), the data is
sufficient to show that most of Chinese FDI in the U.S. takes the form of M&A, and

the investment scale of projects by SOEs is much larger.

3 Meagan Deitz, Gordon Orr, and Jane Xing. 2008. “How Chinese Companies Can Succeed abroad,” in The
McKinsey Quarterly, May, pp. 1-9.
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Table 8: Chinese FDI in Detail during the Period of 2011-2013 (in USD million and number of deals)

2011 2012 2013
Mode of Greenfiled $823 70 $602 48 $758 38
Entry
Acquisition $4,018 51 $6,537 30 $13,242 44
Ownershi Government* 2,825 36 2,909 19 3,373 11
p
Private* 2,015 85 4,229 59 10,627 71

Source: CIM; * according to Rhodium's methodology, companies with over 80% of private ownership is defined
to be a private company; over 20% of government ownership is classified as SOEs. See: Thilo Hanemann. 2014.

“China Investment Monitor: Methodology Update,” Rhodium Group: Note, January 7.

Compared with other countries, Chinese FDI is more easily to be covered by CFIUS
process. Unlike Rhodium Group, CFIUS could determine 10% of government
ownership as government-controlled.?” Exon-Florio statute defines two conditions
for investigation: (1) “the acquirer is controlled by or acting on behalf of a foreign
government” and; (2) “the acquisition results in control of a person engaged in
interstate commerce in the U.S. that could affect the national security of the U.S.”
Thus, Chinese companies often meet or suspiciously meet condition (1), increasingly
the possibility of being investigated. Since 2007, FINSA added that any “foreign
government-controlled transaction” has to be investigated, which means any Chinese
SOE or SSE acquirer should be subject to the additional 45-day-investigation after the
30-day initial review. As is shown in the table, the number of Chinese transaction
being covered rise year by year since 2007. In 2012, 23 Chinese cases entered CFIUS
process, taking up 20% of all covered transactions and making China the biggest
target being reviewed. Five years ago, the number of Chinese cases ranked number
ten. These are unparallel with the amount of Chinese FDI flows to the U.S. in recent

years, which take up less than 0.5% of U.S. FDI inflow.

3" Graham and Marchick, op. cit, p.109.
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Table 9: Total Covered Transaction Ranking and Chinese Share of Total Covered Transactions, 2007-2012

2007* 2008 2009 2010 2011 2012
1 | UK(33) UK(48) UK(17) UK(26) UK(25) China(23)
2 Canada(21) France(12) Canada(9) Canada(9) France(14) UK(17)
3 Australia(9) Israel(12) France(7) Japan(7) China(10) Canada(13)
4 UAE(7) Australia(11) Israel(5) Israel(7) Canada(9) Japan(9)
5 Holland(7) Russia(8) Holland(5) China(6) Holland(7) France(8)
6 France(7) Japan(8) China(4) France(6) Japan(7) Holland(6)
7 Israel(6) China(6) Japan(4) Sweden(5) Sweden(6) Swiss(5)
% 2% 4% 6% 6% 9% 20%

Source: CFIUS Annual Report to Congress 2008-2013.

* In 2007, 3 cases led by a Chinese buyer were covered transaction; China ranked No.10.

Moreover, it is difficult for Chinese companies to predict the possibility of success of
CFIUS review. First, the CFIUS process is kept in secret for it involves confidential and
sensitive information. The lack of information about its internal discussion, analysis
and decision-making make it hard to for outsiders to know how it work and think,
and to compare various cases. Second, both Exon-Florio and FINSA do not provide
clear definition of “national security” but instead listed factors of consideration so as
to maximize discretion and allow CFIUS decision to be based on case-by-case basis.
Third, any CFIUS-related agency has the “veto” power to start or prolong CFIUS
review of Chinese cases. All these decisions can be made if a member “believes” that

the transaction would affect the U.S. national security, even without evidence.

Next, no matter what the result is like, any review could cause negative effects on a
Chinese acquirer. First, if the review is magnified or even exaggerated by mass media,
it could leave the impression among Americans that this Chinese company is
dangerous and unfriendly to the U.S.. This would both negatively affect the
reputation of the company and its stock prices. Second, CFIUS review lasted for 30-90
days. This period does add business risks and costs to Chinese enterprises. Third, it
suppresses the willingness of shareholders of the companies being takeover to
accept offers by Chinese firms. According to some interviews, some U.S. firms would
rather sell them for a lower price to a domestic bidder than enter into an agreement

with a Chinese buyer, as the latter would have to justify itself against a CFIUS review
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and is subject to political and public risks.*®
4.2 Congressional Debates Over Chinese investment Since 2005

U.S. domestic debate about the balance of economic benefits of FDI and national
security concerns about FDI have been raised by CNOOC-Unocal case and DP
World-P&O case during 2005-2006. The upgrades of CFIUS under FINSA, coupled
with increased appetite for investment due to the financial crisis, moderated the U.S.
debate from 2007 to 2009, but the discussion was back in 2010 in response to
Ansteel and Huawei cases.*® There have been both pros and cons about Chinese FDI
and the related issues are highly debatable. The author will hereby clearly present

these arguments.
4.2.1 \Voices of the Opposition

The opposition of Chinese FDI in the U.S. differs from case to case, but an
observation of the wvoices reflects several common concerns by the U.S.
administration and Congress. National security, economic benefit and the reciprocity

are major sources of arguments.
4.2.1.1 National Security Concerns

Although there is no official definition of national security in the U.S., various
American scholars had extensive discussion of the potential national security threats
brought by FDI. Graham & Marchick (2006) and Moron (2009) respectively
categorized national security threats posed by foreign ownership. Here is a summary
of both: (1) control over the supply of goods and services that are critical for
functioning of the U.S. economy, particularly defense inputs (such as military
semiconductors); (2) control over strategic assets (ports, pipelines, airports); (3)
transfer of technology or expertise to a foreign-controlled entity that might be
deployed in a manner harmful to U.S. interest; (4) channels for infiltration,

surveillance, and sabotage.40

3 Rosen and Hanemann, op. cit, p.62.
39 Rosen and Hanemann, ibid, p.58.
* Graham and Marchick, op. cit, pp.33-73. And, Theodore H. Moran. 2009. Three Threats: An Analytical
Framework for the CIFUS Process: Identifying Genuine National Security Risks and Threats, Dismissing Implausible
Allegations, Washington, DC: Peterson Institute for International Economics, pp.7-32.
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American reactions to the same kind of FDI from different states are different.
China-related FDI has higher possibility of raising national security concerns. As a
new player in American investment playing field, China is different from other
investors. First of all, China is a strategic rival for the U.S. in all fileds as its economic
size, military power and global influence becoming increasingly comparable to the
U.S.. Second, China is, in the eyes of Americans, a stranger, with Communist Party
leading the whole nation, an authoritarian state. Third, among all top trading
partners, China is the only non-Western and non-ally state. To the opposite, China is
the number one threat of espionage and cyber attacks in the U.S.. Fourth, China is
considered by the U.S. to be a trouble-maker in the international non-proliferation

and export-control system.

Congress is the major source of concerns over Chinese FDI. High-profile Chinese
takeovers of U.S. companies often trigger security concerns by congressmen, whose
words attract the attention of mainstream media like New York Times and Wall
Street Journal. Here are some cases concerning the four national security threats

mentioned above.
Threat (1): Supply Chain Security

In June 2005, China National Offshore Qil Corporation (CNOOC) amounted to bid for
Unocal, the ninth largest oil company in the U.S.. CNOOC's bid had triggered
firestorm of opposition across America, causing it to withdraw its bid in August.
Among the arguments of the opponents, American energy supply security is an
important excuse. They argued that CNOOC might withstand Unocal's oil and gas
resources for its own use, threatening the U.S. supply of oil and gas that is critical to
its national security. Taking a risk-based approach, an 2012 investigate report carried
out by the Permanent Select Committee on Intelligence raised the concerns of
American telecommunication supply network being challenged by Chinese
companies Huawei and ZTE that could possibly used by Chinese government to deny

service or disrupt U.S. telecommunication system in a time of crisis or war.** In May

1 Mike Rogers and Dutch Ruppersberger. 2012. “Investigative Report on the U.S. National Security Issues Posed
by Chinese Telecommunications Companies Huawei and ZTE,” presented to the U.S. House of Representatives,
112th Congress, October 8, p.3.
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2013, Shuanghui International Holdings sought to acquire Smithfiled, the world's
largest meat producer. Smithfiled is a vertically integrated MNC that has 46,000
employees and dominates 26% of American pork market and 28% of American sows.
The takeover raised concerns of American food supply security and underwent CFIUS
review. In June 2013, 15 members of the Senate Committee on Agricultural,
Nutrition and Forestry issued a letter to Treasury Secretary Jacob Lew stating that
food supply was "critical infrastructure" falling into the category of U.S. national
security.42 They worried that foreign ownership of the largest U.S. meat provider
could threaten U.S. food supply system that is the world's most reliable and efficient
one. The U.S. contends that sanitary and phytosanitary standards of China's meat is
far away from American standards; this is adding to the concerns of food security. At
the July 2013 hearing on Shuanghui-Smithfield deal, Usha Haley, director of Robbins
Center for Global Business and Strategy, warned that "Shuanghui could mix its
plentiful supply of local hogs into this supply chain and re-export the
higher-value-added processed food back to the U.S. and its export markets under the
Smithfield brand".*® In a letter sent by Representative Rosa Delauro and Senator
Elizabeth Warren to USTR, Attorney General, Treasury Secretary and Agriculture

Secretary, they said,

Food safety concerns in China include melamine identified
in pet foods and baby formula, unsafe levels of cadmium in
rice, and rat meat being sold as mutton. Notably, in 2011,
Shuanghui was found to have produced pork laced with the
drug clenbuterol, which is linked to serious human health
risks. In March 2013, more than 7,000 dead pigs were

found floating in the Huangpu River.**
Threat (2): Strategic Assets Security

Long Beach Naval Station is located close to Los Angeles and was closed in 1993.

*2 Senator Debbie Stabenow’s website. 2013. “Bipartisan Group of Senators Urge Appropriate Oversight of
Proposed Smithfield Purchase,” June 20.
s Testimony of Usha Haley. 2013. U.S. Senate Committee on Agricultural, Nutrition and Forestry. Hearing on:
“Smithfield and Beyond: Examining Foreign Purchases of American Food Companies,” July 10.
4 Representative Rosa Delauro’s website. 2013. “Delauro, Warren Demand Answers on Shuanghui-Smithfield
Foods Deal,” June 26.
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With the help of President Clinton, China Ocean Shipping Company (COSCO) leased
Long Beach in 1997 to build a cargo terminal. Clinton was so eager to push the deal
through that he met twice with Long Beach officials and once at a White House
meeting in 1995 that included his then-chief of staff and the Pentagon's No. 2 official
and others.”” A Navy Department career official said that no intelligence review was
sought because the China Ocean Shipping Company's was not considered a security
threat, by the Clinton White House.*® But the lease was cancelled in 1999 due to
controversy and opposition from the Congress who focused on an allegation that
COSCO has close ties with the People's Liberation Army. Congress banned COSCO
from leasing the former naval base through a provision in the 1998-1999 defense
authorization bill.*” And the base was later leased to a South Korean company. In the
case of CNOOC-Unocal, Unocal's possession of deep well drilling operations in the
Gulf of Mexico and its 10 platforms in Alaska are energy infrastructures which are

U.S. critical assets.
Threat (3): Technology Security

In February 2010, Tangshan Caofeidian Investment Corporation (TCIC) was about to
purchase 60% of the fiber optics business of American Company Emcore, a provider
of compound semiconductor-based components. But TCIC’s attempt failed later out
of CFIUS concerns basically because the technology of fiber optics plays an important
role in the U.S. communication systems that are strategic and critical. In May 2010,
Huawei acquired the intellectual property of 3Leaf, a U.S. server maker. But in
Feburary 2011, Senators Jim Webb and Jon Kyl issued a letter, signed by Senator
Richard Burr, Representatives Sue Myrick and lleana Lehtinen, to Treasury Secretary
Tim Geithner and Commerce Secretary Gary Locke asking for a "thorough scrutiny".
They said in the letter that "the 3Leaf acquisition appears certain to generate transfer
to China by Huawei of advanced U.S. computing technology (resource virtualization
and cloud computing)......allowing Huawei and, by extension, communist China to

have access to this core technology could pose a serious risk as U.S. computer

* staff Investigative Journalists. 1997. “Chinese Got Long Beach Deal!,” in The Daily Republican, March 7.
46 . . . .
Staff Investigative Journalists, Ibid.
47 Rosen and Hanemann, op. cit, p.64.
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"48 Several days later,

networks come to further rely on and integrate this technology.
Huawei dropped its bid because CFIUS notified it to divest the 3Leaf assets and
patents and said it would recommend the President to block the deal. In addition,
protection of intellectual property rights (IPR) is specific concern on China. China is
one of the 10 worst violators of IPR defined by the USTR. The 2013
Shuanghui-Smithfiled deal involved transfer of technology of animal-gene tech from

a U.S. company to a Chinese firm, raising skeptics about Shuanghui's ability to

safeguard this important technology.
Threat (4): Intelligence Security

In December 2004, Lenovo Group announced to purchase IBM's PC division. Michael
Wessel, a member of USCC as well as Lou Dobbs, a prominent CNN host and editor,
expressed concerns that Chinese government and the communists could get access
to communication system of U.S. State Department through IBM computers used by
its offices all around the world. In January 2005, three committee Chairmen, Henry J.
Hyde, Donald A. Manzullo, and Duncan Hunter send a letter to Treasury Secretary
John Snow urging for lengthening CFIUS review for the same reason. In addition,
both CFIUS and USCC concerned the possibility of Chinese government to use IBM
facilities and factories in North Carolina to conduct industrial espionage activities.
American security community does not care the facts but the motives and
possibilities of foreign government to conduct infiltration, surveillance, and
sabotage. This is the major reason for the U.S. guard against Huawei and ZTE from
accessing the U.S. telecommunication system. In a report by Defense Science Board,
it wrote that industry giants like Huawei and ZTE provide a wealth of opportunities
for Chinese intelligence agencies to insert malicious hardware or software implants
into critical telecommunications components and systems.* Such implants are
potent espionage tools for penetrating U.S. national security systems, providing
access to closed American corporate networks, advanced R&D data, and diplomatic

negotiating or litigation positions.

8 Ed Silverstein. 2011. “Federal Panel May Back Reversing Huawei Acquisition," infoTECH Spotlight, February 11.
http://it.tmcnet.com/topics/it/articles/143981-federal-panel-may-back-reversing-huawei-acquisition.htm.
* Cited from: Morgan Kom. 2012. “China’s Huawei, ZTE Threaten U.S. National Security Interests: House
Intelligence Report,” Yahoo Finance: The Daily Ticker, October 8.
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Threat (4) also includes the geographic locations of the firms and its assets being
acquired. In 2000, Washington Bureau of Xinhua News Agency, China's major
state-run news service, bought a seven-story apartment in Washington. The purchase
was opposed by the U.S. State Department because the building has a view of the
outermost corridor of Pentagon and offices of senior DoD officials, including Defense
Secretary William Cohen. Xinhua was described by Western observers as a front of

China's Ministry of State Security.

In 2009, China's Northwest Nonferrous
International Investment Company, a SOE, sought to take 51% of Firstgold
Corporation, an American gold mining and exploration company. But the bid was
withdrawn because CFIUS concerned that several Fistgold mines were close to U.S.
military installations. In early 2012, Ralls Corporation, a private firm owned by Sany
Group which is China's largest engineering machine producer, acquired four wind
farm projects near US naval-air weapon testing station in Oregon.51 The military has
said it uses the Oregon base to test unmanned drones and other equipment for
electronic warfare. In September President Obama signed an order to force
divestment of the projects, which was for the first time in 22 years that a foreign
investment being blocked by the U.S. President. The Presidential Order stated that
"there is credible evidence that leads me to believe that Ralls Corporation......might

tack action that threatens to impair the national security of the United States.">?

4.2.1.2 Concerns on U.S. Economic Competitiveness

For years the U.S. White House, Congress, academia and mass media have been
criticizing China's mercantilist trade policies to outcompete products from other
nations. Through providing financial support, subsidies and preferential regulatory
treatment, Chinese exporting firms are able to keep the prices of their products
competitive. This is the major reason that the U.S. has raised several antidumping
and countervailing duty penalties against Chinese enterprises every year. China is the
number one target of U.S. antidumping and countervailing duty. In recent years this

traditional topic in bilateral trade issues had become one of the focuses of the debate

* The Washington Times. 2000. “China News Office to Overlook Pentagon,” in The Washington Times, June 21.
1 BBC. 2012. “China firm sues Obama over blocked US wind farm deal,” BBC News Asia, October 3.
*2 Barack Obama. 2012. “Order: Regarding the Acquisition of Four U.S. Wind Farm Project Companies by Ralls
Corporation,” September 28.
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in bilateral investment. Even though national security is the only formal and legal
elements that hinder Chinese FDI in the U.S., economic concerns could never be
overlooked. Voices of opposition are often based on economic result of the deals

despite that the Chinese acquirers' purposes are solely commercial.
CNOOC-Unocal Bid

In the case of CNOOC-Unocal bid, CNOOC Ltd was accused of enjoying a zero-interest
two-year loan for $2.5 billion and a 3.5% 30-year loan for $4.5 billion from its parent
company.” It is with the help of these subsidies that CNOOC was able to offer a bid
that was $1.4 billion or 11% higher than its competitor Chevron "It's an unfair playing
field," Chevron vice chairman Peter Robertson said, "if any foreign government can

54
n In

do that, their companies can not only buy Unocal, but any company they want.
a letter sent in July 2005 by Senators Chuck Grassley, chairman of the Committee on
Finance, and Max Baucus, ranking member to President Bush, copied to Treasury
Secretary, U.S. Trade Representative and Assistant to the President for National

Security Affairs, the two senators said,

The offer by CNOOC Ltd. for Unocal raises an important
guestion; namely, whether it is appropriate for
state-owned enterprises to subsidize investment
transactions to acquire scarce natural resources that are in
high demand....... Such subsidies may facilitate the
allocation of scarce resources to inefficient or less-efficient
producers. Any review by CFIUS should take into account
the impact this type of subsidized acquisition may have on
the U.S. economy and its potential threat to our national

security interests.>
Ansteel-SDCO Joint Venture

Another typical example is the Ansteel-SDCO joint venture. In May 2010, Anshan Iron

% Newsweek Staff. 2005. “Lending a Helping Hand,” in Newsweek, July, 17.
> Newsweek Staff, ibid.
> U.S. Senate Committee of Finance. 2005. “Grassley, Baucus Express Concern Over Potential CNOOC-Unocal
Deal,” July 13.
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and Steel Group Corporation (Ansteel), China's fourth largest steel producer, planned
to form a joint venture with Steel Development Company (SDCO), a U.S. steel
provider in Mississippi. In July, the Congressional Steel Caucus sent a letter with the
signatures of 50 members to Treasury Secretary Tim Geithner calling for a thorough
investigation by CFIUS. They claimed in the letter that Ansteel, through easily
obtained subsidized financing, could "distort the American Market" and threaten the
jobs of American steel workers "that are fighting every day to compete on a fair
playing ground against China".>® The American Iron & Steel Institute and The Steel

Manufacturers Association then required Wiley Rein LLP, a law firm, to carry out a

study on China's steel industry, which completed in October. This report found that

[Ansteel] operates in an environment where basic market
forces can be ignored to achieve government objectives......
[it] can obtain cash grants, subsidized financing and other
support from the Chinese government, even in the worst
economic conditions. As a result, Ansteel has significantly
less incentive to make production, pricing, or any other

business decisions based on market principles.”’

This report concluded that Chinese government has been arterially creating the
world's dominant steel industry through "pervasive ownership and control of the
industry", which benefit from massive subsidies that violate China's WTO
commitments.”® And the "policies and actions by the Chinese government have
distorted international trade and have imposed tremendous economic costs" on the
U.S. and have "disadvantaged market-oriented producers around the globe" (Ibid). In
June 2011, a report prepared by Wiley Rein LLP with similar arguments was
presented to the North American Steel Trade Committee for joint effort by all steel
producers from North America to address the challenges posted by Chinese steel
SOEs. The report claimed that China's 2009 Steel Adjustment and Revitalization Plan

"explicitly identifies Ansteel as a recipient of extensive government support in order

> “Congressional Steel Caucus’ Letter to Treasury Secretary Geithner,” July 2, 2010.
" Alan H. Price et al.. 2010. “The Reform Myth: How China Is Using State Power to Create the World’s Dominant
Steel Industry”. Wiley Rein LLP, October, p.31.
8 Price et al., ibid, p.32.
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to strengthen its international competitiveness" (LLP, 2011, pp.10).
Shuanghui-Smithfiled Transaction

Economic concerns also appeared in the Shuanghui-Smithfiled case in 2013. With the
help of loan guarantee of $4 billion by the Bank of China, a state-owned Chinese
bank, Shuanghui was able to purchase all stocks and debt of Smithfiled for $7.1
billion.>® Chen Si-ging, Vice President of Bank of China, said "Shuanghui's success is a
typical example for the Bank to mobilize its advantages to serve China's national

"% Easy access financial

strategy of supporting Chinese enterprises to ‘go globa
support from the Chinese government was key to Shuanghui's success and is one of
important arguments of the Congressional opponents who contended that
Shuanghui, thanks to government's support, was able to scale up its domestic meat
industry and to increase its export, under Smithfield brand, to outcompete U.S. food
producers in the markets of America, China and third countries around the globe.
"Shuanghui is offering to pay a 30 percent premium for the company, said by Debbie
Stabenow, Chairwoman of Senate Committee on Agricultural, Nutrition and Forestry,
"that, to me, raises questions about the economic motivations of the purchase."®
"How will other U.S. companies compete in the marketplace against an entity that
does not place normal commercial considerations as its primary goal?"
commented by Representative Orsa DelLauro and Senator Elizabeth Warren. Delauro
is the former chairwoman of the subcommittee for funding the Agriculture
Department. Moreover, Usha Haley, director of Robbins Center for Global Business
and Strategy, worried that China's exports of processed food to the U.S. will increase
faster than U.S. exports of pork to China, thus U.S. would "lose its competitive edge
in food becoming dependent on China".*® Daniel Slane, former Chairman of The
United States-China Economic and Security Review Commission, expressed his

concerns that the transaction would shift American value added production to China

and strengthen Chinese hog production capacity, disadvantaging U.S. domestic meat

* Xinhua Net. 2013. “Bank of China Offer a $ 4 billion of Syndicated Loan, and Shuanghui Succeeded in its
Acquisition in the U.S.,” September 27.
% Xinhua Net, ibid.
& Testimony of Debbie Stabenow. 2013. U.S. Senate Committee on Agricultural, Nutrition and Forestry. Hearing
on: “Smithfield and Beyond: Examining Foreign Purchases of American Food Companies,” July 10.
62 Representative Rosa Delauro’s website, op. cit.
& Testimony of Usha Haley, op. cit.
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ind ustry.64
Summary

Put simply, Americans expressed three major concerns over Chinese FDI: (1) Some
Chinese enterprises, supported by Chinese government through subsidies, tax
breaks, special development funds, loan forgiveness and loan guarantee,
below-market rates infrastructure and basic resources, have gained arterially made
low-cost and monopoly competitiveness that disadvantage U.S. businesses in
markets of America, China and third countries. (2) Such non-market-based behaviors
do not respond to the market signals as usual and are distorting market order of the
U.S. and undermining the U.S. market efficiency in the long term. (3) Chinese
companies, backed by Chinese government, are capitalizing U.S. cutting edge
technologies and expertise, thus robbing the U.S. of its value-added assets and global

competitiveness.
4.2.1.3 Reciprocity Issues

China's openness to FDI is more restrictive than the U.S., especially in service
industry. This is becoming one of the arguments for some Americans to voice
opposition against Chinese FDI. Chinese SOEs and SCEs are often criticized by
Americans to enjoy numerous privileges including credit support, exemption from
bankruptcy, government information, monopoly rights in their certain industries, and
preferential treatment in government procurement in China. Such industries often
discriminate foreign products or even prevent foreign imports. As a result, American
firms can only stand out of the pool of China's business opportunities and do not
have the same level playing filed as Chinese SOEs or SCEs. China's Regulations on
Guiding the Direction of Foreign Investment and its Foreign Investment Guidance
Catalogue clearly delineate large swaths of industries in which foreign investment is
either restricted or prohibited aItogether.65 In Western countries, most of inward FDI
are through M&A, but in China M&A only takes a small part, due to its

restrictiveness. Americans believe it is unequal and should take reciprocity as a

&4 Testimony of Daniel Slane, U.S. 2013. U.S. Senate Committee on Agricultural, Nutrition and Forestry hearing,
op. cit.
 yscc. 2012. “Annual Report to Congress 2012,” p.98.
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leverage to press China's domestic market reforms.

Table 10: FDI Regulatory Restrictiveness Index in 2013 (0=open, 1=closed)

Total Primary Secondary Tertiary
China 0.407 0.454 0.242 0.494
u.s. 0.089 0.181 0.028 0.094
OECD Average 0.075 N.S. N.S. N.S.
Non-OECD Average 0.106 N.S. N.S. N.S.

Source: OECD StatExtracts.

In the case of CNOOC-Unocal bid, one of the arguments that oppose the transaction
was that China would not allow a U.S. firm to acquire a Chinese oil company, like
CNOOC. On July 20, 2005, Senator Charles Schumer introduced an amendment to
Foreign Operations, Export Financing, and Related Programs Appropriations Act
(2006) that prevent a foreign government-owned entity from acquiring a U.S.
company until 30 days after the State Secretary had delivered an assessment as to
whether there were reciprocal laws allowing for similar transactions in that foreign
country.66 The amendment was passed in the Senate by a voice vote and latter
became SA 1304 to HR 3057. Among the voices opposing Ansteel's effort to invest in
SDCO, one consideration was that Chinese steel industry was so restrictive to foreign
investment. USCC in its 2013 annual report recommended that "Congress direct the
Administration, in any bilateral investment treaty negotiations, to make fair and

equitable market access......a priority."67

4.2.2 \Voices of the Proposition

From the perspective of liberalists, economic interdependence is conducive to better
relations and less conflicts between two nations. And the secret of American
competitiveness lies in its open trade and investment principle, thus welcoming
foreign investment in passion strengthens American national security. While there
exist opponents against Chinese FDI, there is no lack of voices calling for rational and
responsible views on Chinese investors in order to maximize the benefits of

Chinese FDI. Below is an outline of their arguments.

First, Congress does not need to worry too much and to be too sensitive about

% 58522, 151 Congressional Record (daily ed. July 20, 2005): S8574.
® uUscc. 2013. “Annual Report to Congress 2013,” p.203.
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Chinese investment because related concerns can be efficiently mitigated through
CFIUS process. They believe that the current U.S. foreign investment screening
regime is adequate to guard America against national security threats. Daniel Rosen
wrote in his statement at the 2011 hearing on SOEs and U.S.-China bilateral
investment that "I am greatly concerned that incendiary politicization of specific
investments and over-zealous insinuation of mal-intent can and do interfere with
efficient functioning of the national security screening process".®® As for espionage
concerns, scholars like Daniel Rosen, Thilo Hanemann and Karl Sauvant hold that
these could be subject to American domestic counter-intelligence measures and

laws.

Second, some so-called "security risks" cannot withstand scrutiny. Some
congressmen are debating with strong emotions, and they are not prudent and
responsible for voicing concerns. Moran (2009, 2013) and Oldenski (2013) explored
the standards of making clear what kind of goods, services and technologies could be
"crucial" to the functioning of U.S. economy so as to separate legitimate threats from
implausible security concerns.®® If the sources of supply are highly competitive
instead of concentrated and switching costs are low, then it is unnecessary to worry
the supply security due to the availability of substitutes. If the technology is globally
widely used in commercial fields, transfer of such technology would not threaten to
impair U.S. national security because the acquirer, if being opposed in America, could

seek to obtain it somewhere else.

In the case of CNOOC-Unocal bid, supporters argued that the markets of oil and gas
are global, and the dual-use deep water drilling technology was not solely possessed
by Unocal, thus there was no national security issues related to this deal. Huawei's
purchase of 3Com in 2009 had raised concerns about 3Com's prize-winning
integrated security and intrusion-protection system, called Tipping Point.” But

actually there were at least 12 U.S. providers who owned this technology and

&8 Testimony of Daniel Rosen. 2011. USCC. Hearing on: “Chinese State-Owned Enterprises and U.S.-China Bilateral
Investment,” March 30.
¥ Moran, op. cit, pp.7-32. & Theodore H. Moran and Lindsay Oldenski. 2013. Foreign Direct Investment in the
United States: Benefits, Suspicions, and Risks with Special Attention to FDI from China, Washington. DC: Peterson
Institute for International Economics, pp.55-72.
" Moran & Oldenski, ibid, p.65.
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Chinese agencies already has access to similar technologies.”* So there was no

problem of technology security.

Third, closing the door to Chinese investors by accusing them without evidence is a
violation of non-discrimination principle, which is the heart of global open trade and
investment regime. Since the end of the Second World War, the U.S. has been
promoting a liberal international economic system through its political influence,
foreign policies, UN, IMF and World Bank. Liberal globalization accelerates since
Ronald Reagan took office. The U.S. has been playing a leading role in international
open trade and investment regime, and any non-discrimination actions would result
in negative influence to reverse the global trend. "It is essential that we not put...our
future at risk with a step back into protectionism," Federal Reserve Chairman Alan
Greenspan said at long-scheduled hearings on Capitol Hill about China's impact on
the U.S. economy.72 China is the fastest growing source of FDI to America and
America should look into the future and maximize the benefits China would
generate. Treating all entities with any form of government ownership stake from a

3 American

national security perspective is damaging U.S. economic interests.
barriers would scare back Chinese investors and divert Chinese FDI to other nations

like Germany and Canada.

Forth, there is no evidence to prove that Chinese SOEs are pursuing political
purposes more than commercial ones. Opponents are criticizing China for violating
its WTO accession commitment that SOEs can only act on commercial basis, but they
are talking about it in a theoretical way without sufficient evidence. Karl Sauvant,
director of Vale Columbia Center on Sustainable International Investment, argued
that it is extremely hard show a case in which a Chinese SOE invest in the U.S. that a
private firm would not do. "On the surface, one would think so, but where is the

?"74

evidence He said. Despite China's state intervention in its economy, when

China's SOEs go abroad: "they start behaving like non-state enterprises," observed by

1 Moran & Oldenski, ibid, p.66.
2 The Wall Street Journal. 2005. “Oil Battle Sets Showdown over China,” in The Wall Street Journal, June 24.
73 Testimony of Mark Plotkin. 2013. USCC. Hearing on: “Trends and Implications of Chinese Investment in the
United States,” May 9.
I Testimony of Karl Sauvant. 2011. USCC hearing, op. cit.
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Daniel Rosen and Thilo Hanemann.”

Fifth, from a reciprocity perspective, a U.S. policy that encourages investment by
American companies in China while frowning upon Chinese investment in the U.S. is
neither sustainable nor sound from.”® Over the past two decades, the U.S. has been
encouraging China to lower tariffs, eliminate nontariff barriers and privatize SOEs not
only for the benefit of American businesses and economy, but also for pushing
forward democratization in China.”” "I would be very, very concerned about the
possible Chinese reaction and the consequences for U.S. investment in China" if the
CNOOC bid were blocked, said Rhett Dawson, president of the International

Technology Industry Council.”®

4.2.3 Debates About CFIUS Reform in the Post-FINSA Era

In recent years, China's investment has reopened the debates about whether the U.S.
foreign investment screening regime is capable of protecting U.S. national security
due to China's uniqueness. During the 109" Congress (January 2005-January 2007),
more than 25 measures had been introduced in the Congress to address inward
FDI.”® Part of the reason that lead to CFIUS 2007 reform was the result of new
challenges posed by state-related capitals that enter the U.S. market. CFIUS is not
always an administrative organ; it is subject to influences of political forces and
always has the potentials to be changed. FINSA was the result of a long debate of the
Congress. But the debate continues because FINSA was a compromise instead of

satisfying all parties. The opinions could be classified into three points.

First, whether economic security should be included into inward investment
screening system? Starting from Jimmy Carter administration, the U.S. has excluded
economic security consideration.®’ But as the concerns about Chinese state-related
investment in the U.S. appear, this debate has regained momentum. Senators Charles
Grassley and Max Baucus wrote to President Bush in July 2005 stating that "any

review by CFIUS should take into account the impact this type of subsidized

> Rosen and Hanemann, op. cit, p.50.
® Graham and Marchick, op. cit, p.117.
Graham and Marchick, ibid, p.117.
The Wall Street Journal, op. cit.
White & Case. 2007. “FINSA: Raising the Risks for Foreign Investment in the US,” August 3.
° Rosen and Hanemann, op. cit, p.54.
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acquisition (CNOOC-Unocal) may have on the U.S. economy".® The 2005
CNOOC-Unocal bid left this question unanswered: to what extent or what kind of an
economic security threat could be viewed as a national security issue? At the
opening statement of July 2013 hearing on Shuanghui-Smithfiled deal, Debbie
Stabenow said that economic security is part of national security and CFIUS needs to
change.82 In its 2012 annual report, USCC recommended the Congress to evaluate
the necessity of adding a net economic benefit test to CFIUS statutes.®* However,
those disagree this proposal worry that a net benefit test would provide
opportunities for vested interest groups and protectionists to further politicize any

China-related transaction.

Second, whether Greenfield investment should be included in CFIUS vision? USCC
recommended in its 2012 annual report that Congress assess whether there is a need
to reform CFIUS to require "a mandatory review of all controlling transactions
(including Greenfield investment) by Chinese SOEs and SCEs investing in the U.S."®*
Concerns over Greenfield investments were sparked in 2013 after Russian space
agency Roscosmos indented to establish several GPS monitor stations in the U.S,,
which are strongly opposed by CIA and DoD.* Derek Scissors, a research fellow of
Heritage Foundation, argued that the modes of investment should not determine
whether the deal should be reviewed, but the potential threats to U.S. national
security. "If Ralls had simply started its own project nearby as a "Greenfield"

investment, CFIUS would not have had the legal mandate to investigate and block the

deal," he wrote.®®

Third, whether reciprocity should be taken into CFIUS considerations? Timothy
Brightbill, a partner at Wiley Rein LLP, raised the example of Ansteel-SDCO and
thought that a policy of reciprocal treatment --- denying Chinese steel companies the

right to partner with U.S. companies --- might persuade the Chinese government to

U.S. Senate Committee of Finance, op. cit.

2 Testimony of Debbie Stabenow, op. cit.

USCC report 2012, op. cit, p.109.

USCC report 2012, ibid, p.109.

Jackson, op. cit. pp.12-13.

Derek Scissors. 2013. “A Better Committee on Foreign Investment in the United States,” The Heritage
Foundation website, January 28.
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open its market to foreign investors.?” USCC recommended in its 2012 annual report
that Congress assess whether there is a need to amend CFIUS provision to prohibit
investment in a U.S. industry by a foreign company whose government prohibit
foreign investment in that same industry.® Those oppose this argument think this is
not abiding the spirit of open investment policy that ensure the prosperity and
interests of the U.S.. It denies the access of wealth from those countries that are not
open equivalently to American FDI. It might also result in retaliation from Chinese
government, bringing the two nations into trade and investment conflicts. And this

move might negatively affect the international investment norms and standards.
4.3 China's Perceptions of U.S. Investment Environment

Although only few of Chinese investments in the U.S. undergo CFIUS review and
fewer of them are being blocked, more cases have suffered criticism and suspicions
from the Congress and media. Stricter CFIUS review on Chinese investors also
contributes to the impression that Chinese investments are not welcomed by
Americans. Several high-profile controversary deals, namely CNOOC-Unocal bid,
Huawei-3Com deal and Ansteel-SDCO cooperation, had created chilling effect that
discourage the ambitions of Chinese executives interested in American market. This
run in contrast with the fact that the U.S. is among the most open and free FDI

destinations in the world.

U.S. is often viewed by Chinese government, academia and meida as carrying out
investment protectionism, discrimination against China and the strategy of
containing China by the excuse of national security. "It is clear that there are many
cases where the US is using a security review to refuse investment by Chinese
companies,” said Chinese Ministry of Commerce spokesman Yao Jian.® "The U.S.
side has used all kinds of excuses, including national security, to engage in
obstruction and interference in the trade and investment activities of Chinese

businesses in the U.S.," the Ministry of Commerce said in reaction to Huawei's failure

& Testimony of Timothy Brightbill. 2012. USCC. Hearing on: “Chinese State-Owned and State-Controlled
Enterprises,” February 15.
8 USCC report 2012, op. cit, p.109.
8 Ariel Tung. 2011. “China urges more transparency in US security review measures,” China Daily Website,
February 19.
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£%° The Chinese Securities Regulatory Commission said in a letter to

to purchase 3Lea
the US Treasury that the proposed regulations left “too much room for
interpretation” by CFIUS.?! In the face of opposition against Ansteel-SDCO
cooperation, Chinese Foreign Ministry, Commerce Ministry, official media and China's
steel association all accused the U.S. of adopting protectionism. Shen Dan-yang,
another Commerce Ministry spokesman, told the press in 2011 that U.S. investment

obstacle had caused Chinese firms suffering loss worthy of over $20 billion, which

was 5 times the amount of Chinese investment in the U.S..%

According to a survey by CCPIT in 2010, privately-owned and small and medium-sized
companies in non-sensitive industries held positive views on U.S. investment climate;
those operated in high-tech and sensitive industries together with SOEs had the
opposite opinions.”> "Many Chinese companies, particularly those in sensitive
sectors, had already decided not to consider the US as a first choice for their
investments,” said David Hofmann, director of InterChina Consulting.”* Charles Liu, a
well-connected executive of a Chinese private equity firm, told U.S. embassy officials
that China Investment Corp Chairman Lou Ji-wei had become very cautious about
further investments in U.S. financial businesses partly because of its "hostile

regulatory environment to Chinese investment in that sector".”

China urges more transparency of CFIUS process and clear definition of U.S. national
security. CFIUS process is taking place in a "black box" and it is difficult for the
outsiders to evaluate and predict the outcome of a transaction. CFIUS is a
multi-agency organ and every agency apply their own understanding of U.S. national
security on every single case with an absence of standard definition, and China
believes this has broadened and scope of national security and its boundaries are
always changing by cases. In a letter sent by China Securities Regulatory Commission
to U.S. Treasury Secretary, China voiced that the U.S. laws do not provide explicit

definition of the term “national security”, leaving too much room for discretion of
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power.96
4.4 Understanding the Obstacles Faced by Chinese Enterprises

China's skyrocketing investment in the U.S. has touched the sensitive nerves of
Americans. Debates over economic and security effects of Chinese FDI and CFIUS
reform are all underway. CFIUS is designed for protecting the U.S. from legitimate
national security threats. Such mechanism is common and could be found in many
countries including China, Canada and Australia. The problems, however, mainly

derive not from U.S. policies, but from U.S. politics and U.S.-China relations instead.
4.4.1 China As a Strategic Rival

Unlike other trading partners and major investors that are members of the Western
world and allies of the U.S., China is a strategic rival of the U.S., contributing to

complication of Chinese FDI.
4.4.1.1 The Logic of Realism

From the perspective of realists, despite the fact that the U.S. does benefits from
China's economic development, China has been a free-rider in the U.S.-led global
economic system. U.S-China economic interactions have enriched China and are
conducive to the rise of China as a global power. With the expansion of China's
economic capacity, China is able to transform its economic power into military power

and diplomatic influence, threatening the U.S. global hegemony.

According to this logic, opening its investment market and world-class factors of
production to Chinese enterprises would help China not only seek larger share of
global profits but also climb up the value-added ladder by absorbing American
cutting-edge technologies, know-how and expertise. In the long run, this might cause
narrowing down of the economic power gap between the two countries. Taking a
"relative gain" approach, helping China to strengthen its economic competitiveness is
not to the advantage of U.S. national interests and national security. Despite the
interdependence of U.S.-China economic relations, power and relative advantages

derive from the asymmetry of this relationship. Given the fact that China is more

% Financial Times. 2008. “China Hits Out At U.S. ‘Protectionism’,” June 11.
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dependent on the U.S. than the U.S. being on China, the U.S. enjoys diplomatic
superiority over China in bilateral bargaining. With this relative power, the U.S. is
able to use economic issues as political tools for pressing China to make diplomatic

(like Iranian nuclear issues) and political (such as human rights issues) concessions.

However, the continuing rise of China is beefing up its national power and
competitiveness. And the interdependence of bilateral economic relations is moving
towards symmetry, which is actually weakening the U.S. power, from the realist
perspective. Chinese direct investment to the U.S. is, in its essence, an exchange of its
huge pool of foreign reserves into substantial American advantageous assets. It
follows that China will convert its economic gains into military power. As a result, the
U.S. is granting its strategic assets to its rival/enemy and is building up the power of
China. In an interview about the CNOOC’s bid in2005, a military expert from
Brookings Institution asked, “how many things are we going to sell to a guy who will
be met on the battlefield someday?” As early as in late 1990s, there were some U.S.
strategists who called for restriction of bilateral economic interactions in the face of

the increasing trade deficit. 37

When the bilateral economic relationship is
asymmetric, the U.S. could make use it to when the bilateral economic relationship is
asymmetric, the U.S. could make use it to keep China under its control to ensure that
it would not challenge the U.S. global hegemony and the respect U.S. concerns. But
as the relative status of China rises, the U.S. is losing this power and is becoming

increasingly concerned about the future of China.
4.4.1.2 U.S. Security and its Economic Relations with China

IR realism treats national security as the ultimate purpose of a nation’s diplomacy.
Security issues are more important when dealing relations with major powers
because they have more capabilities to challenge a nation’s security. The U.S. DoD
has already perceived the rapid growth and fast modernization of Chinese military as
a threat to U.S. interests. Contemporary technological development has blurred the
boundary between civil-used technologies and technologies for military purpose.

Therefore, any kind of transfer of technology from the U.S. to China might be

7 Song Guo-you. 2004. “Relative Gains, Absolute Gains, and the Paradox in Sino-U.S. Political and Economic
Relations,” in World Economy Study, no.9, p.12.
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suspected by security agents that this is going to strengthen China's military power.
In its 2005 report to Congress, DoD mentioned that China is actively seeking dual-use
and military technologies from the EU, Israel, Russia, etc.® Developments in
contemporary science have blurred the boundaries between civil-use and
military-use technologies. Thus a transfer of technology from the U.S. to China would
raise the alertness by U.S. security agencies who suspect this technology could,

directly or indirectly, strengthen Chinese military power.

The U.S. is alert and sensitive to transfer of its technologies to China because
advanced technologies are at the heart of U.S. economic competitiveness and its
national power. The U.S. has long been sustaining high-tech products export control
against China despite the booming of bilateral trade. The U.S. government is
interfering with the free market principles on this issue. The restrictiveness of
high-tech products exporting to China prevents the U.S. comparative advantage from
playing an economic role. And this has been contributing to the U.S. growing trade
deficit with China. For one thing, this is based on considerations of technology and
weapon proliferation; for another, the U.S. has been doing this to maintain its
superiority over China and to sustain the asymmetry of bilateral economic
relationship by slowing down the improvement of China’s competitiveness. As is
illustrated by Table 17, the U.S. ATP exports to China remain at a low level and
weapon exports at an above-zero-level since China’s entrance into the WTO. Its trade
deficit in ATP with China has been continuously rising.

Table 11: U.S. Exports and Imports with China in Advanced Tech Products (ATP); China’s Shares
of Total U.S. Exports, Imports and Balance in ATP in USD Billion

2004 2006 2008 2010 2012
U.S. ATP Total 9 5% | 18 7% 17 6% 21 8% 22 7%
Exports
Weapon 0.00048 0.001 0.0015 0.001 0.001

U.S. ATP Total 46 | 19% | 73 | 25% | 91 | 28% | 116 | 33% 141 29%

Imports
Weapon 0.058 0.0987 0.115 0.159 0.165

Balance -36 | 99% | -55 | 126% | -74 | 121% | -94 | 116% | -119 | 131%

Source: U.S. Census Bureau

% Department of Defense. 2005. “2005 Annual Report to Congress: The Military Power of the PRC.”
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Since 2000, the U.S. DoD has annually issued a report of the China’s military power.
And the Congress in 2001 set up The U.S.-China Economic and Security Review
Commission (USCC) for evolution of the bilateral economic ties from a security angle.
With the rise of China, security agencies are playing an increasingly significant role in
CFIUS process when the covered transaction is related to China. As U.S. relations with
China becomes more strategic and subtle, plus China's different political system, lack
of corporate transparency and vague state-market relations, confidential intelligence
information is becoming more influential. As both U.S. military and intelligence
agencies see China as a strategic threat and hold negative views on China, they will
resort to more restrictiveness of CFIUS review and other administrative measures to
disadvantage Chinese investors. This will distinguish China from other investor-states

in CFIUS process. As is analyzed by Graham and Marchick,

Rather than (the traditional approach of) focusing on
whether an acquisition threatens to reduce the DoD's and
other national security agencies ' access to goods and
services for U.S national defense, CFIUS instead will
consider whether an acquisition strengthens the Chinese
military's access to goods and services......CFIUS will
therefore likely analyze not only the sophistication of
dual-use technologies owned or developed by a target
company, but also the ties of the Chinese acquirer to the

Chinese military-industrial complex.99

Any CFIUS member filing a notice could kick off the review, and any member who
believes the case may threaten to impair national security could bring the case into
up-to-45-day-investigation, even without evidence. Since the members from security
community — Secretary of Defense, Secretary of Homeland Security, Assistant to the
President for National Security Affairs, Assistant to the President for Homeland
Security and Counter-terrorism, and Director of National Intelligence — highly
mistrust and suspect China’s motivation, their voices could sometimes be negatively

determinant (“veto” power).

% Graham and Marchick, op. cit, p.114.
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Therefore, an acquirer from China is likely to receive different treatment compared to
investors from other countries that are not strategically threatening U.S. interest. "I
suspect the outcome will be different if Huawei were not a Chinese firm,” said Derek

100

Scissors. He also said “there is an implicit American prohibition on Chinese

710 In early 2011, Aviation Industry

participation in advanced technology.
Corporation of China (AVIC) planned to bid on the Marine One (presidential)
helicopter program. Representatives Rosa Delauro and Frank Wolf introduced a
bipartisan resolution with 21 cosponsors to oppose the bid. The resolution argues
that the DoD should not consider a bid on the Marine One helicopter involving any
entity controlled, directed or influenced by China; requires that Congress do not fund
defense system if the contract award involves any entity controlled, directed or

192 The resolution was mainly based on the

influenced by the Chinese government.
presumption that China's heavily-subsidized bidders could easily win U.S. defense
procurement programs and this enables China to develop its military capabilities. In
2012, Ralls Corporation was forced to abandon its wind farm projects because it is
owned by a Chinese parent company which naturally leads to espionage concerns.

There exist Danish wind installations that are closer to the same military facility

without raising any concern.

Even though Japan is a close ally of the U.S., a member of the Western Camp, and
most of its investment are carried out by private firms, Americans were terrified in
1980s when Japan was "buying up" America, which is not true because Japanese only
purchased a slight amount of U.S. assets. The fears were sparked by several
high-profile Japanese investments such as Mitsubishi's purchase of Rockefeller
Center and Sony's acquisition of Hollywood's Columbia Pictures, and the investments
occur at a time when Japan as a rising Asian power "invaded" a supposedly

. 1
weakened America.!®®

So it is understandable that increasing amount of investment
from China, the only potential superpower to challenge American hegemony and a
global competitor for scarce resources, is firing up more fierce reactions from the

U.S. that is in "relative decline".
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4.4.1.3 Case Study: CNOOC-Unocal Bid and Geopolitics

Various sources of information about CNOOC-Unocal bid indicate power politics
between China and the U.S. behind this apparently commercial transaction. The bid
happened at a time when international energy prices were at record high, reflecting
rising oil and gas demand and their limited reserves. As fossil fuels increasingly
become scarce and strategic resources, struggles for energy resources entered the
sphere of China-U.S. global power competition. Unocal's business was not limited to
America, it is a MNC with half of its oil and gas assets and projects in Asia, namely
Indonesia, Thailand, Myanmar, Vietnam, Bangladesh and Azerbaijan. Much of the gas
Unocal sells to Indonesia is re-sold to Japan, South Korea and Taiwan; the gas Unocal
provided to Thailand accounts for 30% of the country's total electricity demand.’®*
With the expansion of China's economic size and foreign trade, many Asian
countries, especially its neighboring states, are becoming more dependent on China.
The U.S. has been keeping close eyes on China's increasing political influence in its
neighboring area, faring that the rise of China is challenging the U.S. predominance in
Asia-Pacific area. The U.S. "Return to Asia-Pacific" strategy since 2009 has been
implemented primarily to balance China's rising political clout in this region. If
CNOOC succeeded in taking over Unocal, it would directly expand China's diplomatic

power in Asia, which is not in line of U.S. interests.

Geopolitics generically denotes strategic power struggles among states over political
control of territories and resources.'® Focusing on geographic distribution of power
and resource, geopolitics follows realist logic of IR. Strengthening its own power and
meanwhile disadvantage the rival is two sides of the same coin, if taken a realist
approach. It was commented by Paul Krugman, an American Nobel Prize winner in
economics, that U.S. and China were playing a "great game" between major powers
to scramble for access to far-flung oil and gas reserves, and "if it were up to me, I'd
block the Chinese bid for Unocal".’® "This is sort of geopolitics we're playing here,

not commercial business," Peter Robertson, Chevron's vice chairman, said in an

104

p.4.
105

Elspeth Thomason. “The Unocal Bid and Free-market Principles”, in Perspectives, vol. 6, no. 4, December 31,

Teschke, op. cit.
Paul Krugman. 2005. “The Chinese Challenge,” in The New York Times, June 27.
56

106



interview.’®” According to WikiLeaks source, Zhang Guo-bao, the then vice director
of China's National Development and Reform Commission, asked the U.S.
ambassador that "if the United States would not allow CNOOC to purchase Unocal,
will not itself guarantee China a steady energy supply and opposes Chinese purchases

of Iranian oil and gas, how can China survive?"'%

4.4.2 U.S. Complicated Attitudes on "Chinese State Capitalism"

The successful rise of China to be a global power within a short period of time has
raised attentions from the international community. Its development pattern is called
as the “China Model”, and its economic scope is named as “Chinese State
Capitalism”, which is for distinguishing the market-based capitalism of the Western
world. "Chinese state capitalism" has been a focus of economic study, with experts
differing over whether it would be supplementary or exclusionary to the Western

1.1 Given the short time the academic world has been

free market mode
researching in “Chinese State Capitalism”, so far there are no dominant views or
theories on this topic. Therefore, it is too early to know whether it would be good or
bad to the U.S.. This is an important factor conducive to the Americans’ complicated

attitudes on Chinese FDI.
4.4.2.1 Differences between U.S. and China's in Economic Values

Since the end of the Second World War, the U.S. has been shaping an international
economic system to its favor. Following the liberalist economic ideology, Americans
believe that "small government, big market" will maximize the vitality of U.S.
economy and are sensitive to any governmental intervention. The 2009-2010 Tea
Party movement reflected Americans' aversion to the governmental bail-out plans
after the breakout of financial crisis. Since the end of 1970s, the rise of MNCs in the
Western world pushed Reagan Administration and Thatcher cabinet to abandon
Keynesian policies and to lead the world to start the neoliberal economic revolution.
Large scale of privatization movement took place in 1980s and 1990s in various

economies around the world. The collapse of Soviet Union awarded the reputation of

97 The Wall Street Journal, op. cit.
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"Washington Consensus" and more nations adopted American model in the following
years. Americans are always proud of their economic development model and have
applied their standards to global multilateral economic regimes, including WTO, IMF
and OECD. Today, private companies accounted for 95% of the U.S. economy and 90%

of assets are owned by individuals.*

In contrast, Chinese rapid economic development over the past three decades has
created the story of "China's miracle" and the concept of "China Model", or so-called
"Chinese state capitalism". China is basically a socialist country, which determines its
economic system to be fundamentally different from the Western capitalist one.
Besides, "China Model" is the outcome of China's specific history, culture and its
international environment. At the very beginning of the founding of the PRC, the
country was in ruins and chaos after decades of foreign invasion and civil war. The
Communist government then established numerous SOEs to take all the economic
and social responsibilities. It is also a political means, against the backdrop of the
Cold War, to keep the socialist economic system immune to infiltration of foreign
capitalists. The history of China's politics is characterized by centralized control of the
ruling class. Historical lessons taught each Chinese national leader that losing control
of power would risk turning the country into political chaos, economic crisis and
social disaster. Therefore, controlling the economic lifelines of the country is in line
with Chinese historical experience and authoritarian culture. This historical legacy
was inherited by the first generation of CPC leadership chaired by Mao Ze-dong.
When the PRC was founded in 1949, the whole country is in ruins and disorder. What
the CPC took over was a nation that has been tortured by over a century of foreign
invasions and civil wars. In 1949, China was in a situation with economy in collapse
and society without governance. Therefore, the central government established
numerous SOEs to take the economic and social responsibilities of developing
socialism. It was also a political choice against the backdrop of the Cold War. The
SOEs prevented the Chinese socialist system from infiltration by the capitalist

powers.

Following Mao's death and the end of Cultural Revolution in late 1970s, China started

1o Guangming Online. 2009. “American SOEs,” October 1.
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to walk away from its plan-economy pattern and reform its SOEs. But the reforms are
different from privatization during 1980-1990s in the capitalist world. The state, or
Communist party, dominates and will dominate lifeline of China's economy with SOEs

as the implementers. The Constitution of PRC started that

(1) the basis of the socialist economic system of the PRC is

socialist public ownership of the means of production; and

(2) in the primary stage of socialism, the state upholds the
basic economic system with the public ownership

remaining dominant; and

(3) the state-owned economy, that is, the socialist economy
with ownership by the whole people, is the leading force in

the national economy; and

(4) the state ensures the consolidation and growth of the

state-owned economy.™!

Various official documents and announcements explicitly express views of Chinese
government that: (1) state-owned economy has played a significant role in China's
successful economic achievement; (2) controlling state-owned economy is key to
guarantee the Communist party to stay in power; it is so critical that it determines
the survival of the party; (3) economic reforms are not to privatize all SOEs but to
introduce market forces to complement the state-owned economy; (4) Chinese
socialist market economy or "state capitalism" is different from capitalist market
economy; it is a temporary tool, rather than a purpose, to develop socialism. The
Constitution stated at the very beginning that "the basic task of the nation is to
concentrate its effort on socialist modernization along the road of building socialism

with Chinese characteristics."**?

Chinese President Hu Jintao stated in the report of
18th Party Congress in 2012 that "we should unwaveringly consolidate and develop
the public sector of the economy......invest more of state capital in major industries

and key fields that comprise the lifeline of the economy and are vital to national

1! The Constitution of PRC.
12 The Constitution of PRC, ibid.
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security"; and enhance the capacity of the state-owned sector of the economy "to

leverage and influence the economy ".**

Therefore, China's economic ideology is in stark contrast with that of the U.S..
Dominated by conservative and liberal economic thoughts, the U.S. has long been
criticizing China's political and economic system. In terms of SOEs, the views of
American politicians are based on the logic that private ownership is equivalent to
efficiency, which is the foundation of Western economic theories. As is result, U.S.
politicians believe that SOEs in China is distorting market order and there is lack of
equal competition in China, which is a major reason that the U.S. does not
acknowledge China to be a market economy. But Chinese official mainstream opinion
holds that whether a company is efficient does not depend on the form of its
ownership, but how it is organized and governed; any kind of ownership could
possibly maximize corporate efficiency.114 For many years, the U.S. has been pushing
forward the privatization of China, but China has always been alert to this. Look into
the past, China learns the experience of Taiwan, Singapore, South Korea, Finland and
France who achieve great economic results by developing SOEs, as well as the lessons
of Russia, Argentina who rapidly privatized their economy. "Based on its conditions,

China will never seek privatization," Wu Bang-guo, Chairman of the Standing

Committee of National People's Congress, the top legislator of China, stated in a

working report in 2011.1%°

4.4.2.2 The State Dominates Chinese Economy

Despite the fact that the U.S. has always been pressing China for economic reforms
and China has been taking reforms step by step, China's SOE reforms have never
meet the demands of the U.S., who want an all-round and faster privatization of
China's economy. China’s SOE reforms are fundamentally different from
Western-style privatization. First, SMEs in other fields previously owned by provincial
and local governments have been sold to the public, while SOEs retain and

strengthen their control in strategic industries and sectors concerning the lifeline of

3 Xinhua Net. 2012. “President Hu Jintao’s Report at the 18" CPC National Congress,” November 17.

Jiang Yong. China’s Dilemma. 2010. Economic Science Press: Beijing, p.11.
Xinhua Net. 2011. “Wu Bang-guo: We Will Never Seek Multi-party System, Federalism, and Privatization,”
March 10.
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national economy. To tackle the financial crisis, Chinese government in 2008 carried
out a $585 billion stimulus package, and most which went to SOEs. Therefore,
state-owned economy of China has been re-enlarged since 2008. The number of
central SOEs decreased from 196 in 2003 to 117 in 2012. But these SOEs have been
concentrating economic power and are growing increasingly larger and gaining more

global resources and influence.

Second, China's SOE reforms are to diversify the forms of ownership through being
transformed into share-holding companies. In 1992 the Chinese government created
three categories of shares that a SOE could issue: state shares, legal person (LP)

116 state shares are non-tradable. LP shares are also

shares and individual shares.
non-tradable but are owned by various entities. Individual shares are openly traded
on the stock market. The State issues the quotas of different kinds of shares to

control the level of privatization.

Third, public ownership has been playing and will play the dominant role in China's
economy. This is in line with the 2004 Constitution which stated that "in the primary
stage of socialism, the state upholds the basic economic system with the public
ownership remaining dominant and diverse forms of ownership developing side by
side".*”” The Communist Party controls SOEs through its power to determine the top
level of the companies. The central Organization Department of the CCP generally
determines the membership of the boards of directors and the management of
SOEs.™® All the top 130 leaders of the largest state-owned companies in 2011 were

CCP members.'*®

Even if the government is a minority shareholder in a SOE, the
Party is still in charge of determining members of boards and top managers.
Therefore, Americans have been criticizing China of violating its commitment in its
WTO accession agreement where it pledged it "would not influence, directly or
indirectly, commercial decisions on the part of SOEs". Besides central SOEs, there are

about 114,500 smaller companies that are owned or operated by provincial and local

18 Graham and Marchick, op. cit, p.105.

The Constitution of PRC, op. cit.

Richard McGregor. 2010. The Party: The Secret World of China's Communist Rulers, New York: HarperCollins
Publishers, p.69.

19 Cheng Li. 2011. "China's Midterm Jockeying: Gearing Up for 2012," in China Leadership Monitor, No.34, p.21.
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governments, as is estimated by the World Bank in 2011.*%°

Where are the SOEs? They are operating in China's state-controlled industries. In
December 2006, China's State Assets Supervision and Administration Commission
(SASAC) gave a explicit list defining seven strategic industries where the State must
have "absolute control" and nine basic and pillar industries where central SOEs must
have "heavyweights". This is criticized by the U.S. that China blocks most parts of its

economy against foreign investors.

Table 12: State-controlled Industries in China

State Must Have Absolute Control | SOEs Must Have Heavyweights
1 Armaments Machinery
2 Power Distribution & Generation Automobiles
3 Oil & Petrochemicals IT
4 Coal Construction
5 Telecommunications Iron & Steel
6 Aviation Non-Ferrous Metals
7 Shipping Chemicals
8 Exploration & Design
9 Science & Tech

Source: Xinhua Net. 2006. “SASAC: The State Economy Will Strengthen Control Over Seven

Industries,” December 18.

* The state capital must dominate or has relative majority in the top six industries listed in the

second column.

Private firms, generally those have less than 10% of government ownership are
suspected by Americans that they remain under state control. Americans think that
in a single-party authoritarian country, anything acts according to the wills of the
state because they could not survive if they refuse the government. They have two
reasons. First, the sophisticated approval processes in China make private firms have
to flatter with the government to response to its industrial policies and political
economic policies. In this way, they would increase the possibility of success,
including getting land-use approval, receiving financial support, winning bids and
acquiring important information. At a 2011 hearing on SOEs and U.S.-China bilateral
investment, Commissioner Daniel Blumenthal asked, "Is there a way that

entrepreneurs have found to do that without having to form very close relationship

120 Testimony of Larry M. Wortzel. 2011. USCC hearing, op. cit.
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with Party officials?"*** Derek Scissors answered, "If you're a big successful Chinese
entrepreneur, then you have a lot of pressure to join the Party and play the game."*??
Second, since the private firms are competing with SOEs in various fields, private
firms are operating on an uneven playing field and a heavily "distorted" market, thus
they have to seek advantages by coordinating with the government or die. This is
why Americans create the concept of "State-controlled enterprises" in addition to
SOEs, and they suspect every Chinese firm could be state-controlled companies. If a

private firm meets the political goals of government officials, they would probably

enjoy relatively favorable treatment.

Take Huawei for example, it is apparently a 100% private company since it is 100%
employee-owned, but the U.S. tend to believe it is a state-controlled enterprise
despite all their arguments are based on assumptions instead of evidence. They do
not treat it as a private firm because it has close relationship with the Chinese
government, and it is operating in telecommunications industry where the state
must have "absolute control". Barry Naughton, a professor in Chinese economy said
that Huawei is juridically a private company but a state-controlled in terms of the
policy implications because it got over $30 billion lines of credit from China's

state-owned banks.!*

Since a loan agreement is a "contractual arrangement," and
presumably such loans require the "pledge" of certain of the acquirer's assets as
collateral, direct state subsidies or favorable loan terms will add weight to the
argument that a particular firm is government-owned or -controlled.’** One China
expert in Washington said, "The strong working presumption has to be that even
100% privately owned companies in China are very, very "responsible" to the Chinese
government." 125 That is why Chinese companies are more likely to raise

congressional attentions and to be investigated by CFIUS. Both the Congress and

CFIUS would hold a presumption that this firm is state-controlled.

USCC stated in its 2012 report that China's state-owned and state-controlled

121 yscc. 2011. Hearing, op. cit.

USCC. 2011. Hearing, ibid.

Testimony of Barry Naughton. 2011. USCC hearing, ibid.
Graham and Marchick, op. cit, p.116.

Graham and Marchick, ibid, p.109.
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enterprises account for half of the Chinese economy.™?® Nearly every company which
is publicly traded on China's stock market is invested by Chinese banks, which are
state-owned. By the end of 2012, 38.5% of the companies and 51.4% of the value in
A-shares stock market of China are publicly listed subsidiaries of central SOEs.'*” The
state is the largest shareholder in nearly 70% of all listed Chinese non-financial

128

firms.” A study in 2002 showed that parent companies controlled the boards of

° In other words, many listed companies are

publicly listed subsidiaries. *
privately-owned or minority state-owned in terms of the ownership structure, but
the independence of every company, sector and industry still deserves suspicion due

to the fact that CPC determines the members of its top-level board.™°

4.4.2.3 "Going Global" Strategy and "State Capitalism"

SOEs take political, economic and social responsibilities. They represent China's
national interests and are actors of preserving and promoting China's strategic and

131 They are implementing China's "Going Global" strategy to

long-term interests.
make China an important economic power in the world economic pattern and to
improve China's international competitiveness.’*? Over the past decade, many
China's SOEs have been investing globally and have become global business giants. In
2012, for instance, SOEs accounted for over 90% of Chinese outbound FDI to the
world.”? In 2005, only 16 Chinese companies were enlisted in the Fortune Global
500; in 2013, however, there were 89. As is showed in Table 19, nearly all national
champions of China are SOEs. But it is noteworthy that most of Chinese companies

that enter the Fortune Global are operating domestically in industries and sectors

that are far from sufficiently competitive. The scale of these enterprises is not based

126 yscc report 2012, op. cit. p.49.

SASAC. 2013a. “Remarks by Wang Yong at the National State-owned Assets Supervision and Administration
Work Conference,” January 29.

128 Andrew Szamosszegi and Cole Kyle. 2011. "An Analysis of State-owned Enterprises and State Capitalism in
China". Washington, DC: Capital Trade, Inc., October 26, p.10.

129 Stoyan Tenev and Chunlin Zhang. 2002. “Corporate Governance and Enterprise Reform in China Building
Institutions of Modern Markets,” Working Paper, Washington: World Bank, International Finance Corporation,
p.85.

130 yscc report 2012, p.67.

131 sasAC. 2013. “Study Times: Enhance the Capacity of the State-owned Sector of the Economy to Leverage and
Influence the Economy,” May 31.

32 SASAC, 2013b, ibid.

33 The Economist. 2013a. “ODlI-lay hee-ho: The expanding scale and scope of China’s outward direct
investment,” January 19.
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on traditional core competitiveness like advanced technology but the subsidy by the

Chinese government and their monopoly within their industries or sectors.

Table 13: The Numbers of U.S. and Chinese Companies that Enter Fortune Global 500

U.S. Company | Chinese Company / SOEs | U.S./China Ratio
2005 176 16 /15 11:1
2007 162 24 /22 7:1
2009 140 37/34 4:1
2011 133 61/56 2:1
2013 132 89/83 1.5:1

Source: Fortune Global 500, CNN Money.

As the number of U.S. companies in Fortune Global 500 decrease year by year while
the number of Chinese firms (most of them are SOEs) rise rapidly, there is a worry
among the Americans that the China Model is challenging the rules of global
economic game. As the legend of Washington Consensus fades since the breakout of
financial crisis and China Model gains more attraction, some developing countries,
like Vietnam, India, Brazil and Russia, are more cautious to Western model and are
paying more attention to learn the successful experience of China. The rise of China
Model at a time of U.S. "relative decline" is eroding the U.S. soft power, global

influence and its confidence.

The problem, however, is not limited to FDI by Chinese SOEs. All Chinese FDI,
regardless of its ownership, are suspected by Americans that they are acting on
behave of Chinese government. Chinese government is the "gatekeeper" of China's
foreign direct investment. Any investment over $50 million has to be approved by
MOFCOM or NDRC that are makers and implementers Chinese national economic
strategies. And the government influences FDI through various policy documents,
including Overseas Investment Industrial Guidance Policy, the Overseas Investment
Industrial Guidance Catalogue which provides specific details on the sectors where
investments are encouraged, and the Five-Year Plans which provide overall guidance

. . 1
on favored industries and sectors.***

The history of China's FDI indicates that it act in response to China's domestic

industrial policies and national economic strategies. In earlier years of the

134 Testimony of Andrew Szamosszegi. 2012. USCC hearing, op. cit.
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implementation of "Going Global" strategy, China's foreign investment focus on
natural resources so as to ensure efficient supply for its domestic manufacturing.
Thus, Chinese SOEs are seeking natural resources all around the world, particularly
middle-eastern oil states, and resource-rich countries like Australia and African
nations. In the following years, China’s 11" Five-Year Plan (2006-2010) and 12"
Five-Year Plan (2011-2015) reiterated the importance of transforming the economic
development pattern, upgrading China’s industrial structure and enhancing R&D.
Then Chinese FDI flow started to flow rapidly toward the higher destinations of
global value-chain like the U.S. and EU. In recent years, the growth rates of Chinese
FDI to the Western countries are much faster than that to the developing world, and
the percentage of the FDI to the developed world in Chinese global FDI outflows has
been increasing. In 2009, the Chinese government declared seven Strategic Emerging
Industries (SEls) which are energy-saving and environmental protection, next
generation IT, bio-tech, advanced equipment manufacturing, new energy, new
materials, and new-energy vehicles. The aim of developing SEls is to improve China’s
national competitiveness and to transform its economic structure. The State has set
up special funds and made tax-preference policies to support SEls. The SEls are the
direction of the 12" Five-Year Plan, which is China’s national economic strategy. SEls
are becoming a focus of China’s “Going Global” strategy, and the U.S. is one of the
important destinations. It was said by NDRC Chairman Zhang Ping that China would
“actively encourage its FDI to aim at advanced manufacturing, high-tech, modern
service, new energy and energy-environment-friendly industries and sectors where

American companies enjoy advantages.”135

The Chinese way of FDI has raised a question: is Chinese FDI threatening U.S.
economic competitiveness? The U.S. global hegemony is based on its economic
power and influence, if China Model is outcompeting its economic advantages, then
China Model is a threat to U.S. national security in the long term. That is why Chinese
FDI to America has blurred the line between U.S. national security and U.S. economic
security. As is mentioned above, both China's SOEs and SCEs, supported by Chinese

government through subsidies, tax breaks, special development funds, loan

135 Remarks by Zhang Ping at the 1*" “U.S.-China Investment Cooperation Forum,” in Industry of China, 2012, no.7,
p.13.
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forgiveness and loan guarantee, below-market rates infrastructure and basic
resources, have gained arterially made low-cost and monopoly competitiveness that
disadvantage U.S. businesses in markets of America, China and third countries. All
kinds of government support have reduced their costs of business operation, and
they could offer cheaper prices or even below-market price. Thus American
companies are disadvantaged by China. The U.S. Chamber of Commerce and
Coalition of Services Industries reported in 2011 that China provides generous
regulatory favors and subsidies to its SOEs; a U.S.-China Business Council survey in
2012 showed that 96% of American companies surveyed believe Chinese SOEs

136 Second, such

receive tangible benefits or subsidies from Chinese government.
non-market-based behaviors do not respond to the market signals as usual and are
distorting market order of the U.S. and undermining the U.S. market efficiency in the
long term. Third, Chinese companies, backed by Chinese government, are capitalizing
U.S. cutting edge technologies and expertise, thus robbing the U.S. of its value-added

assets and global competitiveness.
4.4.3 Distrust of China

The logic of realists is that the anarchic international system where no rule of law and
legitimate and governing entity exist determines the fact that there is nobody to
count on and to believe in. Mistrust between major powers creates the situation of
"security dilemma". A fears that B is seeking relative advantages by building up its
capabilities, especially military power. Thus A is highly sensitive to any move of B
because B's achievements would be converted into its national power and threaten
A's security. Any action taken by B is assumed by A as B's plot to surpass itself. As a
consequence, what A has to do is to tirelessly seek its superiority over A and
disadvantage B at the same time. Meanwhile, B thinks in the same pattern. At the
end, mistrust and competition would deepen gradually as this hostile interaction
goes on. This generates a paradox that both A and B seek their own security but what

they do are actually increasing the insecurity.

4.4.3.1 Distrust of Chinese Government

138 Testimony of Robin Cleveland. 2012. USCC hearing, ibid.
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Conservative realism underestimates the wisdom of human beings and the power of
morality by simplifying this world. Classical realism’s views on the history of the
future of human society are too pessimistic, but it does help us to understand the
distrust between major powers. Basically, China in its nature is not easy to win trust
by the U.S.. China is an eastern country with its unique history and culture that is
very different from the West. China is a communist and authoritarian state, and
remains far away from transparency and rule of law. Americans born to be suspicious
and afeared to Communism and related parties, and they are unable to fully
understand how CPC thinks and how it affect China’s economy. They even see the
internal operation of the party as a “black box”. They are also not able to clearly
understand the sophisticated relationship between Chinese government/CPC and

Chinese businesses.

On a strategic level, China is the only country in the world that has the potentials
(territorial domain, economic size, population, culture, etc) to challenge U.S. power.
Power, the purpose of realist politics, is a scarce resource. The rise of China is going
to acquire a large share of global power, which means China will directly decrease
U.S. relative power and indirectly take away some power from the U.S.. As U.S.
suffers economic difficulties and relative "power decline", its self confidence
decreases in the face of the rise of China and its increasing global influence. It is just
a matter of time when China's economic size overtakes that of the U.S. in the coming
years. Having been the world’s largest economy for over a century, the U.S. feels
uneasy for this. Where China, an authoritarian state under the leadership of a
Communist party, will go? And how will it use its accumulating power? These are
seriously concerned by the U.S.. The U.S. concerns deepen as the rise of China
continues. However, it is worthy to mention that distrust of China is not the current
dominant view of the decision makers in the U.S. government.”®” Instead, there exist
worries and debates about China's uncertain future. Concerns and debates mainly
focus on the uncertainty of China’s future. Congress is always using its leverage to

press the White House to be cautious and alert to China.

After the financial crisis broke out, the U.S. has become more sensitive to other

137 | ieberthal and Ji-si, ibid, p.ix.
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countries' potentially trying to take advantage of these U.S. difficulties to reduce

America's chances of bouncing back.'*®

Many Chinese actions, especially in the
economic and trade realms, are being seen at least partly as having this objective.139
China's increasingly frequent cyber and espionage operations against America are
firing up the distrust. In recent years, the U.S. detected more cyber operations
originated from China seeking to access and copy highly sensitive data of direct

military, diplomatic, and economic importance. **

These operations have
mushroomed in scale and scope, and they focus on targets that are of particular
interest to the Chinese government, military, and corporations rather than hackers

and criminal organizations.141

China's domestic policies on foreign investment put
transfer of technology as a precondition of entering Chinese market have worsened
U.S. concerns that China attempts to steal American technologies so as to seek
shortcut to upgrade its economy. Evidence further strengthens the distrust. The
number of espionage cases aimed at stealing American technology in the U.S.
corporate sector has increased substantially in recent years.'*? "China is the biggest
(espionage) threat to the U.S. today," said David Szady (2005), assistant director of
the FBI's counter-intelligence division.™® Lisa Monaco (2012), assistant U.S. attorney
general for national security, said that besides military and diplomatic secrets, China
focuses on "stealing R&D, sensitive technology, corporate trade secrets and other

materials to advance their economic and military capabilities."*** FBI alleged in 2005

that there were over 3,000 Chinese "front companies" operating in America.**
4.4.3.2 Distrust of Chinese Firms

Therefore, the American security community often holds negative presumptions on
the motivations of Chinese companies. And this contributes to the increasing U.S.

distrust of China. As was noted by Kenneth Lieberthal and Wang Jixi,

3% Lieberthal and Ji-si, ibid, p.23.

Lieberthal and Ji-si, ibid, p.23.

Lieberthal and Ji-si, ibid, p.32.

Lieberthal and Ji-si, ibid, p.39.

Lieberthal and Ji-si, ibid, p.39.

Jay Soloman. 2005. “FBI Sees Big Threat From Chinese Spies; Businesses Wonder,” in The Wall Street Journal,
August 10.
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The U.S. tends to perceive China's actions "as more
strategically motivated, more carefully designed, and more
internally coordinated than is actually the case. For
example, the economic activities of China's SOEs around
the world, and in particular their investments in the United
States, are often viewed suspiciously as part of the Chinese
leadership's grand strategy. In reality, however, these
enterprise decisions are mostly driven by commercial
interests, made individually, and largely unrelated to each

other."14®

The voices of security agencies, no matter with credible evidence or just with
suspicion, could create negative public atmosphere. They could raise concerns and
debates in the Congress. They are also likely to call on CFIUS to interfere in
China-related transactions and press CFIUS to prolong the length of review. Given
that CFIUS operates in a consensus process, any security agency could veto the
transaction for the reason of suspicion, even if they have no evidence. If the investor
is a SOE, then they are assumed to be act on behalf of Chinese government and CPC.
Chinese SOEs have to carry the burden of convincing the U.S. that they are investing
for purely commercial purposes. Vincent Cannistraro (2000), a former CIA
intelligence officer and now a consultant on security, said that "all state organs in
China have been tasked by various intelligence agencies to carry out intelligence

missions."'*’

If the investor is a non-SOE, it is still likely to be suspected because their relations
with the government are beyond evaluation. The real concern......is that......it is hard
to see where the company stops and the country begins, and vice versa," said by

Senator Jack Reed.'*®

To have the ability to make large investments abroad, a firm
often receives financial and policy support from Chinese banks and economic

departments. This is believed to be the means for the Chinese government to

%8 Kenneth Lieberthal G. and Wang Ji-si. 2012. Addressing Sino-U.S. Strategic Distrust. John L. Thornton China

Center at Brookings Institution, p.36.
7 The Washington Times. 2000. “China News Office to Overlook Pentagon,” in The Washington Times, June 21.
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influence privately-owned companies. They could also be suspected as disguised
"front agents" of China's intelligence agencies. Huawei is the most typical company.
Given it is operating in a relatively sensitive industry and its CEO Ren Zheng-fei is a
former scientist for Chinese military, Huawei receives the treatment as a Chinese SOE
in America despite that it is 100 percent private. In the 2012 intelligence report on
Huawei by Permanent Select Committee on Intelligence of the House of
Representatives, Huawei was imagined to be working for Chinese intelligence and
military departments. The report did not believe Huawei is not state-controlled
because Huawei failed to provide sufficient evidence. However, the report did not
give any credible evidence that Huawei threatens to impair U.S. national security. The

report recommended that

(1) [CFIUS] "must block acquisitions, takeovers, or mergers
involving Huawei.....given the threat to U.S. national

security interests";

(2) [entities in the U.S.] "are strongly encouraged to
consider the long-term security risks associated with doing
business with......Huawei" [because it] "cannot be trusted
to be free of foreign state influence and thus pose a

security threat to the U.S. and to our systems".149

In 2008, Huawei was prohibited to form a joint-venture with 3Com. In 2010, Huawei
lost the bid for Sprint out of security concerns by the U.S.. In 2011, Huawei gave up
purchasing 3Leaf after CFIUS suggested it would block the deal. "There is no law to
bar Chinese investment in advanced technology. The prohibition takes place

150 Even

because the US doesn't trust the Chinese government," said Derek Scissors.
if the investment is not in a sensitive industry, a series of interviews of congressmen
showed that they are far from feeling more receptive to Chinese takeovers of

anything remotely sensitive.™"

Chinese enterprises are treated differently because of the distrust. China Ocean

149 Rogers and Ruppersberger, op. cit, p.45.
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Shipping Company's lease of Long Beach Station was agreed by both the Clinton
administration and DoD, but Congress insisted to terminated the contract through
manipulation of legislative power. But the station was then leased to a South Korean
company. The attempt of Washington Bureau of Xinhua News Agency to rent an
office building near DoD headquarter was seriously opposed by the White House,
Congress, opinion leaders and mass media. On June 21, 2000, Washington Times
made a long report on its front page with the title "China News Office to Overlook
Pentagon". It covered the case for many days, reporting the voices of various
opposers. All the words were based on imagination. Looking at those reports and
articles, it seemed that they are talking about a Cold War fiction. In the case of
CNOOC-Unocal bid, many Congressmen were arguing emotionally based on China's
negative impression on their minds. Robert A. Kapp, former president of the
U.S.-China Business Council, said that "were it not for the Unocal offer from CNOOC,

"152 1t would

we would not be seeing the same range of legislative balloons going up.
be unclear whether CFIUS would block the deal and whether it would approve it if
the bidder is from UK. In 2012 CFIUS and Obama blocked the projects invested by
Ralls Corp. out of their proximity of a military facility, but Danish wind farms were

already operating closer to that facility.
4.4.4 American Domestic Politics

CFIUS is acting relatively independently, but Congress is influenced by various
domestic forces. As U.S. domestic situation changes, atmosphere on the Capitol Hill
also changes, thus Chinese firms have to take American domestic politics into
account. From a top-down perspective, the Congress perceives Chinese FDI against
the backdrop of broader U.S.-China economic relationship and even bilateral
relations. Thus the minds of Congressmen are first influenced by the image of China
and current situation of bilateral economic relationship. From a bottom-up angle,
Congress is an arena where various domestic groups compete for shaping policies.
Congressmen, under the motivation of being re-elected, speak for their

constituencies who concerns more about economic benefits and social welfare. The

132 onathan Weisman. 2005. “In Washington, Chevron Works to Scuttle Chinese Bid,” in The Washington Post,
July 16.
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constituencies where congressmen come from do matters.
4.4.4.1 Top-down Perspective: Federal Level

The China-U.S. economic relationship is primarily shaped by bilateral trade relations.
The bilateral trade volume has been increasing steadily year by year, but the two
sides are not in harmony on trade issues. Unfortunately, China is seeking access to
American market at a time when bilateral trade tensions are at an all-time high. As is
mentioned in Chapter 1, the trade imbalance is the major source of bilateral
economic disputes. U.S. data shows that U.S.-China deficit rises from $256 billion in
2007 to $315 billion in 2012, an increase of 23%. It is for this reason that the U.S. has
been criticizing China for pursuing mercantilist strategy by subsidizing its exporters,
protect its market from foreign access and manipulation of its currency exchange
rates. The U.S. attributes the decline of U.S. manufacturing and unemployment
problems to China. As a result, the U.S. has launched more antidumping and
countervailing duty penalties against Chinese companies over the past five years,
creating more economic tensions. Both the White House and Congress have been
pressing China to appreciate its currency exchange rates. Criticism on China would be
heightened during midterm election and presidential election. As the U.S. is in
economic difficulties, both Democrats and Republicans prefer to take hard lines on

foreign affairs and to shift their responsibilities to foreign nations.

The 2005 Unocal bid was taken place when China and U.S. are in economic tensions.

As is reported by the Wall Street Journal in June 2005,

Treasury Secretary John Snow is pushing Beijing to revalue
its currency; a move that many advocates say would make
American goods more competitive with those made in
China. Defense Secretary Donald Rumsfeld is issuing loud
warnings about Chinese defense spending. And powerful
leaders in Congress are demanding new tariffs and quotas
against surging Chinese exports.....The Senate is headed
toward a vote in late July on legislation that would impose

a 27.5% tariff on Chinese goods if Beijing doesn't revalue
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the Yuan (Chinese currency), and several additional bills
have been introduced in the House and Senate to address

lawmaker concerns.>

Now it is not surprising that so many congressmen joined the campaign to oppose
CNOOC's bid. On June 30, 2005, the House of Representatives voted 333-92 to
prohibit the Treasury Department's use of funds for approving the deal, and passed a
resolution by a vote of 398-15 starting that the transaction would threaten U.S.

national security.’*

Obama's order to terminate Rall's wind farm projects on 28 September, 2012
occurred several days ahead of the first round of presidential debates. Zhou Qing, a
company legal officer, said that Obama's move was more likely a campaigning ploy or

155

to protect the US wind farm industry.” Xinhua News Agency said Obama did so in

order the please the "China-bashing" and "to woo some blue-collar voters".®

American public opinion is also shaped by U.S.-China relations, especially economic
relations. They are indirectly affecting the voices and behaviors of Congressmen who
seek to response to mass Americans to accumulate public reputation. In the context
of growing strategic distrust, "enemy image" of China can be easily invoked in

157

American populations.”™" A 2012 survey by the Pew Research Center showed that

while most Americans saw China as posing the greatest danger to the US.*®

4.4.4.2 Bottom-up Perspective: Local Level

There is a common saying in America: "all politics is local". Congress is an arena
reflecting both domestic policy demands and policy supply. Voices of the public and
interest groups concentrate on the Capitol Hill. Congressional process is a process of
considering the interests of various shareholders in American civil society.
Congressmen pursing the primary goal of being re-elected would actively speak and

debate for their constituencies. In turn, those people and entities with similar

133 The Wall Street Journal, op. cit.

Graham and Marchick, op. cit, p.131.
BBC, op. cit.

BBC, ibid.

Lieberthal and Ji-si, op. cit, p.39.
BBC, op. cit.
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interests from the same constituency would form coalition to magnify their voices
and to lobby in Washington. Therefore, on economic issues, the interests of local
industries and the political fate of congressmen are interdependent. If the interests
are shared by various states and they are well represented in Washington, then they
could be better heard and are more likely to be favored by economic policies. On
U.S.-China economic issues, local interests shape the distribution of political

consequences on the Capitol Hill. Timothy Frye and Pablo Pinto (2009) noted that,

[The voting behaviors in the House of Representatives
shows that] Representatives from states with more
employment in finance and professional activities whose
economic links to China have increased in recent years, and
those from states with more exports to China, tend to
adopt a relatively pro-China stance. Representatives from
states whose firms compete with Chinese imports or have
large manufacturing sectors tend to cast anti-China votes
on key legislative issues......Representatives with links to
the security community and those concerned about
China's rise as a military power are associated with a more

negative disposition toward China.*®

In other words, those pro-China would favor closer bilateral economic ties including
welcoming Chinese FDI, while those anti-China are likely be less receptive to Chinese
FDI because closer economic ties would strengthen China's power and disadvantage

American competitiveness in the long term.

Sun Zhe and Li Wei (2008) made an overview of the impacts of American industrial

160 They found that agricultural states

geography on China-U.S. economic relations.
located in the west and mid-west that is dependent on exports to China tends to
favor open trade with China. Traditional manufacturing concentrate in the northeast,

the Lake District and the South. These states have suffered job loss seriously over the

159 Timothy Frye and Pablo M. Pinto. 2009. “The Politics of Chinese Investment in the U.S.,” in Investing in the

United States: Is the U.S. Ready for FDI from China? Sauvant. Karl P. (ed.) Northampton, MA: Edward Elgar, p. 86.
180 Sun Zhe and Li Wei. 2008. The Politics of Congress and U.S. Economic Decision-making on China. Shanghai
People’s Publishing House, p.152-158.
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past decade partly due to Chinese products. On the one hand, big enterprises have
been outsourcing their productions line to China since China's accession into WTO.
On the other hand, many SMEs are being outcompeted by lower-price Chinese
products flooding in the U.S. market. Many SMEs have reduced production and laid
off workers and even went bankrupt. Therefore, SMEs and labor unions form alliance
to lobby the Congress for protectionist policies. American MNCs are the major
operators of High-tech industries. They have invested in a great scale in China for the
past decades. They are the advocators of neo-liberal ideology and policies. They have
played significant role in lobbying the U.S. to grant China the Most Favored Nation
treatment in 1990s and to form a Permanent Normal Trade Relations with China in
2000. American MNCs express concerns about U.S. policies on Chinese FDI because
they fear that U.S. hostile attitudes might trigger retaliation by China who could seek
investment protectionist policies. For example, Business Roundtable, an association
with CEOs from the 200 largest companies in America, is a strong supporter for

"engaging China" policies.

As newcomers in American market, Chinese investors are unfamiliar with American
domestic political ecosystem and do not have sufficient political-economic resources.
Their rival competitors, however, could easily mobilize their lobbying resources for
political and public support. This is common in America and U.S. businesses are well
experienced in doing so. It is through their familiarity with their home domestic
politics that they enjoy natural advantages over Chinese investors. In the face of
Chinese investors that enjoy financial advantages, American vested interest groups
are likely to resort to security issues with the help of politicians to disadvantage
Chinese investors. “Making use of national security screening regime to protect
themselves from competition is their daily routine,” commented by Rosen and

161
Hanemann.'®

The most typical case was the CNOOC-Unocal bid in which CNOOC's rival bidder
Chevron Corporation has spent several millions of dollars to offset CNOOC's higher

offer. Chevron formulated a five-star lobbying team with members including: Wayne

161 [Chinese] Daniel H. Rosen and Thilo Hanemann. 2011. “U.S. Reaction to Chinese FDI,” Lv Bao-yun (trans.) in

Decision-Making, no.12, p.59.
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L. Berman, a top fundraiser for President Bush whose wife is the White House social
secretary; Drew Maloney, a former legislative director of House Majority Leader Tom
Delay; Kenneth J. Kies, a prominent tax lobbyist; former commerce secretary Mickey
Kantor; Democratic trade experts Claude G.B. Fontheim and Kenneth I. Levinson; and
David M. Marchick, a senior trade official in the Clinton administration who
specializes and Todd M. Malan, executive director of the Organization for

182 Richard W. Pombo, House Resources Committee

International Investment.
Chairman, was from the same district of Chevron's headquarter in California. He was
the most active congressman in opposing the deal. He was the first congressman to
ask the White House for a security review. He stated that the acquisition would come
with "disastrous consequences" for U.S. economic and national security.’®® Twenty
days later, he proposed to amend to the Energy Policy Act to require Energy
Department and State Department to carry out a wide-ranging research on this case.
This means that the transaction could not complete even if it is approved by CFIUS.
This is part of the Pombo Amendment, which was introduced later. The Pombo
Amendment required secretaries of energy, defense and homeland security conduct
a study on China's energy strategy and its implications on the U.S.. The amendment

1

also prohibited CFIUS from concluding its review of an "investment in the energy
assets of a U.S. domestic corporation by an entity owned or controlled by the
government of the PRC" until after a period of 141 days.'®® Even though CNOOC's
Offer was $1.4 billion higher than that of Chevron, Chevron had succeeded in raising
congressional reaction and media coverage that were enough to convince the

shareholders of Chevron that they are not worth to cooperate with CNOOC.

162 Weisman, op. cit.
83 David Baker. 2005. “Chinese Oil Firm Trumps Chevron for Unocal Bid,” San Francisco Gate, June 23.
184 Energy Policy Act of 2005, §1837, Public Law 109-58, U.S. Statutes at Large 119, 594.
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Conclusion

The obstacles faced by Chinese FDI in the U.S. take place at a time when China-U.S.
economic ties are in tensions. Recent years see the financial crisis, the "relative
decline" of the U.S., the narrowing of the gap between the two powers, and record
high bilateral economic disputes. Under such strategic circumstances, Chinese FDI
has been challenged by various and complex factors. China has already been viewed
by the U.S. as a strategic rival and the potential challenger to its global hegemony.
Additionally, the public pressures on Chinese firms will sustain in the foreseeable
future for the reasons that Americans are born to be averse to Chinese political and
economic systems, and the U.S. distrust of China seems like a problem without

solutions. Consequently, the problem of obstacles will exist for a long time.

The U.S. is hard to identify with China, including Chinese companies. It is seriously
alert to China and it scares that Chinese firms are acting under the plots
well-designed by the Chinese government/CPC. Those Chinese firms living abroad
were, after all, born and grow up in its home country of China. They are hard to get
rid of their "socialist characters", at least Americans believe so. This suggests that the
economy of China and the U.S. economy are reluctantly compatible. Due to
Americans' distrust and fear on China, a Chinese investor is often presumed to be
"guilty". According to relate statute, CFIUS could block a deal only with "credible
evidence", but suspicion instead of evidence is actually sufficient to achieve the same
result. For example, any security agency could require a formal investigation of a
Chinese-related acquisition, prolong the time span of the review, and attach strict
security conditions in mitigation agreements. In many cases with no substantial
security problems, suspicion was the determinant factor causing the failure of
transactions that end in warnings by CFIUS members, withdrawal of the notice, and
retreat of the bidding. In addition to FDI screening regime, active Congressmen often
raises concerns of "China threat" so as to "show their muscles" or to act in response
to domestic interest groups who do not want their market shares taken by Chinese

giants. The voices of Congressmen are influential among the public. The Congress,
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mass media and public opinions are constructing each other and in this process the

negative image of China is exaggerated and magnified.

China is also responsible for this problem. First of all, the U.S. concerns on China are
hard to be eased due to the mysteriousness of Chinese government/Communist. The
Chinese government and companies lack in transparency, and the relations between
government/CPC and firms are unclear. It is commented by Rosen and Hanemann

that,

if the top decision-makers of Chinese SOEs are appointed
by the CPC and are responsible for it; if they often take
political factors into account when making operation
decisions; and if they could gain loans regardless of the
prospects of their businesses; then you could not accuse
foreigners of suspecting the motivations of these

companies.165

Similarly, if China’s security agencies frequently conduct intelligence missions
through Chinese “front companies” in the U.S., the U.S. concerns about Chinese FDI
could be easily understood. Second, China is far from fully understanding the U.S.
politics and American rules of the game. A glance of various Chinese academic works,
media reports and official announcements show that China tends to treat all
American actions to hinder Chinese investment as “protectionist” behaviors and as
excuses to contain the rise of China in the name of “national security”. It is not
uncommon to go through the screening process of the host country when investing
abroad, but China, when being reviewed by CIFUS, often used the words “suffer
investigation”. Obviously, China feels itself as a victim. China often sees the U.S. as a
monolithic bloc which is acting strategically in each controversary case. Many
obstacles, in fact, are natural results of American institutional process during which
various actors debate and compete with each other. Moreover, Chinese investors do

not have sufficient evaluation of the U.S. investment climate and landscape.

However, it is of vital importance that we avoid one-sided views on the problem. It is

185 Daniel H. Rosen and Thilo Hanemann Rosen. 2013. “Chinese FDI in Developed World: Europe and the U.S.,” in

International Economic Review, no.1, p.108.
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noteworthy that the U.S. is not tirelessly boycotting Chinese FDI. Many Americans are
optimistic about Chinese investment. The U.S. has never changed its open
investment policies to all countries of normal relations, including China. CFIUS is
neither a monolithic bloc. Only those from the security community are more likely to
take the worst assumptions. In the second place, there has been no consensus in the
academic world about the effects of Chinese-style FDI. The question of “Chinese
State Capitalism” is highly debatable. Last but not the least, Americans are deeply
entrenched by liberalist ideology, closing the door to Chinese investors is not in line

with American culture.
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