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CHAPTER 4

Investment Relations with China: Never Easy
but Always Worthwhile

Dieter Kempf

Foreign direct investment (FDI) is a key economic driver for both devel-
oping and advanced economies. Direct investments promote the transfer
of technology and know-how, thereby increasing productivity. German
industry, which is heavily export oriented and globally positioned, has
always actively sought to invest in foreign markets and attract FDI. This is
especially true with regard to China. For more than two decades, China
has been a central destination for German FDI. Around the years 2014
and 2015, we witnessed the start of a new era of Chinese companies going
global. Since then, Germany has become an important destination for
Chinese FDI, mostly in the form of shareholdings or full acquisitions. But
it this new era of Chinese outward FDI is to be as successful as the old one
of German inward FDI, we need the right framework conditions—not
least given political developments in China in recent years. The hope for
an alignment of economic systems—the thesis of “change through
trade”—has become a distant prospect. Indeed, we are already locked in
systemic competition with China. That competition must be taken into
account in the current debate on how we conduct our investment rela-
tionship with China in the future.
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China’s economic rise has been one of the most important and
impressive global economic developments in the past several decades.
Since its economic opening and reform process at the end of the 1970s,
China has become a popular investment destination for German compa-
nies, which from 1979 onwards were able to invest in some Chinese
industrial sectors by forming joint ventures with Chinese partners. In
1987 the Chinese government allowed foreign investors to establish
wholly owned subsidiaries in China, albeit, once again, in a limited num-
ber of sectors. Today German direct investment is largely concentrated
in the automotive sector. Other sectors with significant German invest-
ments are the chemical industry, mechanical engineering and the electri-
cal industry.

For the Chinese government, attracting FDI has always been a means
of modernising industrial sectors through foreign technology, capital,
management skills and expertise. From the outset, its policies towards FDI
have been intended to guide investment into targeted industries while
protecting strategic interests. Following China’s accession to the World
Trade Organization (WTO) in 2001, other industries were opened up to
foreign investment. It is indisputable that foreign investors have made a
huge contribution to China’s economic development, especially since
most FDI into China is greenfield and therefore has a much larger positive
impact on job creation compared to mergers and acquisitions. These
investments allowed for a massive transfer of technology and best prac-
tices, but also had spillover effects into the service sector and other indus-
tries. In exchange, China offered favourable production conditions, low
labour costs and enormous domestic market prospects.

However, while the total stock of European FDI in China further
increased, annual investment inflows from Europe to China have declined
somewhat in recent years. During the period 2010-2015, annual European
FDI in China was around €10 billion, but in 2016-2018 it fell to €8 bil-
lion. One of the reasons for that decline has been the more difficult eco-
nomic environment: growth is still on a high level, but slowing, and wages
are rising. Competition from Chinese companies is getting fiercer but
business barriers for foreign companies still remain high. The sluggish
progress of market reforms acts as another brake on investment growth.
And China is still imposing significant market access restrictions on for-
eign companies.

Despite these challenges, China’s domestic market and its economic
development continue to offer great potential for European investors.
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Among the reasons for us to remain optimistic are the high Chinese gross
domestic product (GDP) growth rates (which remain far above those of
most industrialised countries), China’s population of 1.4 billion and its
growing middle class. Moreover, there are reasons to hope that China will
further open its markets to foreign investors.

CHmNA GOEs GLOBAL

For a long time, investment flows between the European Union (EU)/
Germany and China were largely a one-way street. Not much changed
after the Chinese government unveiled its “going out” strategy in 2000.
But meanwhile, after three decades of being primarily a recipient of FDI,
China has emerged as a major FDI-originating country. It is no longer the
case that Chinese investment in the EU is virtually non-existent, as was the
situation until recently.

The last ten years especially have seen China’s financial reach rapidly
extend beyond its borders. Today, many Chinese companies are investing
and operating abroad. Beijing encourages Chinese enterprises, backed by
China’s huge foreign exchange reserves, to acquire assets and expand
business overseas. While Chinese outbound FDI was initially focused on
natural resource extraction in developing economies, that focus has shifted
in recent years to advanced economies, including the countries of the
EU. The 2007-2011 financial and economic crisis yielded opportunities
to acquire European companies at relatively low prices, and Chinese entre-
preneurs were spurred to invest in the European market by the desire to
secure a stronger foothold in the world’s second-largest consumer market,
the strength of the European R&D landscape and the availability of highly
skilled workers.

In the case of Germany, the quality guarantee “Made in Germany” and
the country’s central geographical location in Europe certainly add to its
attractiveness as an investment destination. When Chinese companies
started to invest in Europe on a larger scale, investments from China were
seen by most Germans as providing new impetus for development and
promoting the opening of the Chinese market to German companies,
some of which were struggling owing to structural problems and insuffi-
cient capital. That impression derived not least from German companies
that had switched to Chinese ownership in the past, enjoying various
advantages under their new owners, including employment guarantees, a
long-term commitment to the location and improved access to the Chinese
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market. And besides the economic advantages, many in Germany had
hoped at the time that increasing interconnectedness would lead to the
convergence of economic systems.

Since the Chinese leadership transition in 2012, we have seen a change
in the investment behaviour of Chinese investors. China’s “going out”
strategy is itself undergoing major change: since industrial upgrade is one
of President Xi Jinping’s top priorities, the focus of the “going out” strat-
egy has shifted to the acquisition of foreign technology so that China can
move up the industrial value chain. This national target is prominently laid
out in the “Made in China 2025 strategy, which focuses on key industries
Chinas planners believe will dominate the economic landscape of the
future. In this context, Germany is a particularly popular investment desti-
nation, as it has many privately owned small- and medium-sized enter-
prises—“hidden champions”—which are attractive targets for Chinese
companies seeking technology leadership. In recent years, there have been
share purchases in companies such as EEW Energy from Waste (Beijing
Enterprises), KrausMaffei (ChemChina) and Bilfinger SE Wassertechnik
(Chengdu Techcent Environment Group), as well as the takeover of the
banking house Hauck & Authiuser by the conglomerate Fosun. Acquisitions
or purchases of further shares in recent years include industry leaders
Putzmeister by Sany and KION (45 per cent share) by Weichai Power.

St A WIN-WIN SITUATION?

While initially most Germans were well inclined towards Chinese direct
investments, a debate has since emerged over whether the impact of
Chinese investments in Germany is mainly positive or negative. That debate
was fueled in 2016 by the announced plans of the Chinese company Midea
to take over the German robot manufacturer KUKA. Since then, concerns
have grown that Germany could lose competitiveness in key industries by
selling enterprises to China. At the same time, warnings have been sounded
that the functioning of market mechanisms could be weakened—since
Chinese investors are both willing and able to pay prices that do not reflect
market prices as they are estimated by Western companies. This fact also
raises questions about “unfair doping” in the form of state help.
Moreover, fears were expressed at the time of the planned KUKA take-
over that the German government did not have sufficient administrative
instruments to control risks arising from acquisitions by Chinese
companies. In mid-July 2017 the German government amended the
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Foreign Trade and Payment Ordinance (AWYV) to expand the list of eco-
nomic sectors in which takeovers are subject to approval and to extend the
review period. This was followed by another amendment in December
2018 lowering the bar for a screening in some instances to a share of 10
per cent. Thus, for reasons of national security, it can now block FDI not
only in the German defence industry but also in “critical infrastruc-
ture”. On the EU level a joint action by three countries pushed forward
the issue. In February 2017 Germany, France and Italy sent a letter to the
EU Trade Commissioner Cecilia Malmstrom requesting for the adoption
of political measures aimed at greater reciprocity between EU member
and non-member countries in market access for FDI and access to pro-
curement markets. This initiative set in motion a process that was finalised
two years later, in Spring 2019, with the adoption of a new regulation on
state control of foreign investment by the European Parliament. In essence
this new regulation is a step in the right direction. It meets two central
requirements of the German industry. Firstly, interventions may only be
made to protect national security and secondly, the decision on investment
bans remains in the power of the member states. This will help curb the
politicisation of investment controls.

The Federation of German Industries’ (BDI, Bundesverband der
Deutschen Industrie) position on foreign investment is clear: Foreign
investors—including those from China—are welcome in Germany and the
EU. Their investments create wealth and jobs. The fundamental freedom
of investment must be maintained in the EU. Property rights and freedom
of contract must also be guaranteed and strengthened as fundamental pil-
lars of the liberal and social market economy in Germany. Deviations from
these principles may only occur in a few clearly defined areas. The “protec-
tion of public order and security”, as regulated in the Foreign Trade and
Payments Law (AWG) and the Foreign Trade and Payments Ordinance, is
a generally accepted criterion for state intervention in investment deci-
sions. A problem, however, is the worldwide trend that governments are
increasingly expanding the concept of national security in order to limit
“access” of foreign investors to technologies deemed worthy of protec-
tion. Therefore, the investment audit mechanism anchored in German
foreign trade law should continue to be strictly limited and exclude any
economic factors. Apart from issues of national security, the BDI and its
members share concerns which include possible distortions of competi-
tion through state-subsidised takeovers. In order to prevent distortions of
competition on the takeover market, adjustments should instead be made
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to competition law, not foreign trade law. EU competition instruments do
not, or only to a very limited extent, address market-distorting practices or
target state support brought into the EU internal market from outside.
This is currently putting our businesses at a competitive disadvantage. The
BDI therefore calls for a stronger use of competition policy in order to
ensure a level-playing field in investment.

On the other hand, China could do its part by ensuring more transpar-
ency with regard to financing conditions, corporate accounting standards
and ownership structures. That would narrow the gap and go a long way
towards restoring acceptance of Chinese investments in Europe.

CHINESE INVESTORS: DIFFERENT FROM MOST OTHERS

That said, China is making it difficult for us to apply a light-touch regula-
tory approach towards Chinese investments. While governments should
intervene in private investment decisions on economic grounds only when
markets are distorted—even some proponents of openness and minimal
state intervention admit that market distortion is intolerable—we cannot
but acknowledge that it is not always easy to determine whether an inves-
tor is playing by the rules. And this is particularly true for China, where
ownership structures and funding sources are often non-transparent and
the dividing line between the state and business is blurred. Moreover, the
argument that “[w]e don’t want to become ‘Chinese’ by closing our own
market to foreign investors” weighs heavily in the current debate.

Various aspects of both the Chinese economy and Chinese politics
underscore that China is an investor unlike any other. This does not mean
that we do not want investments from China in Europe. Nevertheless, we
must be aware of those features that are peculiar to China and take them
into account in the current discussion:

o Asymmetries in market access: A huge challenge related to Chinese
FDI is the lack of reciprocity. The European Union Chamber of
Commerce in China had good reason to ask the following question
in its 2017,/2018 position paper on European business in China:
“Does [China] support only one-way investment openness that
allows its enterprises to go global while foreign business, sitting on
China’s doorstep, is again told to be patient?” EU countries have
largely open investment regimes, with few explicit restrictions on
investment. Chinese companies face few, it any, limitations in invest-
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ing in European industries such as automotive, construction, finan-
cial services, healthcare, insurance, logistics, media and
telecommunications. By contrast, European companies in China
continue to be either barred from participating in those industries or
limited to holding a minority position. Free movement of capital is
one of the “four freedoms” of the EU single market: it requires all
EU member states to allow unhindered capital flows not only
between member states but also from third countries into the EU
market. For its part, Germany has traditionally adopted an open
investment stance by offering foreign investors free market access
and refraining from use of a general protection mechanism for key
technologies. It offers complete freedom in terms of greenfield
investments and has only a small number of restrictions on national
security grounds with regard to mergers and acquisitions.

This is not the case in China. An index of market access restrictive-
ness compiled by the Organisation for Economic Co-operation and
Development (OECD) suggests that China remains among those
countries with the most restricted access for foreign investors. The
Chinese government protects strategic industries from foreign
access, which means that European businesses in China encounter
numerous barriers—both formal and informal—of a political and
legal nature. Entire Chinese sectors are closed to foreign investment
and a number of industries are subject to joint venture coercion.
China prohibits foreign investment in a number of sectors and
severely restricts it in other areas. And it continues to do so despite
having become a major advocate of globalisation and free trade in its
rhetoric and repeatedly asserting that it wants to open up to foreign
investors and will make the necessary changes.

In early 2017 China amended its “Catalogue for the Guidance of
Foreign Investment Industries”, which was launched in 1995 in
order to “guide” FDI into Chinese industry. As a result of those
amendments, the number of sectors restricted to foreign investment
has been reduced from 93 to 63. However, that reduction was par-
tially on paper only: in reality, just 18 sectors can be considered to
have been removed from the catalogue’s “negative list” and opened
up to some extent. The hopes of foreign companies were further
fueled by the so-called State Council Document No. 5 or Circular
No. 5 (Notice on Several Measures on Promoting Further Openness
and Active Utilisation of Foreign Investment), which was released at
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the beginning of 2017. That document outlines three policy goals:
(1) take further steps to open up to the outside world, (2) further
create an environment of fair competition, and (3) further strengthen
efforts to attract foreign investment. In 2018, China announced sev-
eral rounds of tariff cuts. Most prominently, it lowered import tarifts
to 15 per cent on autos and components, from 25 per cent for pas-
senger cars and 20 per cent on trucks, followed by further cuts on
import taxes covering more than 700 goods. The cuts mainly tar-
geted products which China regarded as benefiting the own econ-
omy or lowering costs for domestic consumers. Beyond that, China
presented its long announced “negative list” for foreign investment,
eventually replacing the former “Catalogue for the Guidance of
Foreign Investment Industries” and reducing the number of
restricted or forbidden sectors by 15 to 48. In another step, the
National Development and Reform Commission published its first
national negative list for investment, specifying 151 areas that are
either banned to non-state businesses or require government approval
for entry. Some of the mentioned steps were regarded as “window-
dressing” or long overdue, but it also must be acknowledged, that
they are a move in the right direction. The announcement of ending
the joint venture constraint in the coming years for the production of
cars, aircrafts and ships is one such positive example. Some German
car makers have already taken the opportunity to extend their share
with their Chinese Joint Venture Partners of up to 75 per cent.
Nonetheless, there are still too many restrictions on investment as
well as high tariffs and non-tariff barriers in place. Some argue, that
without the pressure of a looming trade war with the United States,
China wouldn’t have been so quick in implementing these measures,
and in China voices were heard that outside pressure on reforms
would strengthen the position of the liberal and market-oriented
groups within the Chinese authorities. In 2019, the new Foreign
Direct Investment Law could be the next big step in favor of foreign
companies, depending on how it will be enforced in practice.
According to the draft, government officials will be prohibited from
using administrative means to force foreign businesses to transfer
their technology and foreign investors could enjoy equal treatment
with domestic counterparts, with the exception of sectors specified in
the government’s negative list. As promising as those policy goals
sound, German industry would welcome faster and more decisive
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implementation. The asymmetry in openness was tolerable as long as
investments flowed mainly in one direction, but since China has
become the second-largest global investor after the United States
and a technological powerhouse, it is no longer sustainable—neither
politically nor economically.

Systemic competition and mavket distortion: The EU provides condi-
tions for open, market-based international competition. China, on
the other hand, is a “socialist market economy” in which the state
enjoys extensive rights to intervene in the market. Informal interre-
lationships exist between the state and the economy in China and
market distortions result from state ownership, state subsidies and
other non-market economic features. State-owned enterprises have
traditionally played a major role in the Chinese economy—a role that
has grown not weaker but stronger in recent years—and today they
are important investors abroad. It is true that, in general, it is very
difficult to differentiate between state and private players in FDI; but
this is especially the case in China, where even formal ownership
structures often lack transparency. Chinese FDI continues to grow
without any clear separation between the authorities and domestic
commercial entities. That party cells are being established or revived
in companies and joint ventures suggests that the Chinese state has
no intention whatsoever of withdrawing from the economy.
However, in the current debate about investment screening, China
has spoken out strongly against any more state intervention
in Europe.

Strategy for innovation: Investment is always closely linked to inno-
vation. Ideally, investment encourages innovation. In Germany, the
state promotes and supports applied research in industry based on
the common belief that new technologies and new products are most
efficiently developed and marketed by industry. All market partici-
pants are treated equally—regardless of whether they are German,
European or non-European. Meanwhile, China, on the other hand,
has drawn up a state innovation plan with clear targets aimed at pro-
moting its high-tech sectors. In practice, substantial government
research funds are available mainly to Chinese companies. Under its
“Made in China 2025” strategy, which was introduced in 2015,
China has developed a new long-term industrial strategy. The
strategy identifies the high-tech industries in which it wants to com-
pete internationally through its own companies. The aim is to achieve
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global leadership in various key technologies (including information
technology, computer-controlled machines, industrial robots,
energy-saving vehicles and medical devices) by 2049. China is mov-
ing up the global value chain and ridding itself of the image of the
“cheap workbench of the world”; indeed, it is fast becoming a high-
tech superpower and clearly sees technology acquisition through
outward FDI as an important tool to expedite this process. This
strategy is problematic—for two reasons. First, it is neither an effec-
tive nor a sustainable way to improve competitiveness and boost the
innovative capacity of Chinese industry as a whole. A much more
effective approach would be to create the right framework condi-
tions for China’s domestic market. Second, it causes friction with
China’s trading partners and hinders fair global competition, and
may in the end lead to more state intervention on all sides—not least
owing to the above-mentioned asymmetries in market access.

For decades, another integral part of China’s innovation strategy
has been forced technology transfer—that is, granting market access
in exchange for technology. This practice takes place via joint ven-
tures, public tendering, certification practices and investment per-
mits. German industry is very interested in an innovative and strong
China, as our closest trade links are with other high-tech countries;
accordingly, China’s development as a high-tech location promises
to offer many opportunities. However, those opportunities will
materialise only if foreign companies are given the same opportuni-
ties to participate as local companies. We need a level-playing field, a
predictable regulatory framework and a free exchange of ideas and
data. This last factor is particularly important, as digitisation will play
an increasing role for our economies.

MiniMisE Risks, MAXIMISE OPPORTUNITIES

Given the enduring systemic differences between the EU’s open market
economy and China’s “socialist market economy”, it is clear that the regu-
latory framework for our investment relations has to adequately address
those differences in order to minimise the risks and maximise the oppor-
tunities. Systemic competition persists between the Chinese economy with
its central planning and the Western market economy, in which economic
planning is largely the responsibility of private enterprises. This competi-
tion can be won only with the help of the principles of our open market
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system. We cannot respond to Chinese central planning by dismantling
the open market economy, which, based on the principles of private prop-
erty and freedom of contract, is a much stronger mechanism for promot-
ing innovation and discovering new knowledge than is central planning.
Therefore, the protection of the open market system, rather than the pro-
tection of technologies, is key for Europe to remain competitive in the
next decades. We must strengthen the basic market economic principles
rather than weaken them. And for that reason, we must proceed carefully
with expanding the scope of foreign investment screening.

We believe that the best way forward would be a comprehensive bilateral
investment treaty between the EU and China that gives investors predict-
able, long-term access to the respective markets and protects both investors
and their investments in those markets. Especially important, the treaty
should ensure equal market access for German companies in China and for
Chinese companies in the EU. German subsidiaries in China should enjoy
the same entrepreneurial freedom of action as do Chinese domestic compa-
nies. Unfortunately, since their beginning in 2013, the treaty negotiations
have yet to show fundamental progress. As the asymmetries in market access
are a big disadvantage for European companies on the global competition
landscape, our strong hope is that the negotiations will progress and come
to a completion in the foreseeable future A clear concession from China
towards opening its markets would send a powerful signal. Moreover, it
would keep the new global wave of protectionism at bay and make it easier
for those committed to an open investment regime in Europe.
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