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ABOUT ANBOUND

Anbound is an independent think tank with its headquarter based in Beijing.
Established in 1993, Anbound specializes in public policy research and enjoys a professional
reputation in the areas of strategic forecasting, policy solutions, and risk analysis. Anbound
offers advisory services to almost 5,000 institutional clients, including the Chinese
government at different levels, global top 500 corporations, international organizations as
well as industry associations and foreign chambers of commerce in China. Anbound
Research Center (Malaysia) is located in Kuala Lumpur, mainly engages in ASEAN regional
economy and policy research.

Anbound’s policy and strategy research cover macro-economy, urban economy, and
development, industrial issues, geopolitical and international relations. Concentrating on
these areas, Anbound provides research briefs, database system, consulting and training
services, with nearly 20 types of information analysis products. Based on years of
experience, Anbound has built up a complete theoretical system of information analysis,
efficient operational processes, and management specifications, and support the research
and output of think tanks with high-level professional data and information analysis
systems.

In addition, Anbound’s high-end research briefing products Daily Economy and Daily
Finance are published on every working day. These products analyze major issues, releasing
situation evaluation, trend forecasts and risk warnings, which include issues like the U.S.-
China trade relations, New Silk Road and Common Market, RMB internationalization,
Chinese state-owned enterprise reform, financial crisis, land finance, urbanization issues,
consumer society, 9/11 incidents, SARS, and others. They are highly valued by the
government agencies and business senior decision makers and are the basis in the
formulation of their policies and strategies. This has exerted significant influence in China
and other countries.
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OVERVIEW

Globalization has reshaped the world economic order. Through the economic
globalization, globalization of investment activities and international production as well as,
the global flow and allocation of commodities, capital, technology, and information bring
about the new international division of labor and industrial transfer. It also promotes
economic and technological exchanges, as well as cooperation among different countries.
At the same time, it also brings new opportunities and challenges to the development of
these countries.

Since 2018, the United States-China trade frictions have deteriorated significantly, and
the trade friction’s impact on the two countries and the global economy has become
increasingly apparent. With trade protectionism and the mutual increase of tariffs by the
United States and China, elements such as trade and consumption and investments are
affected. This led to the partial transfer of the global industrial chain and stimulated it to
make adjustments. With the continuous development of the trade frictions, the global
industrial layout and supply chain may be reconstructed, showing a series of changes in the
value chain. Facing fluctuations in the international economic cooperation environment,
policymakers in China and Asia must pay attention to the impact of trade frictions on
industrial relocation and corporate foreign investment.

At present, China and the United States have reached an interim consensus to ease
trade disputes, and talks conducted by both sides have brought about short-term reliefs.
However, Anbound believes that the trade disputes between the United States and China
will not end in the short-term. International geopolitics and changes in the geo-economics
will exert a profound impact on the global economic landscape of the future. Chinese
enterprises and foreign enterprises investing in China need to meet the challenges caused
by the trade frictions and obstruction of investment. A large number of enterprises may
adapt to changes in the external environment through active adjustments such as foreign
investment transfer and industrial relocation.

The international situation in 2019 is complicated and liable to changes. From a
comprehensive standpoint, the global production layout of today's enterprises is no longer
simply moving from high-cost to low-cost areas. Cultural integration, institutional and
security risk, as well as other hidden costs, should be included in operating costs. Chinese
enterprises investing in other countries must calculate overseas operating costs from the
division of labor in the supply and value chains, attach importance to technological
innovation, and achieve mutual benefits with the host countries.
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KEY FINDINGS

+ In overall, China's outbound direct investment (ODI)'in 2019 will continue its
slowdown since 2017. Based on the statistics, the actual transaction volume of Chinese
enterprises' cross-border mergers and acquisitions has significantly reduced in 2017-
2018. This may link to the external factors such as the high uncertainty of international
trade environment, some European and American countries have more rigorously
reviewed investment from China, and the political risks in some emerging countries,
which have led to the increase of investment risk. Besides, China has been actively
improving the domestic business environment. The government has introduced a
series of policies and measures to attract foreign investment and encourage the private
economy, whereas, in terms of outbound investment, the government has tightened
restrictions on large-scale capital outflows and strengthened the supervision over the
financial risks. Over the past 40 years of Chinese economic reform, the Chinese
government has generally encouraged enterprises to invest abroad, but the
characteristics of policy in different stages of development are different. According to
data released by China's Ministry of Commerce on January 16, 2019, China's ODI in
2018 dropped to USS 129.83 billion, which is lower than the minimal ODI (USS 134.97
billion) since 2015.

+ Based on the trend of China's ODI, compared with that in 2018, the trend of China's
direct investment in ASEAN markets in 2019 is generally flat or slightly increased, which
mainly depends on the trend of RMB exchange rate and the market access policy of
the host country. On the other hand, China's direct investment in North America as a
whole has dropped sharply since 2017, whereas, countries along the Belt and Road
initiative are still the focus of China's ODI, especially the ASEAN emerging economies
are becoming more attractive to China's investment. In 2017, China's ODI in ASEAN
increased by 37.4% y.0o.y to USS 14.119 billion, and the ODI stock has reached
USS 89.014 billion. In November 2018, the upgraded version of the China-Singapore
Free Trade Agreement (CSFTA) and the upgraded ASEAN-China Framework Agreement
(ACFTA) was signed, and the Regional Comprehensive Economic Partnership (RCEP)
negotiations is in the progress and actively promoted by the host ASEAN countries.
Thus, China's investment in ASEAN is expected to increase steadily. In addition, some
Chinese enterprises are considering gradually shifting or increasing their investments
to Singapore, Indonesia, Vietnam, Thailand, Malaysia and Cambodia due to the impact
of U.S.-China trade frictions. However, it is particularly important to point out there

! Outbound direct investment, ODI refers to the economic activities in which Mainland China’s investors invest in
foreign countries and Hong Kong, Macao and Taiwan regions by means of cash, physical objects and intangible
assets, and take the control of the operation and management rights of enterprises outside the country (territory) as
the core. Under the statistical framework, ODI refers to the direct investment made by domestic investors to their
overseas enterprises during the reporting period, including equity investment, income reinvestment and debt
instruments.
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were some investment projects of Chinese enterprises in ASEAN (for instances, the
Philippines, Myanmar, and Malaysia) have been canceled or suspended in recent years
due to the country risk such as political risk and cultural risk. Moreover, the emotional
and misinformed coverage of Chinese investment in some countries' media has shaken
the confidence of Chinese investors. In particular, private enterprises are generally
worried about the "politicization" tendency of their investment in ASEAN. Generally,
the stability and continuity of the host country's policies are the basic guarantee for
the state's credibility and also the key indicators for the investment environment of a
country. For any trade or investment issue in the market economy, it should be
resolved by the power of laws and regulations, rather than the government
intervention for political interests.

Over the past 40 years of Chinese economic reform and opening-up, there are more
and more Chinese enterprises investing abroad; this has become an irresistible trend in
China. It is not hard to observe this phenomenon from the increasing number of
Chinese enterprises in the list of multinational enterprises. In addition, there is still a
big group of private enterprises that have grown up actively looking for the overseas
development opportunities, and the SMEs will soon and gradually become the main
force of "going out" in recent years. On the other hand, among overseas China's
enterprises, there are almost even scale of state-owned enterprises (SOEs) and private
enterprises, where the quantity and scale of private enterprises' investment are in an
increasing trend. In 2018, China's non-public economy holdings made USS 55.42 billion
of outbound investment, accounting for more than 50% of the proportion, reaching
57.4%. In the ASEAN region, compared with the heavy investment in energy, metals,
transportation and other massive projects by China's SOEs, private enterprises are
mainly concentrated in the middle and lower reaches of the industrial chain and the
service industry. By the end of 2017, there were more than 4,700 Chinese enterprises
invest in ASEAN which had been employing about 353,000 foreign employees.

The economic development level and industrial structure among the emerging ASEAN
countries are similar. The governments of Malaysia, Indonesia, Thailand, and the
Philippine have included the industries such as agriculture, chemical, automobile,
electronics, logistics, business services, science, and technology innovation, into their
key development plans. In order to effectively formulate the investment strategies and
systematically prepare for industrial docking in ASEAN countries, it is important that
the Chinese enterprises in-depth understanding of industrial policy guidelines and
local market advantages of different countries. In addition to political risks and
exchange rate fluctuations, industrial supporting conditions and skilled labour are also
the important factors that Chinese enterprises to consider before investing overseas.

There is a competitive relationship among the ASEAN countries to attract foreign
investment. The investment from China, Japan, and South Korea in the ASEAN region
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will form a new driving force for ASEAN's industrial development.

The international situation in 2019 is still complicated and variable. In general, the
RMB exchange rate will face a divergent trend. In the absence of a major financial crisis,
a reasonable expectation of the USD/RMB exchange rate would be around 6.7; that is,
there is a strong trend along the edge of the new window period. Otherwise, the
USD/RMB exchange rate will return to 6.8. A stable USD/RMB exchange rate will be
more conducive to Chinese enterprises' direct investment in the ASEAN region.

In recent years, China has accelerated the process of RMB internationalization, the
overseas layout of Chinese financial institutions and the cooperation with international
financial institutions. Meanwhile, China also actively participated in the formulation
and implementation of international financial rules, joined the reform of international
investment agreements and treaties, and actively integrated into the global financial
system. However, China's cross-border financial services system is inadequate, and
there is insufficient support for Chinese enterprises' overseas business. The main
manifestations are few financing channels, high financing costs, difficult RMB
settlement, and poor convenience of the cross-border transaction.

The negative impact of the trade war leads to the possible increase in the import
prices of raw materials and components which has in turn affected the supply chain in
the short run. Some factories in China are therefore considering relocation. However,
Chinese enterprises nowadays are becoming more rational in their overseas market
layout, they will not simply change their systematic investment strategies just because
of geopolitical events. On the one hand, Chinese enterprises have actively enhanced
their overseas investment information and pay close attention to the changes in
overseas market trends. On the other hand, they will also listen to the professional
assessment and advice from external institutions, timely adjust business strategy and
control of its investment risk.

Nowadays, the strategy of industrial relocation is no longer simply shifting from high
labor cost regions to the regions with lower cost. The cost of political risk, cultural
integration, and other implicit costs should also be included in the operating costs of
overseas business. In addition, the Chinese enterprises should calculate their overseas
operating costs according to the division of supply chain and value chain, attach
importance to technological innovation, and achieve a win-win goal with the host
countries.

In order for Chinese enterprises to successfully invest or expand business overseas, it is
necessary to attach great importance to the power of the social organization, to
establish the international industrial ecology, enhance the business resilience, and
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promote the continuous optimization of global value chain through the power of
enterprise alliance. Creating a common market to be benefited from open
development should be the choice of more and more Chinese enterprises.
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GLOBAL TRENDS AND INVESTMENT BACKGROUND

The Historical Process of International Industrial Transfer

For a long period of time, international industrial transfer has mainly occurred in
the manufacturing sector. The rising manufacturing costs of the countries that the
industries are moving out, the lack of market capacity, and the increasingly
prominent environmental problems are the internal drivers of the outward shift of
the industry. The trend of industrial transfer has gradually shifted from the earlier
labor-intensive industries to the later capital-intensive, technology and knowledge-
intensive industries, from low value-added industries such as textiles to high value-

added industries such as integrated circuit manufacturing.

Whenever an internationalized industrial transfer occurs, it would drive the rise
and fall of the regional economy, as well as the adjustment, optimization, and

upgrading of the industrial structure of the host country.

e The British industrial revolution of the 18" century is considered to be the
starting point for the modernization of the world. From the second half of the
19" century to the first half of the 20" century, Great Britain had gradually
shifted its industrialization to the outside world, mainly to European

countries such as France and Germany, as well as to North America.

o After the First World War, the United States attracted many British
manufacturing companies to invest there due to its rich natural resources and
open policies. The United States became the main recipient and largest
beneficiary of the first international industrial transfer, laying the foundation

for its economic rise.

e After the Second World War, with the improvement of industrialization level,
the traditional industries such as steel and textiles in the United States were
transferred to countries that were defeated in the war, such as Japan and
Germany. By undertaking industrial transfer, the competitiveness of the

Japanese and German industries had rapidly increased, and both countries

9
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have developed into a world economic power.

In the 1960s and 1970s, Japan and Germany transferred labor-intensive
processing industries such as light industry and textiles to East Asia,
Southeast Asia and parts of Latin America. The industrial transfer in East Asia
promoted by Japan has given birth to the miracle of the economic

development of the Four Asian Tigersz.

In the 1980s and 1990s, developed countries such as the United States, Japan
and Germany and the newly industrialized countries such as the Four Asian
Tigers shifted labor-intensive industries and low-tech and high-consumption
industries to developing countries. In this wave of industrial transfer, China

began to appear as the world factory.

At the beginning of the 21st century, China's accession to the WTO has
strengthened its positioning as the “world’s factory”. Certain capital-intensive
production links and high-tech products in developed countries are
transferred to a small number of developing countries. International
industrial transfer has also created a stage of co-existence between
technological, capital and labor intensities. For example, Microsoft and IBM
Research Institute have been established in China, showing China's efforts to

transform into a R&D center”.

2 The "flying geese paradigm" proposed by Kaname Akamatsu in 1935 refers to the process of the prosper

and decline of certain industry in the different countries accompanied by industrial transfer, and the process

of the rise and fall of different industries in a country. The economists of the 1980s believed that at that

time, according the Asian industrial development model at the time, Japan was the leader in industrial

development in East Asia, and the Four Asian Tigers (Singapore, South Korea, Hong Kong, and Taiwan)

were in the middle, followed by ASEAN and the southeastern coastal areas of China.

3 “New Trends of International Industrial Transfer and What It Means to China”, Intertrade, Vol. 2, 2007.
10
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Industrial Environment Changes in Asian Region

As an active part of the global economy, the industrial division of labor in Asia

continues to adjust itself. As a result, capital flows and industrial transfers in the

region have grown rapidly.

On January 21, 2019, the Global Investment Trends Monitor released by the
United Nations Conference on Trade and Development (UNCTAD) shows that
global foreign direct investment into developing Asian economies increased
to approximately USS 502 billion in 2018, an increase of 5%. East Asia and
Southeast Asia were the regions with the largest inflows of foreign capital,

which account for one-third of global foreign direct investment in 2018.

On October 25, 2017, in the Asian Economic Integration Report 2017 released
by the Asian Development Bank (ADB) in Singapore, stated that in 2016, the
share of inter-regional trade in Asia reached a record high, from an average of
55.9% in 2010to 57.3% in 2015.

The International Monetary Fund (IMF) predicts that Asia's share of global
GDP will exceed one-third in 2030%. Facing slow economic recovery and
industrial strategy adjustment of the developed countries in the world, Asia's
closely linked inter-regional trade and investment can play a buffering role,
helping Asian countries to resist the impact of global trade barriers and

uncertainties in the external economic growth.

4 “Asia Leading the Way”, Finance and Development, IMF, June 2010.

11
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Figure 1: Major export market of Asian economies (2001-2016)
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Source: International Trade Centre, Hong Kong Trade Development Council
Note: Asia (16) include 16 economies, namely 10 ASEAN countries,

Mainland China, Hong Kong, Taiwan, Japan, North Korea, and India.

The Asian region has a relatively sufficient labor force and lower production cost.
The world's commodity manufacturing base has been concentrated in Asia, with
industrial bases located in different parts of Asia. Each base carries out different
production processes in the upper, middle and lower reaches. Through the
diversified division of labor in the region, Asia provides raw materials, parts, and
intermediates®, and imports some materials and key components from outside of the
region to process and produce various types of finished products in the Asian region.
Most of the finished products are supplied to the United States and Europe, as well

as to other consumer goods and terminal product markets®.

With the rise of Japan, Four Asian Tigers, China, and India, the Asian region as
the world’s manufacturing center has formed a sound production chain and close
trade relations. By using geographical advantages that arise from being adjacent to
each other, Asian companies can plan to implement purposeful industrial docking.
For example, China and ASEAN can play the double role of being the industry

undertaking party and industrial transferring party.

5 . . . . .
Intermediate products include semi-processed raw materials and components, as well as intellectual

property (patents, specific skills, trademarks, goodwill) and management skills.
6Global Production Pattern Changes Drive Asian Supply Chain, Hong Kong Trade Development Council,
October 3, 2017
12
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Figure 2: The progress of “Made in Asia” (1993 vs. 2013)
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The current "industrialization" is not the only path for Asian economic
development. As a "consumer market," the role of the Asian region has become
increasingly prominent. In the past, Japan and the emerging Asian market countries
mainly met the European and American markets with processing trade exports.
Nowadays, Asia's huge consumer groups, young population’, and huge market
demand have become important economic growth engines in Asia. In addition, with
the continuous increase of the per capita income level in Asia®, the urbanization
process and the growing middle class, Asia has begun to have rapid, higher quality
consumer demand for food, clothing, housing and transportation, as well as for
services such as finance, education, tourism, medical care and pensions. It can be
seen that the importance of the service industry to the future development of the

Asian economy is increasingly evident’.

Despite all these, the innovation capability and environment in Asia still lag
behind that of Europe and the United States. The Asian region should seize the
current internet and digital evolution trends, pursue scientific and technological
progress as well as industrial innovation, attract global talents to gather in Asia, and
improve the technological innovation capabilities of enterprises. This will definitely

enhance Asia's overall competitiveness in the global economy, thereby making Asia a

! According to the World Population Prospects: The 2017 Revision, the average age of the population of
South-East Asia is 29 years old.

8 According to the statistics of the International Labour Organization, the average wage in Asia has almost

doubled from 2000 to 2011, compared with 5% in developed countries and 23% in the world.

9 “Asia Needs to Leverage the Service Industry”, People s Daily, February 10, 2014.
13
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new high ground for global development and change the pattern of the world’s

economy on a larger scale.

o China’s Role in the Asian Economy

In the past 4 decades of reform and opening-up, China's economic relationship
with the world and Asian economies has become increasingly closer. Its Belt & Road
Initiative (BRI) promotes economic complementarity in Asia, interconnectivity in
infrastructure construction, free flowing of trade goods, people and capitals. All
these have further promoted the optimization and upgrade of the industrial
structural division and adjustment in Asia through innovative cooperation in
technology, management, marketing, research, and development. China and many
Asian countries have signed and are negotiating a number of bilateral and
multilateral agreements, giving these Asian countries and China broader

development space.

e November 2002: Framework Agreement on Comprehensive Economic Co-
Operation Between ASEAN and the People's Republic of China was signed by
China and the 10 ASEAN countries.

e April 2005: China and the six Gulf States completed the first round of
negotiations on the Free Trade Zone (still in progress).

e February 2009: China-Pakistan Free Trade Agreement was signed (the second
phase of negotiations are still in progress).

e January 1, 2010: The China-ASEAN Free Trade Area (CAFTA) was officially
launched.

e November 19, 2011: At the 19th East Asia Summit, ASEAN proposed the “10+6”
Regional Comprehensive Economic Partnership (RCEP).

e September 2013: The Chinese government proposed the Belt and Road
Initiative (BRI).

e December 14, 2017: The second phase of the China-Korea FTA negotiations
was officially launched (still in progress).

e November 2018: The China-Singapore Free Trade Agreement was upgraded
and an agreement was signed.

e November 2018: The “upgraded version” of the China-ASEAN (10+1)

Agreement entered into full force and effect.

14
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China's Outward Investment Becomes More Active

o Acceleration of Capital Output

Since the reform and opening-up in 1978, China's economic development has
been mainly attracting and utilizing foreign capital. However, with China's
manufacturing capacity enhancement and wealth accumulation, China's outward
direct investment (ODI) has also grown from scratch. From a small number of state-
owned enterprises to experimental “going out”, being involved in opening
representative offices or setting up enterprises, as well as developing joint outward
investment between state-owned enterprises and private enterprises in which the
latter have become an important force in foreign investment. China gradually

became one of the largest exporters of capital.

According to statistics from UNCTAD, from 1982 to 2000, China’s accumulated
outward direct investment has reached USS 27.8 billion, with an average annual
investment of only USS 1.46 billion. With China's accession to the WTO, "going out"
has been upgraded as a part of China’s national strategy'®. More Chinese companies
have entered the overseas market and participated in the international competition.

China's outward direct investment has entered a period of rapid development.

In the years 2002-2017, China’s accumulated outward direct investment has
reached US$1.11 trillion. In 2015, it became the net exporter of capital for the first
time'’. In general, China's investment is experiencing a “decrease in inflows and
increase in outflows”. The national investment policy is also encouraging and
promoting capable enterprises to expand globally. In 2018, China’s outward direct
investment was US$129.83 billion. For the first time since 2015, the scale of China’s
outward direct investment surpassed the foreign direct investment ($134.97 billion)
in the country. The private economy is active in foreign investment, and the non-
public economic holding entities invested around USS 55.42 billion, accounting for

57.4%". Groups of growing private enterprises are in the need of finding overseas

10'1n 2001, China had formalized the “going out” strategy into its economic and social development goals of
its 10th Five-Year Plan.

11 part 3 of the report on economic and social development achievements in the 40 years of reform and
opening-up, the National Bureau of Statistics of China, August 30, 2018,
http://www.stats.gov.cn/ztjc/ztfx/ggkf40n/201808/t20180830_1619861.html

12 China's ODI surpassed FDI for the first time in 2015, www.chinanews.com, January 16, 2019.
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development opportunities, and SMEs have gradually become the main force of

“going out” in recent years.

As of the end of 2017, China’s outward direct investment stock reached
US$1,809.04 billion, accounting for 5.9% of the global foreign direct investment
outflow stock. The stock volume increased by USS 451.65 billion from the end of the
previous year and jumped to the second place in the global stock ranking, second
only to that of the United States (USS 7.8 trillion). Among Chinese enterprises that
expand outside of China, half of them are state-owned enterprises, and the other

half are private-owned enterprisesla.

Figure 3: Proportion of state-owned enterprises and private enterprises in
China's foreign direct investment (2003-2018)
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Source: Statistical Bulletin of China's Outward Foreign Direct Investment

13 statistical Bulletin of China's Outward Foreign Direct Investment 2017, jointly issued by the Chinese
Ministry of Commerce, the National Bureau of Statistics, and the State Administration of Foreign
Exchange, September 28, 2018.
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Figure 4: Investment amount of Chinese state-owned and private enterprises in
ASEAN projects (2005-2017)
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Note: This figure only includes projects with investment not less than US$S100 million.

Figure 5: Amount of projects invested by Chinese enterprises in Malaysia
(2010-2017)
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o The Wide Distribution of Investment Areas

According to China's Statistical Bulletin of China's Outward Foreign Direct
Investment, at the end of 2017, China's outward direct investment was distributed in
189 countries and regions around the world. In terms of regional distribution, the
stock of investment in Asia was US$1,139.32 billion, accounting for 63%; Latin
America US$386.89 billion, accounting for 21.4%; Europe USS$110.86 billion,
accounting for 6.1%; North America US$86.91 billion, accounting for 4.8%; Africa
USS 43.3 billion, accounting for 2.4%; Oceania US$41.76 billion, accounting for 2.3%.
The form of Chinese enterprises' outward investment has been gradually optimized,
shifting from a single type of investment to mergers, acquisitions, and shareholdings.
The cross-border mergers and acquisitions of enterprises have become increasingly

active as well.

In 2017, Chinese investors made direct investments in 57 BRI participating
countries, with a cumulative investment of US$20.17 billion in the year, a year-on-
year increase of 31.5%. It accounts for 12.7% of China's outward direct investment
flows during the same period. The investments were mostly in Singapore, Kazakhstan,
Malaysia, Indonesia, Russia, Laos, Thailand, Vietnam, Cambodia, Pakistan, United
Arab Emirates, among other countries. In addition, China's investment flows to the
10 ASEAN countries increased by 37.4% year-on-year to US$14.119 billion in 2017,
and the total investment stock was US$89.94 billion. As of the end of 2017, China's
direct investment stocks in the BRI participating countries were US$154.398 billion,

accounting for 8.5% of China's outward direct investment stock.
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Figure 6: Major areas of China's foreign direct investment flows (2003-2017)
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Table 1: Top 20 countries & regions in China's ODI flows in 2017

No Country / Region Hundred I\f[illion Percentage
Dollars (%)
1 Hong Kong 911.5 57.6
2 British Virgin Islands 193.0 12.2
3 Switzerland 75.1 4.7
4 United States 64.2 4.0
5 Singapore 63.1 4.0
6 Australia 42.4 2.7
7 Germany 27/ 157
8 Kazakhstan 20.7 1.3
9 United Kingdom 20.7 1.3
10 Malaysia 17.2 1.1
11 Indonesia 16.8 1.1
12 Russian Federation 15.5 1.0
13 Luxembourg 13.5 0.8
14 Sweden 12.9 0.8
15 Laos 117)7] 0.8
16 Thailand 10.6 0.7
17 France 9.5 0.6
18 Vietnam 7.6 0.5
19 Cambodia 7.4 0.5
20 Pakistan 6.8 0.4
Total 1547.9 97.8

Source: Statistical Bulletin of China's Outward Foreign Direct Investment 2017,
Chinese Ministry of Commerce, National Bureau of Statistics, State

Administration of Foreign Exchange
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o Diversification of Industries

China's outward direct investment initially concentrated in industries like mining
and manufacturing. However, it has now covered all national economic industry
categories, and the investment structure has shifted from resource acquisition to
technology and construction of global value chains. According to 2017 Statistical
Bulletin of China's Outward Foreign Direct Investment, China's outward direct
investment covers 18 major sectors of the national economy, including more than
USS 10 billion in business services, manufacturing, wholesale and retail, and lastly
financial sectors, accounting for more than 80% of the total. There are 6 industries
with stocks exceeding USS 100 billion, including leasing and business services,
wholesale and retail, information transmission/software and information technology
services, finance, mining, and manufacturing. Jointly, they account for 86.3% of
China’s outward direct investment stocks. Through its outward investment, Chinese
enterprises are accelerating the formation of a global network of trade, finance,

production, services, and innovation.

Modern industrial policies are a key driver of investment policy trends.
UNCTAD'’s survey on global industrial policy shows that in the past 10 years, at least
101 economies (more than 90% of global GDP) in the developed and developing
world have adopted formal industrial development strategies. In the past five years,
the pace of formulating new strategies has been accelerated. With the exception of
highly sensitive industries, the manufacturing industry is rarely affected by direct
foreign ownership restrictions. However, there are still widespread restrictions in
some infrastructure and service industries that are important to production
development. Most of the measures implemented in the past decade have either
been removed or adopted relaxed restrictions on foreign ownership, but in some
cases access rules (or more precisely, access procedures) have tightened-up because
of the new screening procedures or requirements. For Chinese enterprises, the
outward investment requires a comprehensive understanding of the host countries’

industrial strategies and policy measures in order to prepare for industrial docking.
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Figure 7: China's overseas investment project distribution (2014-2017)
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The emerging ASEAN countries have similar economic development levels and
industrial structure. The internal market of ASEAN has a competitive relationship in
attracting foreign investment. The strengthening of investment cooperation between
China, Japan and Korea in this region will form a new impetus for ASEAN's industrial
development. The governments of Malaysia, Indonesia, Thailand, and the Philippines
have incorporated agriculture, chemicals, automotive, electronics, logistics, business
services and technological innovation into key development plans. With an in-depth
understanding of industrial policy guidelines and local market advantages in different

countries, Chinese enterprises can then develop targeted investment strategies.
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Figure 8: Comparison of Chinese enterprises' investment in ASEAN's key
industries (2005- June 2018)
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Note: The figures only include projects with investment not less than US$100 million.
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U.S.-China Trade Spat and The Market’s Reaction

o A Review of U.S.-China Trade Spat

Since the establishment of diplomatic relations between China and the United
States in 1979, bilateral trade in goods has been continually developing. According to
statistics from relevant departments, the total import and export volume of goods
between China and the United States reached USS$ 635.97 billion in 2017, 259 times
more than when the two countries established diplomatic relations in 1979, and 7.9
times more than when China joined the World Trade Organization in 2001%.
Currently, the United States is China's largest export market and the sixth largest
source of imports. In 2017, China's exports to and imports from the United States
accounted for 19% and 8% of China's exports and imports respectively. China is the
fastest growing exporter to the United States. China is also the United States’ largest
source of imports, as well as its largest source of trade deficit'®. According to the
statistics of the United States, the total U.S.-China trade deficit in 2017 was USS$375.6

billion'’.

On the other hand, because of the differences in the economic structures of the
two countries and the competition in interests, disputes and spats caused by trade
frictions are unavoidable. As early as 1996, the United States announced that it
would raise tariffs on products worth USS3 billion from textiles, clothing and
electronic products exported from China to the United States to 100% on the
grounds of intellectual property rights issue. This situation was eased after China
took some counter-measures, which has caused then President of the United States
Bill Clinton to announce the unconditional extension of China's most favored nation
(MFN) status®®. In 2009, the United Steelworkers’ filed an application with the U.S.
International Trade Commission to launch a special insurance investigation on
Chinese-made passenger car tires. Subsequently, on the grounds of import tariffs,
the U.S. International Trade Commission imposed 55%, 45% and 35% additional duty

4 This figure comes from the Ministry of Commerce of China. The figure released by the U.S. Trade
Representative Office (USTR) is US$635.4 billion.

15 According to Gao Hucheng, the former minister of the Ministry of Commerce of China, the total import and
export of bilateral goods between China and the United States in 1979 and 2001 was US$2.45 billion and
US$80.5 billion respectively.

16 China's State Council Information Office, The Facts and China's Position on China-US Trade Friction,
September 2018.

17 Data from the year 2017 released by the USTR.

18 Clinton says he'll review China's Favored trade status, Washington post, May 21, 1996.
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on Chinese passenger cars and light truck tires for three consecutive years on

Chinese tires®®.

Since Trump assumed the presidency of the United States in 2017, the "America
First" trade protectionist tendencies have increased significantly. Under the pretext
of reducing the U.S.-China trade deficit, Trump actively promoted a series of policies
to promote the manufacturing industry to relocate to the United States and imposed
the increase of tariff from 10% to 25% on USS 250 billion worth of Chinese products.

1% Obama announced tariff increase on tires from China, Sina Finance, September 12, 2009.
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o Impact of Increased Tariff on Chinese Manufacturing

In 2018, the value of the two rounds of United States’ tariff to China totaled
USS 250 billion, accounting for 11% of China’s total export value of USS 2.26 trillion
in 2017. In addition, according to the HS commodity classification, 82 of the 98
categories of goods were included in the tariff list. Only 17 categories of goods were

exempted.

Compared with the first round of USS 50 billion of goods, mainly capital and
intermediate goods that were subjected to tariffs, the biggest difference in the
second round of tariff list was the addition of final consumer goods, such as furniture,
metal tools, vegetables and fruits, watches and clocks, and others. In addition, labor-
intensive products not covered by the first tariff list, such as leather bags and hats,

were also included in the second round of tariff lists.

The list in these two rounds of tariff shows that “Made in China 2025” related
industry export commodities were the “hardest hit” of the U.S.-China trade spat.
From the perspective of increasing the scale of tariffs, among the USS 250 billion
worth of goods, motor, electrical, audio-visual equipment, and accessories had the
highest tariffs, reaching USS 65.94 billion, accounting for 26% of the total tariff. The
tariff scale of nuclear reactors, boilers, machinery and parts and components
reached USS 56.25 billion. The tariff on vehicles and their accessories was US$13.8
billion. The above three categories of goods ranked the top four in the list of USS50

billion goods announced on June 15.
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o Impacts on Both China and The United States

The continuation of U.S.-China trade friction is bound to have a greater impact
on China's exports, which in turn will affect national economic growth. At this time,
more foreign-invested enterprises have chosen to withdraw from China. Statistics
also show that although foreign-invested enterprises account for less than 3% of
national enterprises, they have created nearly 50% of foreign trade, 25% of industrial
enterprises above a designated size and 20% of tax revenue. In China's foreign trade
surplus in 2017, foreign-invested enterprises accounted for 43.2% while state-owned
enterprises accounted for only 10.3%. In addition, according to the official estimate,
the number of direct employment of foreign-invested enterprises in China exceeds
45 million. The continuous withdrawal of foreign capital may affect the livelihood of

this huge employment group.

The United States has increased various tariffs on Chinese industrial products,
intending to curb China’s export trade to the United States and to encourage U.S
companies to relocate their production lines to the United States. However,
according to the American Chamber of Commerce in China, a questionnaire survey of
more than 430 U.S. companies in China shows that in response to the trade war, 35%
of U.S. companies surveyed have planned or will plan to transfer production bases
from China to Southeast Asia or other countries and 31.1% are considering delaying
or canceling investment in China. In addition, in order to avoid the tariffs imposed on
parts and components required by China and the United States, about 30% of
companies are adjusting their supply chains to seek parts and/or assembly in
markets outside of the U.S. About 30% of companies are attempting to obtain parts

and/or assemble in markets outside of China.

According to a survey conducted by Reuters from September 27 to October 10
on large and medium-sized non-financial companies in Japan, 40% of Japanese
companies believe that the U.S.-China trade frictions may disrupt the supply chain in
the next three years, due to its heavy reliance on imports. Many companies that rely
on imported Chinese raw materials and carry out production in the United States are
concerned that cost prices may soar. Of the 97 Japanese companies surveyed, 13 said
they are considering relocating their production lines from China to Southeast Asia,
while some companies are considering moving their production back to Japan. There

are no companies that are considering moving to the United States. In addition,
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according to the international third-party logistics service supplier Kerry Logistic’s
Director William Ma, a large number of customers are considering moving the
production chain from China to overseas. However, because of China's huge
domestic market, most companies would not relocate all the business out of China.
The companies that are relocating their businesses are not looking at the U.S as a

target. Instead, they would want to move their businesses to other Asian countries.

It can be seen that the U.S.-China trade war has not fully developed in
accordance with the U.S. President Donald Trump's plan. American residents will
have to spend more money to purchase goods exported from the Chinese that are
affected by trade wars. The tariffs imposed by President Trump have also failed to
cause U.S. companies to relocate their production lines back to the United States.
Instead, it prompted U.S. companies to relocate other Asian countries such as ASEAN

and India.
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A NEW ROUND OF
GLOBAL INDUSTRIAL RESTRUCTURING

Return of Manufacturing to Developed Countries

In the past, most cases of the industrial transfer occurred from developed
countries to backward countries and regions. However, a reversal trend can be seen

“"

in international industrial transfer in recent years. This is due to the “re-
industrialization” policy of developed countries and the rising cost of manufacturing
in emerging market countries (such as China), causing some multinational companies

moving their manufacturing back to their home countries.

After the 2008 financial crisis, the United States began to reflect on the
shortcomings of excessive transfer of the industrial (mainly manufacturing) to the
emerging countries. The Obama administration vigorously promoted “manufacturing
reflux”, encouraging and guiding some overseas manufacturing industries to return
to the United States?®?'. Subsequently, Trump, who assumes the presidency after
Obama, has further promoted the “manufacturing reflux” strategy, which encourages
American manufacturers to keep jobs at home, thereby reducing the trade deficit, as

well as improving the employment, and boosting the economy?.

On the other hand, the Japanese manufacturing industry also experienced two
large-scale refluxes in the past decades®. From 2002 to 2009, during Japan’s longest
post-war expansionary period, many Japanese enterprises with good performance

and abundant funds had returned to set up plants in Japan to expand their

2 Under the Obama administration, the United States has introduced a series of policies to strengthen its
competitive advantage in the manufacturing sector, including Framework for Manufacturing Policy in
2009, Advanced Manufacturing Partnership in 2011, Strategy for American Leadership in Advanced
Manufacturing in 2012 and National Network for Manufacturing Innovation Program in 2013.

2 The history of the rise and fall of the U.S. manufacturing industry, Baijiahao, May 10, 2018,
https://baijiahao.baidu.com/s?id=1600069016181479459&wfr=spider&for=pc

22 Ford Motor Company said on January 3, 2017, that it will cancel its US$1.6 billion plant construction plan
in Mexico, and invest US$700 million in a plant in Michigan, which would generate about 700 jobs.
Trump also twitted to threaten General Motors (GM) to move the Chevrolet Cruze model production from
Mexico back to the United States or paying for higher border transaction tax. On November 26, 2018,
General Motors announced 15% global layoffs and stopped the productions in the five plants in Ohio,
Michigan, Maryland, and Ontario, Canada in 2019.

2 «Manufacturing reflow in developed countries and its causes: Japan as example”, World Economy Studies,
No. 5, 2015.
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production. The second manufacturing reflux occurred in 2012-2015. The sharp
depreciation of the Japanese Yen due to “Abenomics” made Japanese enterprises
less competitive in exporting their overseas production back to Japan. As a result,
many Japanese manufacturers have returned to Japan to maintain their

competitiveness.

The Rising Cost of “Made in China”

The rising cost of manufacturing in China is a major contributing cause of

industrial transfer in China.

Since its reform and opening-up, the Chinese government has adopted a series
of policies to attract foreign investment. In addition, China’s demographic dividend
and other factors had made the country a favorable place for production.
Unsurprisingly, businesses from all over the world regarded China as a major
production and export base. However, China's demographic dividend is currently
facing a turning point. Its population growth is decelerating, with that its labor force
is decreasing, which directly leads to an increase in labor costs. Labor-intensive
sectors (such as clothing, footwear, toys, and home appliances) will inevitably face
rising costs and need to shift to areas with lower costs (such as Southeast Asia and
Africa).

According to the Economist, the average labor cost in China's manufacturing
sector is USS$3.27 per hour, two-third higher than that of Vietnam and one-fourth
higher than Malaysia. The estimation of IMA Asia shows that China's manufacturing
wages rose from USS2 per hour in 2010 to USS$3.9 per hour in 2016. In contrast,

manufacturing wages in Vietnam and Indonesia are still approximately USS$1 an hour.

As China's labor, land, and other production factors are no longer advantageous,
comprehensive manufacturing costs are rising rapidly. Some factories are beginning
to withdraw from China, moving to Southeast Asia, India, Africa, or to the countries

closer to the consumer market, and have lower overall cost compared to China.
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Figure 10: Monthly average wages of China and some ASEAN countries
(1990-2016, in USS)
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Source: Economist Intelligence Unit

Figure 11: Average annual salary of China's manufacturing industry (2010-2017)
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Figure 12: China's industrial land price (2010-2017)
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The Decline of Foreign Enterprises’ Competitiveness in China

As the costs of manufacturing rise, the reality that foreign-funded enterprises
cannot avoid is that they continue to lose competitiveness to produce in China. On
the one hand, the rising cost of manufacturing in China made foreign-funded
enterprises less competitive to produce in China and export abroad. On the other
hand, Chinese local brands have gradually become the mainstream in the Chinese
consumer market, and the market is almost monopolized by Chinese local brands.
Take Samsung Electronics as an example. Samsung used to be the dominant
smartphone player in China, which held 20% of the Chinese market in 2013. In
contrast, Samsung now ranks the last among the major brands with just over 2%

share on Mainland China*.

2 Samsung's market share in China is less than 1%, Sohu.com, June 26, 2018,
http://www.sohu.com/a/237814668_104421
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Table 2: Market share of China's major mobile phone brands % (1997 — 2006)

1997 1998 1999 2000 2001 2002 2003 | 2004* | 2005 2006

Nokial 2.5 1.7 32.3 25.1 223 182 112 17.0 238 30.2
Motorolal 680 64.0 39.4 35.4 293 28.5 93 14.3 133 220
Samsung - 83 96 9%
Ningbo Bird Y 6.4 9.9 13.2 7.8 6.1 52
VPhone ) 46 4.2 29
Ericsson| 5.0 114 6.4 9.2 6.5 2.1 1.3 39 4.1 5.7
_Lenovo 4. 62
TCL 1.0 30 8.7 11.2 6.8 37 1.1
Konka 5.5 39 28 1.6

" Haier 28 1.0
T NEC| 17 1.6 2.1 =
Panasonic| 6.6 29 1.0 —
" Siemens| 26 6.0 8.1 9.7 47 24 -
Philips 56 | ] ' 28 12

Source: “Economic Management” 2010, No.3

Figure 13: Market share of smartphone in China (2017)

Source:Strategy Analytics(Unit:9%)
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Source: Tencent Technology, April 24, 2018.
Note: Strategy Analytics report showing Samsung's market share in China fell to
0.8% (left); GFK shows the sales data of smartphones in the Chinese market
in 2017 (right).
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Table 3: Taiwan-funded and foreign-funded enterprises relocated from China to

other countries in recent years

-,
Electronics January, 2015 Thailand RMB 700 million
Electronics August, 2016 Vietnam US$ 300 million
Electronics August, 2016 Malaysia US$ 1 billion
Electronics August, 2016 Vietnam US$ 300 million
[ intel | Electronics August, 2016 Vietnam US$ 610 million
Electronics October, 2017 India US$ 700 million
Electronics March, 2018 India US$ 100 million
Electronics April, 2018 Mexico US$ 1.08 billion
Electronics July, 2018 Thailand US$ 2.14 billion
Electronics August, 2018 Vietnam US$ 16 million
Electronics July, 2017 United States USS$ 10 billion
August, 2018 India USS$ 5 billion
Food processing May, 2017 Vietnam US$ 53.5 million
Textile and apparel June, 2016 Indonesia unknown
Textile and apparel October, 2016 Cambodia US$ 48.75 million
Textile and apparel May, 2017 Vietnam US$ 34 million
Textile and apparel September, 2018 Indonesia unknown
Machine industry October, 2018 Vietnam US$ 1.2 billion
Machine industry September, 2018 Thailand US$ 160 million
Paper and printing October, 2015 Vietnam US$ 240 million
Chemical industry December, 2016 Vietnam US$ 320 million
Chemical industry June, 2017 United States US$ 5 billion
Electrical equipment November, 2016 Malaysia EUR 400 million
General retail September, 2017 Vietnam US$ 200 million
Steel industry March, 2018 Myanmar US$ 100 million
m’i‘r‘]‘t‘;g‘c‘:l?::ﬁg October, 2015 India US$ 1 billion
mﬁ‘ﬁt‘;;“c‘t’l?::ﬁg October, 2015 India US$ 1 billion
Auto parts November, 2018 Vietnam RMB 250 million
Acoustic device October, 2018 Vietnam unknown

Source: Open source information from the media

Chinese Enterprises “Going Out”

In recent years, driven by policies, the rising cost of manufacturing and trade
spat, some Chinese enterprises are actively seeking to invest and set up factories
overseas. In the process of “going out”, state-owned enterprises (SOEs) are the
vanguard and main force of China's overseas investment. The policy guidance and

incentives of SOEs’ overseas investment are particularly obvious factors in this regard.
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In addition, the overseas investment of SOEs tend to be diversified and high-end
oriented; the initial overseas investment of SOEs in the industries of raw materials
and energy has been gradually expanded to the telecommunications, automobile,

transportation, and engineering construction industries 2,

On the other hand, a group of developed private enterprises are also actively
looking for overseas investment opportunities and gradually become the main force
of “going out”. Compared with SOEs, private enterprises usually prefer to invest in
the services, consumption, electronics, finance, sharing economy and other related

fields®®.

% Risk prevention in state-owned enterprises’ “going out”, People's Daily, August 10, 2017.
2 «The Belt & Road of state-owned enterprises”, Anbound’s Daily Economy, Issue 5783, October 31, 2018
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Table 4: Representative “going out” Chinese enterprise in different periods

(1978-2017)

Representative enterprises Background

1978-1991

1992-2000

2001-2016

2017
onwards

Beijing Automobile Works
(Automobile industry)

Shougang Group (Steel

industry)

Lee Kum Kee (Food industry)

Changhong Group (Home

appliance)

Huayuan Group (Textile

industry)

999 Group (Pharmaceutical

industry)

China National Petroleum

Corporation (Energy industry)

COFCO Group (Agricultural

product)

China Railway Construction

Corporation (Infrastructure)

Sinochem (Chemical industry)

Alibaba Group (Internet

technology)

Xiaomi (Electronics)

BYD Company (Automobile

industry)

Fuyao Glass (Automobile

parts)

At this stage, China's opening to the
outside world focused on bringing in
foreign investment, and its outward
investment was relatively conservative.

With further opening-up, Chinese
enterprises began to make exploratory
attempts to invest abroad.

With China's formal accession to the
WTO, the Fifth Plenary Session of the
15th CPC Central Committee officially
proposed the “going out” national
strategy. Large state-owned
enterprises began to increase their
overseas investment on a larger scale.

With the advancement of the Belt &
Road Initiative, private Chinese
enterprises are increasingly expanding
overseas. In order to prevent financial
risks, the Chinese government has
strengthened the review and
supervision of outward investment
compliance while promoting the
convenience of outward investment at
the beginning of 2017 to improve the
quality of the investment.

Source: Open source information from the media
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Table 5: Chinese private enterprises moving out of China in recent years

Enterprise Sector Time Country Project scale
relocated to

Textile and apparel December, 2012 Vietnam US$98 million
Textile and apparel June, 2014 Vietnam US$ 14 million
Textile and apparel March, 2015 Vietnam US$ 160 million
Textile and apparel October, 2015 Vietnam US$ 130 million
Textile and apparel September, 2017 Uzbekistan US$ 200 million
HMT Textile and apparel May, 2018 Vietham US$ 12 million
Auto parts January, 2013 United States US$ 260 million
Automobile manufacturing March, 2015 United Kingdom ~ GBP 250 million
Automobile manufacturing October, 2017 United States US$ 230 million
New energy July, 2018 Germany EUR 240 million
Tire manufacturing January, 2014 Thailand US$ 700 million
uayi Tire Tire manufacturing May, 2016 Thailand US$ 80 million
Tire manufacturing July, 2016 Thailand US$ 300 million
Tire manufacturing March, 2017 Malaysia US$ 299 million
Tire manufacturing April, 2017 Malaysia RMB 1.992 billion
Tire manufacturing April, 2017 United States US$ 1 billion
Tire manufacturing September, 2017 United States US$ 430 million
Tire manufacturing November, 2017 Vietnam US$ 400 million
Tire manufacturing December, 2017 Vietnam RMB 9.5 billion
Tire manufacturing December, 2017 United States US$ 580 million
Tire manufacturing August, 2018 Serbia US$ 994 million
Plastic products August, 2013 India US$ 18 million
Metal products May, 2014 United States US$ 100 million
Metal products October, 2018 Vietnam US$ 30 million
Electrical equipment May, 2015 Malaysia US$ 60 million
Electrical equipment October, 2015 Malaysia US$ 64 million
Electrical equipment January, 2016 Vietnam US$ 70 million
Electronic component February, 2016 Vietnam US$ 32 million
Electronic component August, 2018 India US$ 200 million
Electronic component October, 2018 Malaysia US$ 430 million

Source: Open source information from the media
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Table 6: Chinese private enterprises moving out of China in recent years (Cont’d)

Enterprise Sector Time Country Project scale
relocated to
Material industry August, 2016 Malaysia RMB 1.64 billion
Technolog
Power transmission and February, 2016 Spain EUR 18 million
distribution

Power transmission and August, 2017 Vietnam US$ 30 million
distribution

Glass & ceramic May, 2015 Malaysia US$ 170 million
Home appliance December, 2015 Indonesia US$ 25 million
Home appliance November, 2018 Vietnam US$ 20 million
Home appliance November, 2018 India RMB 1.27 billion
| omwmm  rewas e Usomie
| oy owmon  vwsms Ui
ey oo s e
| Oty W Ve WSS
B
| emms  osman  we ez
s mman e e
| o owmon s
Paper and printing May, 2018 Myanmar US$ $3.4 billion
Paper and printing July, 2018 Laos US$ 640 million
Wood & furniture August, 2018 Thailand US$ 9.9 million
Wood & furniture September, 2018 Malaysia US$ 34 million
Wood & furniture October, 2018 Vietnam US$ 26 million
Wood & furniture November, 2018 Vietnam US$ 48 million
Building materials September, 2018 Zimbabwe US$ 15 million

Source: Open source information from the media

o Belt and Road Initiative

The Belt and Road Initiative (BRI) is a strategic initiative proposed by the

Chinese government. From the market standpoint, though 64 countries of the BRI

have abundant natural resources and energy reserves which provide a solid

foundation for economic development, they do not have sufficient development.

This is therefore in line with the demand for China's external production capacity and

opening-up of its space for international production capacity cooperation. The BRI

provides business opportunities for enterprises, especially the local and private

enterprises to expand their business globally; at the same time, it also provides a

potential investment platform for foreign enterprises.
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o Offshore Manufacturing and Export Back to China

In order to reduce production costs, more and more China’s enterprises have
shifted their production chains overseas and export back to China. For instance, to
satisfy the increasing demand for milk powder in China, Chinese enterprises have
been eager to set up factories in New Zealand. It is estimated that the export of milk
powder from New Zealand to China will increase by 3% per year, while the output of
China’s raw milk will decrease by 0.5% per year.

o Chinese Factories "Getting Closer” To Overseas Customers

In responding to the trend of industrial transfer, the Chairman of Fuyao Glass
Industry Group, Cao Dewang thinks that the term of “industrial transfer” can be
expressed more appropriately as factory “moving forward" towards their overseas
customers. For instance, in order to stay closer to the market and better serve the
local manufacturers and consumers, Fuyao Glass Industry Group has set up two

production bases in the United States.

Another example is that in 2018, Contemporary Amperex Technology Co.,Ltd.
(CATL) has announced its plan to build an advanced battery cell manufacturing
facility in Germany. Zeng Yiqun, Chairman of CATL, said that the CATLs battery cell
manufacturing facility in Germany allows it to get closer to European customers,
provide them with timely and effective product solutions, and respond to their needs
better and faster. CATL also signed a long-term contract with BMW Group to supply
battery cells with a value of EUR 4 billion. From 2021 onwards, the battery cells for
the BMW iNEXT will be supplied by the new CATL plant.
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o Market Expansion

Market expansion is one of the important reasons for the “going out” of Chinese
enterprises. This can be seen in the case of Changhong. In the late 1990s, Changhong
became the main producer of color TV in China, with annual TV shipments of 12
million set at its peak. However, the great expansion of Changhong's production
capacity has also raised concerns. Since Changhong relied heavily on the domestic
market, what if the domestic market shrinks? Hence, with a simple and effective
“going out” strategy, Changhong decided to expand its business to places with the
market for its home appliance products. As a result, Changhong chooses to expand
the European market and set-up a home appliance production base in the Czech

Republic, being the largest Chinese investment in the country®’.

%" Changhong as example of the “going out” of Chinese home appliance companies’, China Economic Net,
February 22, 2016,http://news.10jgka.com.cn/20160222/c587983650.shtml
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ANBOUND’S VIEWS

The Restructuring of Global Value Chains

At this time when economic globalization is facing adjustment, past
international industrial divisions of labor will also be affected. Industrial and supply
chains will undergo a certain degree of restructuring, which will affect the structure

and distribution of global value chains.

Throughout the history of the world’s economic development, it can be seen
that many countries will gradually undergo a transformation at a certain stage of
development from being "production-oriented societies" to "consumer-oriented
societies". China is a typical example of this transformation. As early as 2014,
Anbound’s Chief Researcher Chen Gong had analyzed this important change. If China
continues to use low-cost competition in its participation in the global market, it
would certainly compete with the world's third world countries. By then, China
would have fewer partners but more competitors. How can China resolve this issue?

28»

In the “buyers’ world”, the “Chinese market is an important solution and

approachzg.

The structural level of international industrial transfer continues to evolve
toward the high-end, showing the overall shift of the industrial chain linked by
manufacturing, R&D and service integration. Take the transfer to China as an
example. In the 1980s, the transfer of international industries to China was
dominated by the textile industry. In the early 1990s, it was household appliances.

Since the late 1990s, it was microelectronics, the information industry, the

%8 The concept of "Chinese market" was revealed at the 2013 Boao Forum for Asia when the

Chinese President Xi Jinping delivered his keynote speech. At the time, President Xi Jinping

pointed out that in the next five years, China will import about US$ 10 trillion of goods, the

scale of foreign investment will reach US$ 500 billion, and the number of outbound tourism

may exceed 400 million. This is a clear strategic picture that needs to be understood by the

Chinese government departments and the business community.

2% Chen Gong, Research Report on the Battle of Market, Space and Global Market, January 2018.
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pharmaceutical industry and the automobile industry that had become the principal
industrial transfers to China. With the expansion of China's manufacturing industries,
the basic equipment manufacturing industry has become the focus of international
industrial transfer’®. As China entered the 21" century, it began to move from the
low end of the global value chain to the middle and high ends, which was in line with
the law of market development. In the long run, the transfer of some manufacturing
sectors is conducive to China's economic transformation and will drive China's

industrial structural upgrade.

Chinese-funded enterprises have established overseas production bases. In
some areas, such as online consumption, telecommunications and some
manufacturing industries, China's innovative products, high-end technical
specifications, and high-end manufacturing standards have begun to be accepted by
other countries and have started to influence the overseas consumers’ thoughts. In
addition, as a “world factory” that still has a significant influence on global
manufacturing and having a growing “China market” (local consumer market),
China’s changes in the global industrial restructuring will be adjusted through trade
and investment. The Chinese influence on the industrial development of other

countries and regions cannot be overlooked.

The Next Step?

Looking from the historical process of industrial transfer and the investment
environment in various regions of the world, Chinese enterprises still face many
challenges in their overseas development. Regardless of whether they are state-
owned enterprises or private enterprises, more qualified export-oriented Chinese
enterprises hope to benefit from international development in varying degrees.
However, many of these enterprises do not have the experience of transnational
operations, and they will face difficulties in handling the risks of overseas operations;
this is especially true for small and medium-sized enterprises. What then, should

these enterprises do in their “going out” in their host countries?

%0 Characteristics of global manufacturing in 2004: International industrial transfer
promotes industrial chain development, ISTIS, October 12, 20086,
http://www.istis.sh.cn/list/list.aspx?id=3483
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o Cost Evaluation for “Going Out”

Low production cost is vital for industrial transfer from developed regions to
underdeveloped regions. It is worth noting that the so-called “low-cost advantage” in
past competition is largely due to the destructive exploitation of resources, the low
cost of labor, the imitation of low-value products, and low cost of inventory and even
the policy on arbitrage. In the early stages of industrial transfer in backward
countries, there could be an immediate effect. However, conflicts over livelihood and

social interests in such countries will soon follow.

Today's globalized production layout of enterprises is no longer simply
transferring from the high-cost areas to the low-cost ones. The costs of cultural
integration, institution, security risk®! , and other hidden costs should be included in
the operating costs. Unlike small and medium-sized enterprises, multinational
corporations have an impact on international political diplomacy and institutional
innovation, and therefore they will generate other social costs. In addition, the
international market now fundamentally follows European and American standards.
This means that the Chinese enterprises will have to comply with such standards,
and transaction costs will increase. Hence, Chinese enterprises investing abroad must
account for overseas operating costs from the division of labor in the supply and

value chains.

31 For example, in 2017, China had about 20,000 engineering construction personnel in Pakistan,
while Pakistan provided 15,000 security personnel.
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Table 7: Main factors affecting the choice of investment areas of
Chinese enterprises (2017 vs. 2018)

Political Exchange Skilled Industry Tariff Laws and

uncertainty rate talent support discount regulations
fluctuation

ASEAN

South Asia

Central Asia

Africa

Latin America

Middle East

Central East Europe

North America

Europe

Australia

Source: Anbound

o The Cross-Border Financial System Needs To Be Improved

Currently, the international operational capabilities of Chinese financial
institutions cannot keep pace with the “going out” of Chinese enterprises. The
constraints and risks faced by Chinese enterprises, especially private enterprises, the
real economy, cross-border mergers, and acquisition (M&A ) and overseas
operations, are largely caused by insufficient compatibility of China's cross-border

financial service system.

The internationalization of the renminbi is what China should do for its
economic development. This was what Anbound recommended even before China
joined the WTO at the end of the last century®’. However, the progress of the

internationalization of the renminbi has been rather slow over the years, and the

%2 «The future of the renminbi is not about internationalization”, Anbound’s Daily Economy,
Issue 853, December 4, 1998.
44



A Study on Chinese Overseas Investment Opportunities in the Context of the U.S.-China Trade Spat

overall progress has been very unsatisfactory, given that policies are still
conservative. Due to the need of the Chinese economy to “go out”, China's financial
institutions need to accelerate overseas distribution exchange, while cooperating
with their international counterparts to innovate financial instruments and financing
methods. They should also establish a platform for diversifications. China needs to
promote the internationalization of the renminbi in the participating countries of the
Belt & Road Initiative to encourage commercial and investment banks, as well as
other financial institutions to participate, strengthen the renminbi cross-border trade
and investment facilitation, as well as promote global stock markets to accept the

renminbi as an investment currency33.

The Marshall Plan initiated by the United States after World War Il can serve as
an example for China. This plan provided European countries U.S. dollar assistance to
purchase of industrial materials and manufactured goods for the reconstruction of
the industrial system, further consolidating the status of the U.S. dollar as a global
currency leader. The reason why the U.S. foreign direct investment has always ranked
first in the world is also inseparable from the U.S. support of multinational banking
groups. They provide financing arrangements, global fund transfers, cash
management, consulting, foreign exchange trading, leveraged buyouts, insurance,
and other services for U.S. multinational companies. They also help companies find
M&A targets, design M&A programs and act as M&A advisors and negotiators, as

well as coordinate work for project transactions®*.

In recent years, as China is promoting the Belt & Road Initiative, the inclusion of
the special drawing rights (SDR) currency basket and the further opening of capital
projects has taken place. Due to this, the internationalization of the renminbi has
shown a new trend. Standard Chartered believes that the infrastructure for the
internationalization of the renminbi has been completed. In terms of liquidity, 35
central banks and the People's Bank of China have signed currency swap agreements
with a total amount of more than RMB 3.3 trillion. At the liquidation level, the
second generation of the renminbi cross-border payment system (CIPS) has been

introduced. By the end of November 2018, there were 31 direct participants (DP) and

% Belt & Road Initiative promotes the internationalization of renminbi, Xu Weihong,
August 8, 2018.
3% The history and development of China's ‘going out’ strategy, http://www.takungpao.com,
September 15, 2014.
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782 indirect participants (IP). As for hedging, the Chinese central bank has relaxed
the restrictions on trading by companies through the China Foreign Exchange Trade
System (CFETS) in June. In terms of financing and investment, overseas issuers can
issue “renminbi bonds” at home or abroad, and China has also allowed overseas
investors to invest in China. Concerning the securities market, which includes Bond
Connect, Shanghai-Hong Kong Stock Connect, Shenzhen-Hong Kong Stock Connect
and mutual recognition of funds, a survey conducted by Standard Chartered in 2018
on customer intention shows that more than half of the respondents hope to
increase the use of the renminbi in trade calculations. Yet, because of various

concerns, actual transactions still depend on the U.S. dollar®.

Finance is the livelihood of the modern economy. With the globalization of the
economy, more Chinese enterprises have become influential multinational
enterprises in the global market. The industrial transfer has led to the adjustment of
international asset allocation, which has driven China's economic transformation and
upgrading. China needs to establish a corresponding financial system and mechanism,
actively participate in the formulation and implementation of international financial
rules, join the reform of international investment agreements and treaties, and

integrate into the global financial system positively.

o Paying Attention To The Functions of Social Organizations

In the past 40 years, Chinese enterprises have encountered numerous problems
in their overseas expansion, and their dependence on governmental diplomatic
relations has not been well actualized. Public opinion in many countries has criticized
Chinese investment and Chinese enterprises for not showing visible advantages to
local people, such as hiring locals. Resource companies that work in oil, natural gas,
and mining are experiencing increasingly serious operational risks due to tensions
with the local governments. The local governments may suspend ongoing projects,
revoke corporate licenses, and renegotiate contracts because of ethnic conflicts and

public pressures.

% Carmen Ling (Managing Director and Global Head of the Belt and Road corporate and
institutional banking at SCB): Building the RMB Ecosphere through the Belt & Road
Initiative, 21st Century Business Herald, December 22, 2018.
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Anbound believes that China still need to insist on developing social
organizations (such as associations, chambers of commerce, foundations, charities,
think tanks, civil society organizations [CSOs], non-governmental organizations
[NGOs], and other societies) in order to develop the "third force" outside of the
government and the market. The current situation in China is that the government
and the market are strong, but there is a lack of an empowered society. China lacks
social intermediaries to effectively organize social activities and assume social
responsibilities. This has led the Chinese government to assume more responsibilities
but with less satisfactory results. With proper guidance and regulation, social
intermediaries can help the Chinese government to bear certain responsibilities36.
Take the labor force as an example, the Chinese government needs to get the
coordination of NGOs to deal with public dissatisfaction. NGOs allow workers to learn
how to negotiate with companies and fight for their legitimate rights and interests so
that employees can express their dissatisfactions in a peaceful and considerate

manner.

Social organizations also have an important role in providing public services to
the society. This includes resolving various contradictions, promoting poverty
alleviation and development, integrating social resources, strengthening non-
governmental exchanges and promoting government policies. They can play an

intermediary role by conveying social needs and public voices to the government.

In the West, social organizations can play a big role in government decision-
making. However, in China, social organizations possess a relatively minor position.
Their influence on the government is subject to various restrictions, and they are
unable to participate in the formal decision-making processes. Their role is mainly
exercised in civil society. On the other hand, China's private think tanks and other
civil society organizations face many restrictions that affect their operations as well.
Because of limited domestic funding and reduced foreign aid in recent years, all
NGOs in the BRICS countries do not have sufficient funds. Other obstacles
encountered by NGOs in the BRICS countries include less access to decision makers,

strict registration systems, difficulties in establishing effective partnerships with

% «“Necessary to develop social organizations to combat the counterfeit organizations”,
Anbound’s Daily Economy, Issue 5163, May 9, 2016.
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other CSOs, and a lack of a structure independent from the government. These
barriers undermine the ability of think tanks to provide independent expertise, assist
in cross-sectoral involvement, and monitor government actions that are necessary in

order to build good policies that drive economic growth37.

There should be more Chinese social organizations accompanying the “going
out” of the Chinese enterprises, actively participating in international activities and
affairs, promoting the exchanges of the people, creating a new platform for
international cooperation and becoming an important participant and contributor in
building the global ecological civilization. The full development of Chinese social
organizations will help the governments and people of the host countries to increase
their understanding, trust, and support for Chinese investment and Chinese

enterprises.

%7 “Chinese think tank, policy advice and global governance”, Anbound’s Strategy Research,
Issue 146, December 20, 2012.
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Figure 14: Evaluation of the impact of various organizations on promoting

the overseas investment of Chinese enterprises
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Source: Anbound

o Technological Innovation and Industrial Clusters

Globalization has promoted scientific and technological progress, which in turn
has accelerated the act of globalization itself. Driven science and technology, the
transfer of international industrial clusters has become a trend, which has led to
changes in the international division of labor. International capital flows have also
triggered a shift in geopolitical economic relations. In this regard, international
cooperation in the field of science and technology play an important role as an

industrial intermediary.

Some high-tech industries in China also have certain advantages compared with
developed countries. These advantages are present in industries such as aerospace,
materials, information, and biotechnology. These industries are able to export
technological research and development (R&D) and intellectual property. China is
now promoting technological innovation cooperation in the participating countries of
the Belt & Road Initiative, focusing on cutting-edge and strategic science and

technology fields such as the digital economy, artificial intelligence, nanotechnology,
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guantum computing, Big Data, cloud computing, and smart city construction.

On the other hand, an industrial cluster is a group of geographically adjacent,
interrelated organizations and related legal entities in a particular field, linked by
mutual commonality and complementarity. In industrial clusters, there are different
industries upstream and downstream. There are also mutual suppliers and customers
sharing public products, attracting and producing more professionals. For Chinese
enterprises to “go out”, especially small and medium-sized enterprises, industrial

clusters can be utilized to enhance their competitiveness.

In most countries now, the transition from pure export processing zones to
value-added zones is a continuous process, and new types of special administrative
zones (SAZs) have emerged to attract specific industries and integrate multiple SAZs.
High-tech or industrial parks have also become key tools for industrial policies
orienting towards the new industrial revolution®. However, the development of
China's overseas industrial parks is still at the exploration stage. Some problems such
as high development costs, extensive business red-tape, and imperfect supporting
facilities exist. At the same time, such enterprises are facing problems like the lack of
understanding of the host countries’” laws and market environment, lack of
comprehensive analysis and research investigation, a low degree of localization of

enterprises and limited investment and financing levels®.

Therefore, the design, construction, and service of China's overseas industrial
parks need to meet the host country's development strategy, social, environmental
and investment policy requirements to create synergies with existing industries and
promote investment facilitation. For example, China and Malaysia have proposed to
jointly build the "two countries, twin parks" cooperation model between Qinzhou
Industrial Park and Kuantan Industrial Park. In the past five years, through more
effective exploration, it has promoted the industrial cluster development of China
and Malaysia and even more broadly to ASEAN. It has become a model for deepening

cooperation between China and ASEAN.

% World Investment Report 2018, UNCTAD.
392017 China Enterprise Globalization Report: Six Issues Faced by Chinese Enterprises in
“Going Out”, Xinmin Evening News, November 8, 2017.
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o Utilizing Consortium™

A consortium usually includes a few large banks and insurance companies, as
well as a large number of industrial, mining, commercial and transportation
companies. A consortium is actually an important form of industrial capital
agglomeration, and it deserves serious consideration by the Chinese policy
departments. This consortium economy, which combines real economy and finance,

stabilizes liquidity through internal mutual support.

Compared with other legal entities, a consortium has three major
characteristics. The first is that it has more strength. Under the influence of laws and
policies, the industrial sectors controlled by the consortium can be found in heavy,
light, traditional, and emerging industries, as well as production and circulation
sectors. The second is that the consortium has stronger controlling power a
consortium’s capital and industrial ties are much more extensive than ordinary
financial institutions. The third is that it is private, family-based and local. Under the
leadership and promotion of the government and policies, the consortiums have
merged with each other. Some consortiums have changed from being controlled by a
single household to multiple households, which can promote the further

socialization of the consortium’s capital.

Anbound believes that the establishment of consortiums should be based on
the market. What the government can do is open-up the market and give policy
permission or guidance. Any other issues would be decided by the enterprises
themselves. The current consortium in China focuses on industrial capital formation.
Once such a consortium and capital strength emerge in the market economy, the
scale of the industries that can be operated will be greatly enhanced, and the
competitiveness will be improved as well. New consortiums can also be formed

between the Chinese and foreign consortiums.

Due to the downward pressures on the economy in the past two years, the
private economy in the Chinese real economy has been investing more in other

countries. As the overall condition is weak, such private Chinese enterprises are now

#0 «Using the "consortium economy" to promote China's economic growth”, Anbound’s Strategic
Research, Issue 180, October 26, 2015.
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more cautious than ever in their investments. Therefore, they will need to consider
gradually increasing their strength amongst international competitiveness. In this

regard, the "consortium economy" is also a platform for the development of private

enterprises.
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DISCLAIMER

The information herein is based on market disclosures that we believe to be
credible. However, Anbound and its affiliates make no warranties or representations
of any kind, express or implied, as to the accuracy or completeness of the
information. The content, opinions, analysis, and conclusions of this document are
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