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The United States and China have one of the largest and most important economic relationships
in the world. The United States is China’s largest trading partner, while China is the United
States’ second-largest trading partner and the largest purchaser of U.S. government securities.
The two countries are also among the most important engines of global economic growth —
generating approximately 40 percent of the world’s total GDP growth in recent years.

While U.S.-China economic ties are strong, there is still considerable room for the relationship to
grow, and foreign direct investment is a particular area of opportunity. Both the U.S. and
Chinese governments recognize the opportunity and for a number of years they have been
negotiating a bilateral investment treaty. Such treaties can be a powerful mechanism to promote
cross-border investments and can serve as a catalyst for economic liberalization and reform. The
commitment last year by both governments to accelerate these negotiations is an important step
toward a more mature economic relationship between the two countries. This paper reviews the
U.S.-China bilateral economic relationship and outlines the opportunities that an investment
treaty presents for both economies.

Bilateral investment treaties

Foreign direct investment (FDI) is fundamental to both global economic integration and the
long-term competitiveness of companies and countries. The old economic paradigm of simply
trading goods has been transformed into a more complex one where imports and exports depend
on the ability of companies to develop outposts of sales and distribution to sell their products. As
Matthew Slaughter of Dartmouth’s Tuck School of Business points out, “Today companies both
large and small increasingly operate within elaborate global supply networks in which final
products are made in many stages spanning many countries and companies, all linked together
by knowledge, trade, and investment. The gains for companies and countries involved in these
networks have been large: more innovation, lower costs, and faster growth of output and jobs.”*

! Matthew Slaughter, “Attracting Foreign Direct Investment through an Ambitious Trade Agenda,” Organization for
International Investment, July 2013.



Bilateral investment treaties facilitate the growth of foreign direct investment and, in turn, the
growth of these networks. There are more than 2,850 investment treaties in existence, involving
180 economies throughout the world. China is a party to 114 such treaties and the U.S. is party to
42. The two countries launched negotiations on a BIT in 2008, during the Bush Administration,
and the process has gained momentum in the past year under the Obama Administration. A treaty
would create China’s largest market opening since its accession to the World Trade Organization
in 2001.

Robert Zoellick, a former World Bank president, U.S. Trade Representative and Deputy
Secretary of State, has described bilateral investment treaties as “potent tools” that can help
foster market reforms and the rule of law. Writing in the Financial Times earlier this year, he
identified five conditions that an investment treaty must meet:

First, there must be equal treatment of foreign and domestic companies, to prevent
authorities from favoring local investors. Authorities must not discriminate against
foreigners when they grant licenses, enforce rules or decide how much of a company an
investor can own.

Second, they must prohibit arbitrary and unfair treatment of foreign investors. There must
be compensation at fair market value for any nationalization or expropriation. The
treaties should ban trade-distorting measures, such as requirements for local content,
exports and technology transfer.

Third, investors should be able to transfer funds in or out of the country, without delay, at
a market rate of exchange.

Fourth, the agreements should have broad scope. . . .

Finally, any treaty needs a system of international arbitration to enforce its rules and
resolve disputes. Private parties, as well as countries, should be allowed to bring claims
for monetary damages. Where such mechanisms have been put in place in the past, they
have worked well.?

A U.S.-China BIT should be able to meet these conditions as a baseline. And assuming the two
countries can eventually complete their negotiations and reach a final agreement, the treaty that
emerges can serve as a template for investment treaties throughout the world.

The U.S.-China economic relationship

In the 35 years since China began to liberalize its economy, there has been a dramatic deepening
of the U.S.-China economic relationship. That relationship began with growth — and eventually

2 Robert Zoellick, The Financial Times, March 10, 2014. http://www.ft.com/intl/cms/s/0/b8b391ec-a634-11e3-8a2a-
00144feab7de.html#axzz35WH6WYKH
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rapid growth — in bilateral trade. It then evolved into a portfolio investment relationship. Today,
the expansion of foreign direct investment is adding another dimension to the relationship.

The vastness of China’s portfolio investments speaks to the interdependence of the U.S. and
Chinese markets, but these investments fundamentally differ from foreign direct investment.
Buying Treasuries is an investment in the broader economy. FDI, by contrast, is focused on long-
term capital allocation to specific businesses — tying foreign investors more visibly and tangibly
into individual communities and local economies.

Trade in goods and services has grown dramatically over the years. In 1979, U.S.-China trade
totaled just $2 billion. Last year, it was $562 billion.

China has also steadily increased its holding of U.S. Treasury securities, rising from less than
$72 billion in April 2000 to more than $1.25 trillion as of April 2014. China’s holdings narrowly
exceed those of Japan and are more than three times greater than the holdings of any other
country.

On the FDI front, there is a wealth of data about the investment relationship between the two
countries. Starting with Chinese FDI flows into the United States, they can be measured many
different ways, and they yielded very different totals for 2012 — with the U.S. government citing
figures spanning from $1.4 billion to nearly $2.8 billion.® In the first quarter of 2014, Chinese
FDI in the United States totaled $1.36 billion — the highest amount ever in a single quarter,
according to The Rhodium Group — with more than $8 billion worth of investment pending.
While China’s FDI flows into the United States have been rising — they totaled just $500 million
in both 2008 and 2009 — the U.S. nonetheless accounted for only about two percent of the $101
billion that UNCTAD reports China invested overseas last year.

The total stock of Chinese FDI in the United States, according to the U.S. Bureau of Economic
Analysis (BEA), was $5.2 billion at the end of 2012. But using data that reflects FDI in the
United States by Chinese investors through offshore locations (such as Hong Kong) drives the
figure up to $10.5 billion. (As recently as 2005, the total of Chinese FDI in the U.S. was only
$700 million.) And Chinese government data put China’s 2012 stock of FDI in the U.S. at $17.1
billion.

Annual FDI flows from U.S. companies into China have typically exceeded Chinese flows into
the U.S., but they have been quite volatile in recent years. In 2010, U.S. FDI into China totaled
$5.2 billion; the corresponding figures in 2008 and 2007 were $16 billion and $5.2 billion,
respectively. But there have also been net declines in a number of recent years: $3.5 billion in
2012, $1.1 billion in 2011, and $7.5 billion in 2009. The total stock of U.S. FDI in China was
$51.4 billion at the end of 2012, according to BEA. This is down from $59 billion in 2010.

® The Congressional Research Service points out that the lower figure does not include FDI that Chinese investors
may have made through offshore locations (such as Hong Kong) to invest in the United States. The larger figure
reflects an attempt to measure the level of FDI inflows according to the country of “ultimate beneficial owner”
(UBO).



The growth of FDI is important for two reasons: First, it deepens the economic integration
between investment partners. Second, as stated above, it is an investment in companies and
communities that visibly impacts job creation. According to BEA, U.S. affiliates in China
employed 1.4 million workers in China in 2011 (the most recent year available), and 690,000 of
the jobs were in manufacturing. And recent research by the Rhodium Group suggests that
Chinese-owned companies provided more than 70,000 full-time jobs in the U.S. in 2013, a more
than eight-fold increase compared to 2007."

The bilateral benefits of a BIT

“Investments by foreign-domiciled companies and investors create well-paid jobs, contribute to
economic growth, boost productivity, and support American communities.”
-Barack Obama, June 20, 2011

A bilateral investment treaty involving the United States and China would establish a robust
legal framework that facilitates investment in each economy. Such a framework would define the
standards that apply to investors and investments from both countries and also bring new levels
of transparency and more clarity to the investment approval processes. The common standards
will foster confidence and certainty, which in turn will help add momentum to the growth of
cross-border investment into the two economies.

A Dilateral investment treaty can also build on the reforms China has initiated recently. These
include opening the insurance sector to foreign investment, and eliminating the need for most
inbound investment of up to $300 million, and outbound investment of up to $1 billion, to be
approved by the National Development and Reform Commission. A US-China BIT could also
build on the success of investment treaties China has agreed to with other countries. These
treaties have helped foreign companies invest with more confidence in China — the country
attracted a record $117 billion in FDI last year — while also helping to ensure that Chinese
companies investing overseas face a greatly reduced risk of discriminatory treatment.

Even more important, a U.S.-China BIT can be a catalyst for implementation of the ambitious
reforms agreed to by Communist Party leaders at the Third Party Plenum last year. Those
reforms, which include an easing of the country’s rules on outbound investment, have the
potential to liberalize and modernize the economy and position the country for a new era of
global competitiveness.

The importance of the BIT should not overshadow the fact that there are many different
approaches to reforming and liberalizing an economy. In China’s case, it could pursue
international investment commitments by becoming a party to other agreements like the Trans-
Pacific Partnership — a regional free trade agreement involving the United States, Japan, and 10

* Rhodium Group, “Chinese FDI in the US: 2013 Recap and 2014 Outlook,” January 7, 2014.
http://rhg.com/notes/chinese-fdi-in-the-us-2013-recap-and-2014-outlook
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other countries. It could also unilaterally implement economic reforms that would open the
market to foreign investors. But China’s current focus on an investment treaty with the United
States offers the most immediate opportunity to foster market openings.

China benefits

A bilateral investment treaty with the United States can benefit China in a number of ways.

At a time when China’s economic growth rate is slowing relative to the performance of the past
two decades, an investment treaty with the United States will send an important signal that the
country is opening to foreign investors and committed to rules that establish a predictable and
fair environment for investors.

A more open climate for foreign investment also helps with the maturing and transformation of
China’s economy. The ability of investors to enter the market more freely enables a more efficient
and rational allocation of capital. In a Paulson Institute paper, Dan Price and Michael Smart
argue that

By increasing the volume and scope of cross-border investment between the United
States and China, the BIT would help China to rebalance its economy away from an
overemphasis on investment in fixed assets and toward greater reliance on consumption,
especially by households.

A BIT would also help advance the economic reform goals reiterated by China’s leaders at the
National People’s Congress in March. Writing in The Wall Street Journal Asia, Mark Schwartz,
Chairman of Goldman Sachs Asia Pacific, argues that a BIT

could help China achieve these goals by increasing capital available to private firms
(especially small- and medium-sized businesses), which often rely on informal lending.
The foreign capital, and the management expertise that so often comes with it, would
promote innovation and entrepreneurship, which are critical to any economy's long-term
success. Deploying private capital also helps foster healthy competition, making state-
owned enterprises more efficient and better suited to compete in the global marketplace.®

The BIT negotiations themselves are also an opportunity for China to conduct a comprehensive
assessment of its investment rules in order to identify the range of measures that restrict foreign
(and, in many cases, domestic) investors. Having committed to a “negative” list approach to the
negotiations — every sector will be subject to the disciplines of the agreement unless China
requests a specific carve-out — the government will have to assess and address a wide range of
measures. These include thorny issues that have lingered since China’s WTO accession, such as
China’s preferential treatment of its state-owned enterprises and technology transfer
requirements.

> Mark Schwartz, Wall Street Journal Asia, April 4, 2014.
http://online.wsj.com/news/articles/SB10001424052702303532704579476720853893300
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While deeper economic integration between the United States will not eliminate all of the thorny
issues in the U.S.-China relationship, the integration would bring greater stability and balance to
the relationship. As Price and Smart observe,

A BIT would place China’s investment relations with the United States on a stable treaty
basis. This would not only mitigate the uncertainty created by the sometimes shifting
political winds on attitudes toward inbound Chinese investment, but would also make
American companies more comfortable investing in China.

The U.S.-China BIT is likely to be different — and more comprehensive — than most of China’s
other investment treaties, as reflected in China’s agreement to work with the United States on a
“negative list” approach. Moreover, China has indicated it may offer non-discriminatory access
to its market at all stages of investment, including the ability of investors to enter the market in
the first place. “This would protect pre-investment activities and is expected to open the China
market to more U.S. companies and afford greater certainty for investments in various sectors,”
writes Marney Cheek, of the Covington & Burling law firm.°

U.S. benefits

For U.S. investors, a BIT would create a level playing field for their investments into China.
Under the terms of the treaty, the Chinese government would be barred from favoring Chinese
firms at the expense of U.S. companies. The BIT would also help American businesses invest
into industries that are largely restricted today, such as financial services, transportation and
telecommunications. The strong dispute settlement provisions of BITs also help give investors a
stronger standing when they have to deal with governments — at any level — on an issue of
concern in China.

A successful conclusion to the US-China BIT would also help reduce the likelihood that U.S.
investors will face unequal treatment relative to investors from other countries. China has been
pursuing investment liberalizing agreements with other major economies, and these agreements
could create asymmetries in the treatment of foreign investors that have competitive implications
for American investors. China, for example, has a trilateral investment agreement with Japan
and Korea, which was completed in 2012 and is now being implemented, and they are
negotiating a BIT now with the European Union, though the work on that remains at the early
stages as of this writing.

The U.S. government certainly recognizes the benefits of investment liberalization, and has set it
as an important objective in their international economic agenda. “lI want more American
products being sold in your countries,” said President Obama said in an October 2013 speech to
representatives of foreign companies, “and | want your companies investing more here in the
United States of America.” In 2011, Vice President Biden was even more explicit in praising

® http://www.investmentpolicycentral.com/content/why-us-china-bilateral-investment-treaty-matters
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FDI: “President Obama and I, we welcome, encourage and see nothing but positive benefit from
direct investment in the United States from Chinese businesses and Chinese entities. It means
jobs. It means American jobs.”

Foreign direct investment and national security

Governments have had a longstanding right in trade and investment agreements to review — and
even block — foreign mergers or acquisitions on national security grounds. Recent high-profile
political controversies in the United States stemming from some of China’s investments have
made such national security reviews a source of friction between the two countries and unease in
the business community. The controversies have also contributed to a perception of U.S. hostility
to foreign investors generally, and Chinese investors in particular.

But these controversies involving foreign investment are not limited to China. In 2006, the
proposed acquisition of six U.S. seaports by a Dubai-based company sparked a political outcry
on a scale that was perhaps the largest involving a foreign investor in more than a decade.
Investors from other countries have also been subject to controversy and politically-driven
scrutiny of various magnitudes.

In the United States, the authority to review transactions rests with the Committee on Foreign
Investment in the United States (CFIUS), a group composed of the heads of Cabinet departments
and offices throughout the federal government. The controversies in the early 2000s were a
catalyst for the United States to evaluate the legal authority and procedures behind CFIUS which
led to a new law in 2007 that reformed the process and made it more transparent. The investment
controversies have subsided in the aftermath of the law’s enactment, as well as foreign investors
becoming more sophisticated about educating U.S. political leaders and other key constituencies
(like journalists) about the value of individual investments to the U.S. generally, and to specific
communities in particular.

Today, the vast majority of China’s direct investment into the U.S., including all greenfield
investments, is not subject to national security review. And even when they are subject to review
(39 Chinese investments were reviewed in 2012 — the most recent year available), very few are
blocked. Indeed, the power to block a foreign merger, acquisition, or takeover on national
security grounds rests only with the President of the United States, and that power has only been
exercised twice — in 1990 and 2012.

In 2011, China approved so-called “Security Regulations” that establish a general review
procedures for foreign investments. According to attorneys at the WilmerHale law firm, these
procedures have potentially far-reaching implications:

The Security Regulations will potentially subject a large number of M&A transactions by
foreign investors in China to an additional layer of review. The covered transactions can
go well beyond national security, narrowly defined, to include agriculture, infrastructure

7



and other industries. They include acquisitions of domestic non-foreign invested
enterprises] within the broad subject matter reach of the Security Regulations, and also
apply to increases of control and to acquisitions of actual control along one or more
dimensions even if ownership is less than 50 percent.’

China’s authority to conduct investment reviews on national security grounds, like that of the
United States, would be preserved under a U.S.-China BIT. While this review mechanism has
attracted relatively little scrutiny through the years, given the other government-imposed
restrictions on investment, adoption of a U.S.-China BIT could lead to the review process taking
on renewed importance as other investment barriers are liberalized and companies from the
United States and other jurisdictions make more acquisitions in the Chinese market. For China,
the process of negotiating the BIT is an opportunity to take a fresh look at its investment review
process and to ensure that it is consistent with the country’s commitment to an open investment
climate.

Conclusion

The opportunity presented by a U.S.-China bilateral investment treaty is enormous and can help
catalyze the development of the bilateral economic relationship to include significant amounts of
FDI. Seizing the opportunity depends on the two governments meeting the immediate challenge
of not only negotiating a high-quality agreement, but also securing the political support
necessary to adopt it.

The process will bring challenges, but the implications could be profound: a deeper, more mature
economic relationship that delivers not only more investment and more job creation in both
countries, but also perhaps a long-term path to a stronger — and more stable — political
relationship.

7 http://www.wilmerhale.com/pages/publicationsandNewsDetail.aspx?NewsPubld=92913
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