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Summary

1. China is a bigger exporter of infrastructure, such as railroads and nuclear power generators,
than Japan. This success is providing clear evidence, both at home and internationally, that Chi-
nese technology, especially in the area of high-speed rail systems, is now world-class, and that
the Chinese economy has reached a new stage of development.

2. At the same time, some in China have suggested that the country’s foreign investment strat-
egy needs to be revised. Harsh critics claim that over 90% of resource development investments
and mergers and acquisitions (M&A) fail. Even infrastructure exports, which were forging
ahead under full sail, have started to stumble. Reasons for these overseas expansion failures in-
clude political risks, such as wars, unrest and regime changes, legal risks, such as investigations
by local authorities, underdeveloped legal systems, and business environment risks, such as un-
expected costs and opposition from local residents. However, we cannot ignore the fact the fail-
ure rate is being heightened by China’s unique government-led approach to overseas expansion.
There are three problems with this government-led approach. First, because the government and
corporations are closely linked, project risk assessments tend to be overly optimistic. Second,
there is growing sense of caution toward China. Third, there is a marked tendency toward ad-
hoc responses.

3. The overseas sales-to-asset ratio is calculated by dividing overseas operating revenue by
overseas assets. The ratios of Chinese companies with high levels of overseas assets have been
falling intermittently since 2002, which suggests that overseas expansion has left companies
with a growing accumulation of non-performing assets that do not contribute to their sales. In
addition, companies’ transnationality indices, which show their level of globalization, remain
low. China has become the second-largest source of foreign investment in the world, but this has
not necessarily led to increased globalization of Chinese companies. This is because overseas
investment has been weighted toward resource development, with the aim of ensuring reliable
supplies of resources to China’s domestic markets.

4. China has aggressively and wholeheartedly pursued its “Go Global” strategy. However, it is
expected to move toward a revision of that strategy as a result of changes in the economic envi-
ronment, including rapid growth in the loan balances of policy-based financial institutions, and
diminishing foreign-exchange reserves. M&A activities that do not conform to industrial policy
are likely to be postponed.

5. The Xi Jinping administration’s “Go Global” strategy is entering a difficult phase. Direct
investment in the United States is likely to be constrained by a growing sense of caution toward
China. There is also a strong possibility that progress under the One Belt, One Road policy will
fall short of expectations because of an increasing tendency toward risk avoidance. The One
Belt, One Road initiative is seen as the means through which China can establish a new world
order, but businesses are not necessarily moving toward the realization of the Xi Jinping admin-
istration’s ambitions.

6. Efforts to enhance the competitiveness of Japan’s infrastructure exports should focus on
the creation of a track record on the assumption that this will be a long-term struggle. There is
an obvious gap between the ideal and reality for both the One Belt, One Road strategy, and also
for the Asian Infrastructure Investment Bank project. One effective option would be for Japan
to take an active role in these measures and transform them into initiatives that will further the
common interests of the countries concerned.
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Introduction

There is enormous global demand for infra-
structure, and rapid growth is predicted for this
area. McKinsey & Company estimates that infra-
structure demand will average $3.3 trillion dollars
per year between 2016 and 2030 (McKinsey &
Company [2016]). Emerging countries account for
around 60% of demand. Demand is expected to
be especially strong in Asia, which is a key stra-
tegic market for Japan, due to economic growth
and rapid urbanization. Japan is working to cap-
ture this demand under its Infrastructure System
Export Strategy'”, which was revised in 2016, and
has set the ambitious target of raising the value
of infrastructure system orders won by Japanese
companies from ¥10 trillion in 2010 to around
¥30 trillion by 2020.

China has steadily built up a track record as an
infrastructure exporter and has started to overtake
Japan as a player in this market. However, in re-
cent years some projects have been taken back
to the drawing board after agreement had been
reached, and there have also been cases in which
Chinese companies have been forced to with-
draw from projects. Some overseas direct invest-
ment projects have failed to produce the antici-
pated earnings, resulting in financial problems, as
well as a growing sense of unease toward China.
This situation has caused a significant number of
projects to run aground. As a result, there is now
growing pressure for a review of China’s overseas
expansion strategy—known as the “Go Global”
strategy—which has hitherto been characterized
by an uncompromising commitment to aggressive
expansion.

Changes to this strategy are likely to have a sig-
nificant impact on competition between Japan and
China for infrastructure export projects in Asia. In
2017, tenders will be called for the Kuala Lum-
pur—Singapore High Speed Rail project, which
will result in the construction of the first cross-
border high-speed rail system in Southeast Asia.
In this article, we will analyze moves to modify
China’s overseas expansion strategy, and the im-
plications for Japan. We will begin with a survey
of China’s achievements in the area of infrastruc-

ture exports (1) followed by an analysis of the
factors behind moves to modify China’s overseas
expansion strategy (2). We will then consider the
likely future direction of China’s overseas expan-
sion strategy (3) and consider how Japan should
respond to changes in the strategy (4).

1. Implications of China’s One
Belt, One Road Strategy for
Japan—China’s Track Record
as an Infrastructure Exporter

Japan has multiple perspectives on the One
Belt, One Road strategy, which is backed by
China’s immense financial resources. While eco-
nomic development in One Belt, One Road coun-
tries will benefit both the global economy and the
Japanese economy, there is also deep-rooted con-
cern that these countries are being brought into
China’s sphere of influence as a result of expand-
ing economic relationships. This situation is sym-
bolized by the fact that ASEAN countries have
been unable to take a united stand against China’s
construction of artificial islands in the South Chi-
na Sea due to opposition from countries that are
strongly influenced by China, such as Cambodia,
and by the way in which more and more coun-
tries, including Indonesia and the Philippines, are
seeking aid in ways that fan competition between
Japan and China.

The effect of the One Belt, One Road strategy
on the competitive relationship between Japan and
China has been clearly manifested in competition
to win orders for high-speed rail system projects
in Southeast Asia. Southeast Asia is the most im-
portant market for Japanese infrastructure export.
High-speed rail systems can be seen as the show-
case products in this market. China cannot afford
to fall behind Japan in this area, since the develop-
ment of high-speed rail systems across Southeast
Asia through its own efforts would demonstrate
at home and internationally that China is making
steady progress with its One Belt, One Road strat-
egy. Wins and losses in this competition for orders
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are extremely visible and are the focus of intense
interest, not only in Japan and China, but also in-
ternationally.

In Japan, there is little awareness of China’s
achievements in the area of infrastructure exports,
and China is seen as a newcomer that has sud-
denly emerged into the market. Like Japan, how-
ever, China has a national policy of promoting
infrastructure exports, and its track record already
surpasses Japan’s. We will begin by analyzing the
development of China’s infrastructure exports.

The Chinese government is focusing on the
export of infrastructure in three areas: railroads,
nuclear power, and production facilities for con-
struction materials and other items”. While it is
difficult to evaluate progress made on the export
of production facilities because of the diversity of
this field, China’s achievements as an exporter of
rail systems and nuclear power facilities are more
obvious. Fig. 1 summarizes the China’s overall
achievements in the area of rail system exports,
including conventional railroads. (See Appendix

Fig. 1 Chinese Railroad Projects

for details.) China is aggressively working to de-
velop rail infrastructure, especially in One Belt,
One Road countries. The fact that many of these
projects are financed by policy financial institu-
tions, such as the Export-Import Bank of China
and the China Development Bank, can be seen as
evidence that this geographical expansion has the
full backing of the Chinese government.

There are plans to construct high-speed rail sys-
tems (systems with a maximum speed of at least
250 kilometers per hour) in Turkey, Hungary-
Serbia, Russia, Indonesia and Thailand. The sys-
tem in Turkey was completed in July 2014 and is
already in operation. The biggest project, with a
total budget of $242 billion, will result in the con-
struction of a high-speed rail system connecting
Moscow and Beijing. A Chinese company signed
a contract to build the Moscow-Kazan section of
this railway in July 2015. Significantly, China has
already won contracts for two projects—albeit not
for high-speed rail systems, in Malaysia, where
Japan is expected to compete in bidding for high-

Mﬁla‘ysw
[

IndoneS|a‘

*1
;\

I High-speed railroads | | General railroads
(including conventional railroads and electrification/restoration projects)

Source: Compiled by JRI using Ker [2017] and media reports
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speed rail projects.

A well-known example of Japan’s success as
an exporter of high-speed rail systems is a system
connecting Taipei and Kaohsiung, Taiwan, which
has been in operation since March 2007. In Au-
gust 2016, a memorandum of understanding was
signed with the government of Thailand concern-
ing the use of Japanese shinkansen technology
on a high-speed rail link between Bangkok and
Chiang Mai. Japan has continued to expand its
track record in this area. Another success came in
December 2016, when India agreed to adopt the
shinkansen system for a high-speed rail system
between Mumbai and Ahmedabad. However, Ja-
pan has specialized in high-speed rail systems in
its rail infrastructure exports, and its markets are
limited to Southeast Asia and India. As a result,
Japan has lagged behind China in terms of total
rail system exports".

The gap between Japan and China is more pro-
nounced in the area of nuclear power infrastruc-
ture exports. China is already operating nuclear
plants in Pakistan, Turkey, Argentina and Roma-
nia, and in September 2016 formal approval was
given for construction to start on a plant in the
United Kingdom. There have also been reports
that China 1s planning to build nuclear power
plants in Saudi Arabia, Jordan, Kenya, South Af-
rica and Algeria“”. In contrast, while Japan won
orders in the United Kingdom and Turkey, there
have also been setbacks, such as the cancellation
of a project in Vietnam due to fiscal problems. In
addition, the outlook for projects in Bulgaria and
India is uncertain due to the financial crisis affect-
ing Toshiba, which is one of Japan’s leading ex-
porters of nuclear infrastructure.

Competition between Japan and China is espe-
cially intense in the area of high-speed rail sys-
tems. Compared with other areas of infrastructure
exports, China has a particularly strong commit-
ment to exports of high-speed rail systems. Ac-
cording to an opinion poll conducted and reported
by the China Youth Daily in 2014, the percent-
age of people who support aggressive exporting
of high-speed rail systems is extremely high at
86.7%" . Reasons given by survey participants in-
cluded the contribution of these exports to the en-

hancement of China’s international image. Other
thought that high-speed rail exports would enable
China to move away from the low-value added
processing trade toward exporting of advanced
technology and services. China’s involvement in
high-speed rail system exporting is an excellent
way to demonstrate at home and abroad that Chi-
nese technology is now world-class, and that the
Chinese economy has entered a new stage of de-
velopment. China’s efforts in this area have been

characterized as “high-speed rail diplomacy”.

Reinforcement of China’s links with One Belt,
One Road countries is likely to be the main focus
for China’s “high-speed rail diplomacy” in the fu-
ture. The idea of linking China and its neighbors
with high-speed rail systems was first proposed in
2009 and thus predates the One Belt, One Road
strategy. The concept encompasses three routes:
an Asia-Europe high-speed rail link from Bei-
jing across Russia to Europe, a Central Asia high-
speed rail link from Chongqing via Xi’an and
Urumgi to Central Asian countries and Iran, and
thence to Europe, and the Pan-Asia Railway Net-
work, which would link Kunming to Singapore
via the Indochinese Peninsula®®. Orders for work
on the Pan-Asia Railway Network are likely to be
the focus of intense competition between Japan

and China (Fig. 2).

Fig. 2 China’s Pan-Asia Railway
Network Plan

Singapore

Source: Compiled by JRI from Fan ya tielu xianlu tu August
11, 2014 [Trans-Asian Railway Network Map]
(https://www.huoche.net/gaotie_8137/)
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China’s exports to ASEAN in 2016 were worth
at $264.3 billion, which is the third highest total
after the United States and the EU. This figure
reflects high growth averaging +9.2% over the
past five years. With the pan-Asian high-speed
rail projects, China aims to boost economic per-
formance in inland regions, such as Yunnan Prov-
ince, by using the Pan-Asia Railway Network to
harness the vitality of ASEAN countries. China
also sees the Pan-Asia Railway Network scheme
as a way to shift toward high-added value export-
ing while expanding the use of its high-speed rail
standard. High-speed rail system exports are also
expected to bring China closer to the realization
of the “China Dream” through the “great revival
of the Chinese people”, as advocated by President

Xi Jinping"”.

2. Growing Pressure to Revise
the “Go Global” Strategy

While Chinese exports of infrastructure, includ-
ing high-speed rail systems, are expanding, there
is also growing pressure within China to revise
the strategy because of the high failure rate among
Chinese companies that expand into overseas mar-

kets. In this section, we will look back at failures
relating to overseas direct investment, M&A, and
infrastructure exports. In China, these failures are
attributed to the emergence of unforeseen risks,
but China’s unique government-led approach to
overseas expansion is also seen as a problem.

(1) Failures Driving Increased Pres-
sure for Change

While some in China believe that foreign di-
rect investment has entered a golden age®™, others
emphasize the need for a review of the overseas
investment strategy, based on a dispassionate
analysis of China’s record. One reason for this is
the failure of resource development projects. Ac-
cording to some media sources, many companies
have suffered setbacks after expanding into over-
seas markets during the resource development in-
vestment boom that began in the latter half of the
2000s, which is known in China as the “mining fe-
ver.” The failure rate is believed to be over 95%".
An analysis of typical failure cases reveals that
many related to investment in mineral resources,
such as iron ore, in Australia (Table 1). However,
the definition of “failure” is broad and includes
cases in which Chinese acquisition proposals were

Table 1 Notable Resource Development Failures

No. | Company L;]ev:ftment Amount Invested | Host Country | Field Reason for Failure
1 | CITIC Group 2006 US$3,320 mil. Australia Iron ore Profltablllty impaired due to additional
investment
2 | Ansteel Group 2006 A$1,980 mil. Australia Magnetite _Pro;ect value reduced due to additional
investment
3 | China Steel Group 2008 A$1,386 mil. Australia Iron ore Major delays dua to temporary
shutdown
4 Metallurglcal ' 2009 A$400 mil. Australia Iron ore Suspe_zndgd, referred to arbitration
Corporation of China court in Singapore
5 | Chinalco 2009 US$19,500 mil. | Australia Aluminum Decision by Rio Tinto to withdraw from
capital tie-up
6 | Zijin Mining 2010 A$550 mil. Australia (Acquisition of Agreement cancelled
resource company)
7 |Mvc 2011 ©$6,300 mil. Australia, (Acquisition of steel | Opposition from the Australian
Canada company) government
8 | Chalco 2012 US$920 mil. Mongolia (Acquisition of coal Abandonment of acquisition
company)

Source: Compiled by JRI from Zhongguo haiwai mai kuang shibailu huo gaoda 95% beihou quan shi xue he lei 20 August, 2016 [Blood
and Tears Behind China’s 95% Failure Rate for Overseas Mining] (http://news.hexun.com/2016-08-20/185618351.html), and

media reports
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rejected, and projects that were announced but did
not reach the contract completion stage.

Overseas direct investment failures have also
been blamed on an overly simplistic approach to
M&A activities. In 2017, some experts have made
pessimistic predictions that over 90% of overseas
M&A projects will fail'”. Since even Japanese
companies have an M&A success of only 30%"",
the Chinese failure rate should not be seen as ex-
tremely high. However, many companies have
learned expensive lessons due to their lack of ex-
perience. A series of major acquisitions in 2016
doubled the amount spent on M&A projects from
$54.4 billion in the previous year to $107.2 billion
(Table 2). However, even though M&A activi-
ties have helped to drive overseas direct invest-
ment, some have expressed doubt about whether
the returns will be commensurate with the invest-
ments''”.

There is also increasing evidence of setbacks

affecting infrastructure exports, which were previ-

ously expanding steadily. In Myanmar, construc-
tion of a major dam as part of a hydroelectric
power scheme was cancelled September 2011
following the transition to civilian government.
When Aung San Suu Kyi, Myanmar’s State Coun-
sellor and Minister of Foreign Affairs, visited
China in August 2016, President Xi Jinping asked
her to reinstate the project, but there have been
no tangible developments. In Sri Lanka, which is
positioned under the One Belt, One Road strategy
as the crossroads for the Indian Ocean, a change
of government was followed in March 2015 by
the withdrawal of approval for a port development
project in Colombo. The project was resumed in
March 2016, but this situation led to growing re-
sentment and calls for compensation in China.
Other problems include the postponement of a
deepwater port construction project in Bangladesh
in February 2016, and withdrawal from an urban
development project in Egypt in April 2017.

The government’s emphasis on “high-speed rail

Table 2 Ten Large M&A (Publically Announced) by Chinese Companies in Europe

and the U.S. in 2016
Chinese Company Company Targeted for Acquisition Country Purchase Price
China National Chemical Corporation Syngenta (major agri-bio company) Switzerland | $43 bil.
Tencent Supercell Games (major game company) Finland $7.4 bil.
Midea Group Major industrial robot manufacturer Germany €%$3.15 bil.
Daily-Tech Beijing Co., Ltd Global Switch (major data center company) U.K. €2.8 bil.
(Eéil.j‘lrgd.{languang Asset Management RF power division of NXP (major semiconductor company) Netherlands | $2.75 bil.
HNA Group Aircraft leasing business of CIT Group (major U.S. financial firm) | Ireland €2.3 bil.
CTRIP Skyscanner (flight search company) U.K. €1.7 bil.
HNA Group Gategroup (airline catering company) Switzerland | $1.4 bil.
Beijing Enterprises Group EEW (Germany’s biggest waste energy company) Germany €1.44 bil.
Shandong Ruyi Group, SMCP (apparel) France €1.3 bil.
Bohai Capital Holding Company Aircraft leasing business of CIT Group (major U.S. financial firm) | U.S. A. $10 bil.
HNA Group Hotels operated by Carslon Hospitality US. A. $6.5 bil.
Tianjin Tianhai Investment Co., Ltd. Ingram Micro (major distributor of IT equipment and software) US. A. $6.0 bil.
Chinese investment consortium
(including Bohai Capital Holding Caesars Entertainment (casino-hotel chain) US. A. $4.4 bil.
Company)
Zhuhai Wanlida Electric Co., Ltd. Lexmark (major printer manufacturer) U.S.A. $3.9 bil.
Dalian Wanda Group Legendary Entertainment (movie production company) U.S.A. $3.5 bil.
Zoomlion Heavy Industries Terex (crane manufacturer) US. A. $3.0 bil.
China Zhongwang Holdings Ltd. Aleris (major rolled aluminum manufacturer) US. A. $2.3 bil.
Weichai Power Co., Ltd. eD(iT;tTi]Zr(]T;ajor manufacturer of logistics and material handling US. A, $2.1 bil.
China Life Insurance Company ms;esltsmogw?igﬁiasr:i;)rwow Capital Group (real estate US. A. $2.0 bil.

Source: Compiled by JRI based on 2016 Zhongguo duiwai zhijie touzi yu 1700 yi meiyuan yuji 2017 haiwai binggou huo jiang fang
huan [China’s outbound direct investment for 2016 tops $170bn, overseas M&As to slow down in 2017], ChinaGoAbroad (http://
www.chinagoabroad.com/zh/article22555, accessed May 25, 2017)

RIM Pacific Business and Industries Vol. XVII, 2017 No. 65

7



diplomacy” also continues to create unexpected
situations. In Mexico, growing criticism about the
transparency and legality of the process leading
to the award of a high-speed rail system contract
to China culminated in an unprecedented decision
to repeat the tender process at the end of 2014. In
Thailand, there was a disagreement over the in-
terest rate on a loan to be provided by China for
a high-speed rail system linking Bangkok with
Nakhon Ratchasima in northeast Thailand. In Oc-
tober 2016, the Thai government decided to turn
down the Chinese loan and allow China to pro-
vide just the technology for the rail system. In the
United States, a situation developed that forced
the dissolution of a joint venture established to bid
for high-speed rail system contracts in June 2016.
The outlook for a high-speed rail system project
in Hungary-Serbia became increasingly uncertain
after the European Commission decided in Febru-
ary 2017 to conduct another investigation to deter-
mine whether project was in violation of EU law.

(2) Risks for Chinese Companies

After these unexpected setbacks for its “Go
Global” strategy, some Chinese specialists be-
gan to carry out analyses to identify the causes of
the failures. One of these analyses examined 56
cases of failed overseas direct investment proj-
ects, excluding financial projects, between 2000
and 2011. The aim was to identify the risks that
had arisen, and to ascertain whether these risks
had caused projects to fail (Chen [2015]). There
were not many general commercial risks. The
most prevalent risk factor in other risk categories
was political risk, which accounted for 51.8%
overall (Fig. 3). Political risk can be divided into
wars and civil conflicts, of which there were 20
cases, and regime changes, of which there were
nine. Libya can be seen as a typical example of a
country affected by war and civil conflict. During
the long years of dictatorship under the Gaddafi
regime, Chinese companies are believed to have
undertaken around 50 construction projects worth
$18.8 billion"” in exchange for securing oil inter-
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Fig. 3 Risks for Chinese Companies
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Source: Compiled from Chen [2015]

ests. When the regime collapsed, the companies
concerned suffered huge losses.

Greece is an example of a country affected by
regime change. As part of its fiscal reconstruction
efforts, the Greek government decided to sell the
operating rights for the Port of Piraeus, Greece’s
largest port, to the China Ocean Shipping (Group)
Company (COSCO) for 35 years. However, the
new Prime Minster, Alexis Tsipras, who won pow-
er on an anti-austerity platform, announced that he
would freeze this privatization plan. Although the
operating rights were sold to COSCO, it was the
Chinese government that was made to look fool-
ish as a result of the change of government. Other
countries in which regime changes have been fol-
lowed by moves to change agreements or con-
tracts concluded with China by previous govern-
ments include Myanmar, Thailand and Sri Lanka.

The next most important risk category after po-
litical risks is legal risks, of which there are two
types: government screening, and inadequate legal
systems. The Chinese specialist’s analysis iden-
tified seven situations involving the former, and
two relating to the latter. Governments screen-
ing means whether or not allow acquisitions from
the perspectives of antitrust laws and security. In
a significant number of cases, government deci-
sions can result in the nullification of agreements
between parties. Vetting by the Committee on
Foreign Investment in the United States (CFIUS)
has become a trial by fire for Chinese companies.



Based on wide-ranging reviews, CIFIUS advises
the President on the pros and cons of acquisitions
in the manufacturing, financial, IT, mining, con-
struction, public service, wholesaling and retail-
ing, and transportation sectors. CFIUS does not
look just at Chinese acquisitions. Of the 358 cases
examined between 2012 and 2014, China account-
ed for 68, the United Kingdom for 45, and Canada
for 40 (CFIUS [2015]). There is a growing sense
of unease toward China. For example, in its an-
nual report to the Congress published in Novem-
ber 2016, the U.S.-China Economic and Security
Review Commission (USCC) recommended that
the authority of CFIUS to prevent acquisitions by
Chinese companies should be strengthened (USCC
[2016]).

Inadequate legal systems can have an adverse
effect on projects due to deficiencies or changes in
the laws of countries targeted for investment. Spe-
cific examples of this include a coal development
project in Mongolia that was brought to a halt due
to the tightening of capital regulations resulting
from a rise of resource nationalism"®, and a fine
imposed following the violation of environmental
protection laws at a shopping center construction
project in Mexico.

The third most common type of risk faced by
Chinese companies is business environment risks.
These include unexpected costs, and opposition
from local residents. The analysis identified one
case involving the former and two involving the
latter. One case in which an unexpected cost was
incurred was an investment in an iron ore develop-
ment project in Western Australia by CITIC Group
Corporation Ltd., a major state-owned conglomer-
ate. Railroad and harbor development costs rose
to $10 billion, far exceeding the original plan"”.
The project’s profitability was further eroded by a
decline in resource prices. CITIC announced that
it would record an impairment loss of up to $1
billion in its financial results for the year ended
December 31, 2016"%. Cumulative impairment
losses on this project are expected to reach $4 bil-
lion"”.

An example of a project affected by opposition
from local residents is a copper ore development
project in Myanmar. The project is a joint initia-

tive by Wanbao Mining, an affiliate of the ma-
jor armaments company China North Industries
Group Corp. (Norinco), and the Burmese army. It
has been halted numerous times due to persistent
opposition from local residents angered by envi-
ronmental damage, as well as a lack of transparen-
cy in the process that led to the agreement before
Myanmar’s transition to civilian government"?.
Similar opposition movements, albeit on a differ-
ent scale, have affected projects in other countries,
including a power plant construction project in
Bangladesh"”, and a port leasing deal in Sri Lan-
ka®”.

(3) Exploring the Causes of Failure:
Strengths and Weaknesses of the
Government-Led Approach

Many of the risks faced by Chinese companies
are not necessarily unique to companies from
China. In recent times, many Japanese trading
companies involved in copper mining and LNG
development projects have also recorded extraor-
dinary losses due to the impact of falling resource
prices””. Projects have also been delayed by
growing concern about environmental pollution,
even though the incidence of such problems is far
lower than in the past®”. If there is an issue that is
specific to Chinese companies, it must be China’s
unique government-led approach to investment.

The first problem resulting from China’s gov-
ernment-led approach is a tendency to assess
risks too optimistically due to the close linkage
between the government and companies. Major
infrastructure projects undertaken by China are
often the result of government initiatives. The
Japanese government also supports companies in
the name of “public-private cooperation,” with
the prime minister and cabinet members acting as
top salesmen. Other support includes ODA and
OOF loans through the Japan International Coop-
eration Agency (JICA), and finance through the
Japan Bank for International Cooperation (JBIC).
However, only indirect support is provided, proj-
ect entities are always private companies. In con-
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trast, the Chinese government’s relationships
with companies are so close that they can better
be described as “public-private unity” rather than
“public-private cooperation.” The resulting ability
to tolerate far higher levels of risk is an advantage
for China, but because companies are dependent
on the government and lack autonomy, overly op-
timistic risk assessments can be a problem.

This problem commonly affects state-owned
enterprises and government-controlled state-
owned holding companies. These companies can
obtain loans from the China Development Bank or
the Export-Import Bank of China for initiatives in
areas that the government considers strategically
important. State-owned enterprises can easily ob-
tain banks loans even for activities in fields that
are not considered to be strategically significant.
Moreover, even if a project does not go accord-
ing to plan, managers are unlikely to be held ac-
countable for their overly optimistic projections
in the case of government-led projects. This lack
of accountability for poor business performance is
a common issue for state-owned enterprises, and
the failure of overseas projects can be seen noth-
ing more than a manifestation of corporate gov-
ernance problems in the area of overseas direct
investment.

A second problem is increasing wariness to-
wards China. As demonstrated by strong opposi-
tion to aggressive acquisitions in the United States
by Japanese companies during bubble era, the rap-
id expansion of investment inevitably heightens
unease in the countries concerned. In the United
States, the CFIUS has become a major barrier for
Chinese companies. A growing number of U.S.
companies are now refusing to negotiate with
Chinese companies for this reason. For example,
when Tsinghua Unigroup, a major Chinese semi-
conductor design company, sought to acquire U.S.
semiconductor giant Micron Technology in Feb-
ruary 2016, the U.S. company is believed to have
rejected the offer because of the high probability
of a CFIUS investigation (USCC [2016]).

There have also been changes in Europe, which
has previously maintained a good relationship
with China. In February 2017, the European Com-
mission decided to investigate whether the bid-
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ding rules and financial soundness of a Hungary-
Serbia high-speed rail construction contract won
by a Chinese company were compliant with EU
law"”. This decision has triggered shockwaves
in China, and there is concern that it will hinder
progress on the One Belt, One Road strategy?.
China’s unease has been further heightened by
differences in the levels of friendship manifested
in EU members’ policies toward China according
to differences in the benefits that are likely to be
gained by each through the realization of the One
Belt, One Road strategy. Another factor that is
raising China’s anxiety level is the emergence of a
tendency to view initiatives in Europe by Chinese
companies with suspicion, in part because of fears
that EU investment rules may be distorted*”.

Even in Asia, where stronger relationships
with China have been welcomed, there have been
moves in some countries to correct excessive re-
liance on China. One such country is Sri Lanka.
China established a “honeymoon” relationship
with Sri Lanka after becoming its largest aid do-
nor. However, Sri Lanka’s fiscal position has come
under pressure due to the massive amount of loans
provided, and a change in government in 2015 has
been followed by moves to reassess the relation-
ship with China. A particularly serious issue for
Sri Lanka is expenditure of $1 billion dollars on
the construction of Hambantota Port. The port is
barely used, and the interest on the resulting debt
is extremely high at 6%. This situation has height-
ened government-level and public distrust toward
China in Sir Lanka®”.

A state of paralysis caused by snowballing debt
to China is known as the “China Debt Trap”®”.
Because the lending criteria for Chinese loans are
less rigorous than those applied by international
financial institutions, such as the World Bank and
the Asian Development Bank, they are often wel-
comed by the governments of recipient countries.
However, repeated borrowing without reference
to the profitability and dept servicing capacity of
projects can leave a country with nothing but a
heavy debt burden. In Asia, Sri Lanka and Cam-
bodia have both fallen into the China Debt Trap,
and other countries are expected to face similar
problems in the future. From China’s point of



view, this approach has the benefit of increasing
the number of countries in which it can exert its
influence, but there is also the risk that of increas-
ing wariness toward China and even anti-Chinese
sentiment in the countries affected.

A third problem linked to China’s government-
led approach is a conspicuous tendency toward
ad-hoc solutions, in part because of the short pe-
riod since the “Go Global” strategy was adopted.
This issue is especially obvious in relation to
lending criteria. For example, China won the con-
tract to build a high-speed rail system in Indone-
sia by offering to provide finance without seeking
a guarantee from the Indonesian government. In
exchange for this extraordinary concession, the
Chinese company involved would be allowed to
develop real estate along the line. While this ap-
proach enabled China to win the contract, there is
a strong likelihood that it will hinder similar proj-
ects in the future.

In Thailand, negotiations over a plan to develop
a high-speed rail system stalled after the Thai gov-
ernment angrily rejected the Chinese offer due to
the 2.5% interest rate on the loan, as well as the
high overall cost of the project®®. One reason for
the strong stance taken by the Thai government is
the favorable terms that China offered to Indone-
sia. Thailand did not ask for the same government
guarantee waiver as Indonesia, but it did demand
that the interest rate should be reduced to 2.0%, as
in China’s offer to Indonesia. While China eventu-
ally acceded to this request, the negotiations were
difficult, and ultimately Thailand decided to reject
the loan and accept just the technology. The pro-
cess created a major rift between the two coun-
tries.

Unlike Japanese ODA loans and loans from
international development financial institutions,
the interest rates of Chinese loans are not deter-
mined according to the income level of the recipi-
ent country or the sector in which the loan will
be used. This means that the interest rate can be
lowered through negotiation. On the surface this
might seem to give China an advantage, but in re-
ality loan conditions tend to be leaked because of
the intense media scrutiny attracted by large-scale
projects. This is a disadvantage for China, since it

becomes unable to reach agreement with recipient
countries unless it always offers the best possible
conditions. In the case of high-speed rail system
projects, because it is possible to compare con-
struction costs on a per-kilometer basis, China has
to make proposals that take into account not only
the bids of competitors, but also contracts that it
has won in the past. This is a problem for China,
since it is unable to improve rates of return on its
projects.

3. The “Go Global” Strategy from
a Business Perspective

The “Go Global” strategy was expected to ac-
celerate the globalization of Chinese companies
while also contributing to China’s economic
growth. However, there is no evidence of this vir-
tuous cycle at present. Chinese companies that are
actively expanding overseas have a high percent-
age of assets that are not contributing to sales,
indicating that business globalization has not pro-
gressed in step with the expansion of foreign di-
rect investment. There have also been changes in
the business environment, creating a situation in
which the revision of the “Go Global” strategy is
unavoidable.

(1) Overseas Assets Fail to Increase
Sales

Is the “Go Global” strategy having a positive
influence on companies? In international balance
of payment statistics, investment income is di-
vided into (D direct investments, (2) securities in-
vestments, and (3 other investments, while foreign
assets can be divided into (D direct investments,
(2 securities investments, 3 financial derivatives,
@ other investments, and &) foreign currency re-
serves. Because China does not publish a break-
down of investment income, the rate of return on
foreign direct investment is unknown. According
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to the 2015 Report on the Sustainable Develop-
ment of Chinese Enterprises Overseas, which was
compiled under the leadership of China’s State
Council and Ministry of Commerce, Chinese com-
panies that operate overseas are performing well,
with only 24% recording losses (Fig. 4). However,
there are also reports that over 90% of the 20,000
Chinese companies operating overseas have re-
corded losses™, and we cannot be sure which of
these estimates is correct.

In the past the Chinese media reported major
losses on individual projects, such as the 340 mil-
lion yuan loss incurred by the Aluminum Corpora-
tion of China on a bauxite mine project in Austra-
lia (July 2011), a 4,150 million yuan loss recorded
by China Railway Construction Corporation on
subway construction project in Saudi Arabia (June
2011), and the China Railway Group’s $450 mil-
lion loss on a highway construction project in Po-
land (September 2009). Recently the number of
reports concerning major losses has fallen dramat-
ically because of cases in which these situations
have turned into corruption scandals”.

To clarify this question, we will look at the ef-
fect of overseas expansion on companies by com-
paring sales per unit of domestic and overseas as-
sets. Since 2011, the China Enterprise Confedera-

Fig. 4 Financial Positions of
Companies Operating Overseas
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Source: Compiled by JRI, using Research Center of the
State-owned Assets Supervision and Administra-
tion Commission of the State Council, Chinese
Academy of International Trade and Economic
Cooperation, United Nations Development Pro-
gramme China [2016]
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tion and China Enterprise Directors Association
(CEC/CEDA) have jointly published a report on
the activities of 100 Chinese transnationals. This
report, which is similar to research produced by
the United Nations Conference on Trade and De-
velopment (UNCTAD), provides data on the over-
seas operating revenues and workforces of 100
companies (excluding financial companies) with
substantial overseas assets. The data show that the
asset-sales ratio, which is calculated by dividing
overseas operating revenues by overseas assets,
has been falling intermittently since 2002 (Fig. 5).
Since this ratio is lower than the all-industry aver-
age, we can conclude that overseas expansion has
resulted in the accumulation of non-performing
assets that are not contributing significantly to
sales. The fact that companies continue to expand
overseas despite this indicates that their domestic
asset-sales ratios are extremely low.

(2) Globalization Still in the Initial
Phase

The globalization of Chinese companies has not
matched the growth of direct overseas investment.

Fig. 5 Ratio of Overseas/Domestic
Sales to Total Assets for

Transnationals
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Source: Compiled by JRI from local media reports



The transnationality index (TNI) of China’s top
100 transnational companies is calculated based
on the ratios of foreign assets, foreign operating
revenues, and foreign employment to total assets,
total revenues, and total employment. Since the
index rises in proportion to the overseas contribu-
tions in each category, it is an indicator of prog-
ress toward globalization. In 2015, the TNI index
stood at 14.4%, which is not significantly higher
than the 2011 index of 12.9% (Fig. 6).

The survey began in 2010, which is seen as the
initial phase of globalization for China’s top 100
transnational companies. The fact that the TNI
has not risen significantly since then suggests that
China is still at the initial stage of international-
ization. In fact, the TNI of Chinese companies is
not only lower than the global figure of 61.0%,
but also below the 36.2% average for developing
countries (Fig. 7). Although China has become
the second largest source of overseas investment
in the world, this does not necessarily mean that
Chinese companies are making progress toward
globalization.

One reason for this situation is the fact that do-
mestic markets are still the main focus for Chi-
nese companies. Although the Chinese economy
has slowed down, it is still achieving growth in

Fig. 6 Transnationality Index (TNI)
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Source: Compiled by JRI from local media reports

the 6% range, and China is now the second big-
gest economy in the world. The TNI is unlikely to
rise significantly in this environment. There is also
a statistical problem. Because Chinese companies
started to expand overseas quite recently, a TNI
based on the top 100 companies in terms of over-
seas assets will be pushed down by those at the
low end of the scale®”. In 2016, the index for the
bottom 10 companies was 16.0%, compared with
28.3% for the top 10.

However, there is also clear evidence that the
TNI is being held down by the characteristics of
overseas expansion by Chinese companies, in-
cluding the weighting toward resource develop-
ment, and the fact that companies are focused not
on global market development, but on the reliable
supply of resources to the Chinese market. China
National Petroleum Corporation (CNPC), China
Petroleum and Chemical Corp. (Sinopec) and Chi-
na National Offshore Oil Corporation (CNOOC),
known collectively as “China’s big three oil ma-
jors,” have consistently been the top three Chinese
companies in terms of overseas assets. In 2015,
resource development companies”” including the
big three oil majors accounted for 47.2% of the
overseas assets, 47.7% of the overseas operating

Fig. 7 Transnationality Index (TNI)
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[2016]
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revenue, and 30.8% of the overseas employees
of the top 100 companies. Although these figures
are lower than the 2010 levels of 62.0%, 59.4%
and 47.5% respectively, they are still indicative of
the fact that globalization has not spread widely
across Chinese industries and is driven mainly
by large state-owned enterprises, especially in re-
source-related areas.

While the percentage of overseas assets owned
by resource-related companies is also rising glob-
ally, the world ratio in 2016 was around one-half
of the Chinese figure at 24.2% (Fig. 8). At the
world level, globalization is being driven by a
wide range of industries, with the automobile in-
dustry ranked second behind mining, extraction
and oil. There are also signs of industrial metabo-
lism as manifested in the emergence of other in-
dustries, including computer and data processing
companies, such as Microsoft, as well as the elec-
tricity, gas, and water supply industries. There is
little evidence of these changes in China. The only
Chinese companies with TNIs exceeding 50% are
Zhejiang Geely Holding Group Co., Ltd. (65.4%),
which has Volvo Cars as a subsidiary, and Legend
Holdings Corporation (57.2%), which owns the
PC manufacturer Lenovo. China’s TNI is unlikely
to rise unless non-resource companies can make

inroads into the top 10. The changes needed to
make that happen include an increase in the num-
ber of Chinese manufacturers with globally sale-
able brands, and market expansion in emerging
countries by IT companies that have built a strong
presence in China.

(3) Increasingly Serious Limita-
tions

China has aggressively and consistently fol-
lowed its “Go Global” strategy until now, but the
strategy is now likely to be revised as a result of
changes in the business environment for Chinese
companies. One of those changes is the rapid in-
crease in the loan balances of government finan-
cial institutions. Chinese companies, especially
state-owned enterprises, frequently obtain loans
from the China Development Bank or the Export-
Import Bank of China to finance large-scale over-
seas projects. The growth of overseas direct in-
vestment and construction contracting has been
accompanied by a rapid increase in the loan bal-
ances of these banks, which by 2011 was higher

Fig. 8 Breakdown of Overseas Assets by Industry for 100 Multinational Companies
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than the World Bank’s loan balance ($257.7 bil-
lion) at $277.6 billion (Fig. 9).

How high are the non-performing loan (NPL)
ratios of the two Chinese banks? While the NPL
ratio of the China Development Bank was low
at 0.81% (total, including domestic loans) at the
end of 2015, this is double the 2011 figure of
0.4%. The NPL ratio for the Export-Import Bank
of China was relatively high at 1.8% as of the
end of June 2008”". The bank has not released its
NPL ratio since 2009, raising concerns that the ra-
tio may be rising. The reliability of Chinese NPL
ratios is always viewed with skepticism (Miura
[2017]). Policy financial institutions are no excep-
tion. In fact, given the high level of government
intervention, they tend to be burdened with more
high-risk assets than commercial banks. We can
logically assume that the expansion of overseas
direct investment has led to an increase in NPL ra-
tios.

For example, China has provided loans totaling
$60 billion to Venezuela, primarily through the
China Development Bank, with the aim of secur-
ing access to 0il””. However, Venezuela’s growth
rate has fallen spasmodically in step with the oil
price slump, and by 2015 the country was in cri-

Fig. 9 Loan Balances of the Export-
Import Bank of China and the
China Development Bank
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sis with a growth rate of minus 5 7%“®. In 2015,
China decided to provide additional finance of $5
billion to prevent Venezuela from defaulting on its
debts””. However, the Venezuelan economy slid
further into chaos in 2016, with its growth drop-
ping to minus 12.6%"", while the CPI rate of in-
crease climbed to 800%"”. Since 2015, concerns
have been raised about the risk that Venezuela
would default on its loans, and there is a strong
possibility that China’s loans to Venezuela will
become NPLs.

In January 2017, this situation led China’s fi-
nancial supervisory body, the China Banking Reg-
ulatory Commission, to direct banks, including
policy financial institutions, to tighten their risk
management for loans relating to overseas expan-
sion™. In response, the China Development Bank
and the Export-Import Bank of China both estab-
lished country-specific credit limits and indicated
that they would adopt policies designed to prevent
concentrated lending™”. In May 2017, the gover-
nor of the People's Bank of China, Zhou Xiaoch-
uan, commented that lending for government-led
overseas development projects could easily result
in moral hazards because of low interest rates and
easy access'*”. This statement was probably in-
tended as a reminder not to use the One Belt, One
Road strategy as an excuse for irresponsible in-
creases in lending.

Another issue symbolizing changes in the busi-
ness environment is the decline in China’s for-
eign currency reserves. China’s foreign currency
reserves were growing steadily until the summer
of 2014, when they began to dwindle because of
foreign exchange interventions and asset valuation
losses. By January 2017 they were below $3 tril-
lion dollars (Fig. 10). Foreign currency reserves
have remained largely static since February due
to the tightening restrictions on capital outflows,
and a change to the method used to calculate the
renminbi reference value used when trading the
Chinese unit against the dollar. However, the de-
cline in China’s foreign currency reserves is liable
to have a significant impact on overseas direct in-
vestment by business corporations.

For example, the People’s Bank of China has
questioned the need for overseas direct investment
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Fig. 10 Foreign Currency Reserves
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that is has nothing to do with industrial policy
goals, such as the advancement of manufactur-
ing. Pan Gongsheng, Administrator of the State
Administration of Foreign Exchange (SAFE), ex-
pressed strong misgivings about the acquisition
of European and American soccer clubs, of which
eight were bought in 2016 alone, saying that the
deals would further increase the already high debt
levels“”. While SAFE has actively supported the
One Belt, One Road strategy, it has also stated
that the overseas M&A needs to yield returns that
are better than one plus one equals two*. Acqui-
sitions that do not reflect industrial policy, such as
soccer clubs, real estate, and hotels, are likely to
be postponed.

4. Risk Awareness Reflected in
Caution about the Future of
the “Go Global” Strategy

Direct overseas investment (excluding financial
investment) in the first five months of 2017 was
53% below the level in the same period in 2016
at $34.6 billion. This reflects a reactionary down-
swing following a series of major M&A deals in
the previous year. Direct overseas investment for
the whole of 2017 is expected to fall below the
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previous year’s level because of environmental
changes, including a growing tendency to reas-
sess overseas investment strategies, and a decline
in foreign currency reserves. Is this trend likely to
continue in the future? In this section, we will at-
tempt to forecast the future of China’s “Go Glob-
al” strategy based on the preceding analysis.

The first symptom of change in the future direc-
tion of investment is a decline in direct investment
in the United States. After President Xi Jinping’s
visit to the United States, China and the United
States began to hold talks concerning the reduc-
tion of China’s surplus in trade with the United
States. Under the 100-day plan announced in May
2017, China was supposed to resume imports of
American beef and ease restrictions in the finan-
cial sector™. Trade negotiations between two
countries are moving forward more smoothly than
initially expected, with China making concessions
toward the United States, including an announce-
ment by the Chinese Ministry of Commerce in
May that China would increase imports of soy-
beans, raw cotton, aircraft, and integrated circuits
(Ministry of Commerce [2017]). However, in-
creased imports of beef and aircraft by China will
not dramatically reduce its trade surplus with the
United States. Furthermore, American industry is
deeply dissatisfied with the Chinese government’s
position on excessive production and the protec-
tion of intellectual property, and we need to be
aware that it will be very difficult to eliminate the
triggers for friction.

Chinese direct investment in the United States
is likely to be curbed because the risk of height-
ened anger against China is acquisitions of Ameri-
can companies accelerate in this context. As noted
earlier, there is growing alarm in the United States
about Chinese investment, leading to calls for the
powers of the CFIUS to be strengthened. This
situation could impact on the activities of Chinese
companies in the United States. A joint venture
established with the aim of winning the contract
to build a high-speed rail link between Los Ange-
les and Las Vegas was liquidated in June 2016,
and in February 2017, the USCC raised doubts
about the safety and quality of Chinese high-speed
systems, stating that China’s ability to build HSR



lines overseas had yet to be fully tested, and that
its experience with passenger rail at home raised
questions about safety and quality standards (Mi-
chelle Ker [2017]). It would not be in China’s in-
terests to heighten the sense of alarm in the United
States even more.

There are emerging signs that this change is
causing China to move closer to Germany. Dur-
ing Premier Li Keqiang’s visit to Germany in June
2017, it was announced that there would be in-
creased collaboration between major companies
from the two countries, including a plan for the
Chinese Internet search giant Baidu to work with
German automotive parts manufacturer Bosch on
driverless vehicles. This can be seen as the result
of an alignment of interests between Chinese com-
panies, which need the help of German compa-
nies to strengthen their industrial competitiveness,
and Germany companies, which are eager to use
China’s trade friction with the United States as an
opportunity to expand their inroads into Chinese
markets. China may also see a closer relationship
with Germany as a way to assuage Europe’s sense
of unease toward China. Unlike Japan and the
United States, China has no insoluble issues with
Germany, and there is a strong magnetism pulling
the two countries together.

A second symptom of change is a growing
trend toward the avoidance of risk, specifically
political risk and resource development risk. The
factor that has brought these two risks the fore
and heightened risk awareness in China is the
situation in Venezuela, as discussed earlier in this
article. Venezuela’s slide from economic turmoil
into political turmoil due to the oil price slump
has highlighted the problems of government-led
overseas expansion. China decided to provide ad-
ditional loans to prop up Venezuela’s Maduro ad-
ministration, which inherited a pro-Chinese stance
from the previous administration. Far from mov-
ing toward stability, however, Venezuela’s eco-
nomic turmoil has worsened. There is now a risk
of debt defaults, and an increasing possibility that
a change of government could result in a review
of the pro-Chinese stance. China has been pushed
into a situation in which it can move neither for-
ward nor backward with policy toward Venezuela.

We have already seen how excessive borrow-
ing from China can result in a state of paralysis
known as the “China debt trap.” The situation in
Venezuela shows that China itself is at risk of pa-
ralysis through its role as lender. In China, this has
been reflected in a growing trend toward a more
reasoned assessment of country risk. The Chinese
Academy of Social Sciences, which acts as the
government’s think tank, has published country
risk ratings for Chinese overseas investment. Key
countries are assessed for risk according to ba-
sic economic conditions, debt servicing capacity,
social stability, political stability, and economic
relations with China (Table 3). If the government
intends to capitalize on past failures, it will proba-
bly reduce direct investment and construction con-
tracting in countries with ratings of BB or lower,
which are regarded as high-risk countries.

There is a strong possibility that debate over
country risk will intensify in China. Many of the
countries classed as “medium risk” by the Chi-
nese Academy of Social Sciences are regarded as
“high risk” outside of China. Table 3 also includes
country risk rankings by Euler Hermes, a major
European export insurance company. Many coun-
tries rated as medium-risk (BBB) by China have
been assigned high-risk (C or D) rankings by Eul-
er Hermes. Because China’s assessments include
a unique criterion: economic relations with China,
ratings of countries that are friendly toward China
tend to be more lenient. For example, Pakistan,
Laos, and Cambodia are all ranked higher than
Thailand. There is no guarantee that one of these
countries will not become another Venezuela.

The third symptom is the fact that progress on
the One Belt, One Road initiative is not measuring
up to the expectations of the Xi Jinping adminis-
tration, due to growing awareness of country risk.
At the Belt and Road Summit in May 2017, China
proclaimed that central government ministries,
Chinese financial institutions, and regional gov-
ernments were all working actively toward the re-
alization of the One Belt, One Road concept, and
that significant results were being achieved. How-
ever, there is no evidence that direct investment in
countries along the One Belt, One Road is provid-
ing impetus for the “Go Out” strategy. Based on
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Table 3 Country Risk (*Countries along the One Belt, One Road)

Academy Academy
of Social Euler Hermes (2016) of Social Euler Hermes (2016)
Rank | Country Sciences Rank | Country Sciences

2016 t’\gfr?]'um' Short-term 2016 t’\gf:;'um' Short-term
1 Germany AAA AA 1 30 | Turkey*® BBB C 3
2 | New Zealand AA AA 1 31 | South Africa BBB B 2
3 | Australia AA AA 1 32 | Turkmenistan* BBB D 4
4 United States AA AA 1 33 | Pakistan* BBB D 4
5 | Singapore® AA AA 2 34 |India BBB B 1
6 |Canada AA AA 1 35 |lIran* BBB D 4
7 | South Korea AA BB 1 36 | Mongolia* BBB D 4
8 |UK. AA AA 1 37 | Kenya BBB C 2
9 | Netherlands AA AA 1 38 | Thailand* BBB B 2
10 | France A AA 1 39 | SrilLanka* BBB (o} 3
11 | Japan A A 1 40 | Vietham* BBB (o} 3
12 | UAE* A BB 1 41 | Myanmar* BBB D 4
13 | lIsrael* A BB 1 42 | Zambia BBB (o} 3
14 | Hungary* A B 2 43 | Ethiopia BBB D 3
15 | ltaly A A 2 44 | Tajikistan* BB D 4
16 | Czechia* A BB 1 45 | Uzbekistan* BB D 4
17 | Rumania* A B 1 46 | Nigeria BB D 3
18 | Poland* A BB 1 47 | Bangladesh* BB D 3
19 | Malaysia* A BB 2 48 | Brazil BB (o} 3
20 |Saudi Arabia* BBB BB 1 49 | Argentina BB C 4
21 | Kazakhstan* BBB D 4 50 |Belarus* BB D 4
22 | Russia® BBB C 4 51 | Kyrgyzstan*® BB D 4
23 | Cambodia* BBB D 3 52 | Egypt* BB D 4
24 | Indonesia* BBB B 2 53 | South Sudan BB D 4
25 | Bulgaria* BBB B 2 54 | Angora BB D 3
26 |Laos* BBB D 4 55 | Ukraine* B D 4
27 | Philippines* BBB B 2 56 |lIrag* B D 4
28 | Mexico BBB BB 2 57 | Venezuela B D 4
29 | Greece* BBB C &

Notes: In descending order, the ratings applied by Academy of Social Sciences are AAA, AA, A, BBB, BB, and B. AAA and AA are
classed as low risk, A and BBB as medium risk, and BB and B as high risk. Euler Hermes uses six ranks: AA, A, BB, B, C, and D.
Short-term risk in each category is assessed as 1-4. AA1 is the highest rating and D4 the lowest.

Source: Compiled by JRI, using International Investment Division, Institute of World Economics and Politics, Chinese Academy of So-

cial Sciences [2017], and Euler Hermes Country Risk Rating, December 2016

statistics published by the Ministry of Commerce,
investment in One Belt, One Road countries ac-
counted for only 10.4% of total direct overseas
investment in 2015, indicating that there had been
little movement since 2012 (10.5%). The One
Belt, One Road strategy is seen as a mechanism
that will enable China to build a new world order,
but companies are not always acting in ways that
contribute to the realization of Xi Jinping’s ambi-
tions.

Country risk is generally high among One Belt,
One Road countries, especially those in Central
Asia. Many One Belt, One Road countries are
listed in Table 3, but only 19 of the 35 countries

have received ratings of C or higher from Euler
Hermes. This means that 16 countries have the
highest risk rating of D. Despite the importance
placed on the One Belt, One Road strategy by the
Xi Jinping administration, companies cannot sim-
ply move forward unless the government is pre-
pared to back up the strategy. This gap between
the ideal and the reality is also manifested in the
limited lending track record of the Asian Infra-
structure Investment Bank (AIIB), and in the high
percentage of co-financing deals with the World
Bank and the Asian Development Bank. The Xi
Jinping administration has reached a difficult
phase with its “Go Global” strategy. Should China
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move forward with the One Belt, One Road with-
out reference to the balance sheets of financial in-
stitutions or should it take switch to a safety first
approach in order to avoid a future fiscal burden?

Conclusions—Implications for Japan

We will conclude this article by considering
the implications of this new phase in China’s “Go
Global” strategy for Japanese infrastructure ex-
ports and Japanese policy toward China.

First, infrastructure exports will become a
source of competitiveness for Japan thanks to the
steady accumulation of a track record through
sustained efforts based on a long-term strategy.
There is a strong sense of alarm in Japan that Ja-
pan could be pushed into second place by China’s
emergence as an infrastructure exporter. In the
case of a high-speed railway project in Indonesia,
Japan was unable to match China’s offer to carry
out the project without seeking a government
guarantee for the debt. This is because China’s
readiness to take full responsibility for the finance
by not seeking a government guarantee constitutes
a departure from the basic principle of emphasis
on ownership and partnership, which is a basic
principle shared by Japan, the Organization for
Economic Cooperation and Development and in-
ternational financial institutions, such as the World
Bank.

It may seem unlikely that Japan can prevail in
the face of China’s willingness to offer flexible
terms. However, infrastructure projects require
many years to complete, and winning contracts is
not the same as achieving success. There is con-
cern about slow progress on the high-speed rail
projects in Indonesia, including a delay of over
one year from the commencement ceremony to
the start of work”. There also been strong criti-
cism of China in a string of reports in the Indone-
sian media about problems relating to the projects,
including a demand from the Chinese side for a
government guarantee'™, the China Development
Bank’s refusal to provide loans until problems af-
fecting the expropriation of land for the project
are resolved“”, and the need to recalculate the
cost of the project because Chinese companies

. . . . . 50
have no experience of anti-seismic COI]StI'LlCthIl( ).

Doubt has also been expressed about the appro-
priateness of the order price, which is double the
cost of a high-speed rail project undertaken by
China in Iran, even though the Indonesian railway
is shorter®".

Governments tend to be heavily involved in gi-
ant infrastructure projects, and an order placed
with Japan is no guarantee of smooth progress.
However, China’s tendency to give first priority to
winning contracts must be seen as one the reasons
for growing distrust toward China. For example,
the examination of China’s proposal by the Indo-
nesian government was delayed due to fact that
China submitted the documents in Chinese"”.
Japan should focus on building a track record by
ensuring that future projects are completed with-
out accidents by the promised date, and that the
resulting infrastructure can be operated safely.
There is demand for a wide range of infrastruc-
ture, including not only railroads, but also electric
power systems, water supply systems, and tele-
communications networks. The key to long-term
victory is to continue working steadily, rather than
alternating between happiness and gloom over
short-term competition for contracts.

Second, there is now scope for involvement in
the One Belt, One Road initiative and the AIIB.
Japan was unenthusiastic about the One Belt, One
Road initiative, which was launched to counter the
Asia “rebalance” strategy adopted by President
Obama. Like the United States, it has postponed
participation in the AIIB, which was established to
turn the One Belt, One Road initiative into reality,
because of a lack of transparency about whether it
would be possible to ensure fair governance.

However, a variety of problems, including those
described in this article, are impacting the One
Belt, One Road initiative, and it is becoming in-
creasingly clear that the ideal of harmonious co-
existence with One Belt, One Road countries will
not be easy to achieve.

There is a growing tendency in China to focus
on country risk and set ceilings for lending to spe-
cific countries. This suggests that China itself is
becoming aware that there is a limit to its capac-
ity to drive development in One Belt, One Road
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countries singlehandedly. The willingness of the
AIIB to engage in co-financing with the World
Bank and the ADB reflects a seriousness of the
AlIB’s situation. Unless it can ease the caution
with which it is viewed and adopt international
standards for loan screening and other processes,
the AIIB will be unable to achieve efficiency and

Appendix Chinese Rail Projects around the World

stability in its operations. If we assume that the
One Belt, One Road strategy and the AIIB are
fated not to challenge the existing order, but rather
to restore it, the most promising option may be
to take an active role and change the concept into
something that will contribute to shared interests
with the other country involved.

Total

; Distance . ; . ; Current Status
No. |Project (sector) | Country (km) Date Status Chinese Companies Involved ?sT)ﬁ;iJgr:S) Chinese finance (as of April 2017)
1 |PadmaBridge g, qesh [215  |si2016 |CONIrACt China Railway Group Limited (CREC) [447  |$3.1B NA
connection line 9 (no bids) y P ’ ' i
I No significant progress
2 ngfl'(‘gﬂhiziﬂmad Cambodia |400  |12/2012 g’i'ermra”d”m China Railway Group Limited (CREC) |9.6 NA. toward start of work due
g g to shortage of funds
China-Hungary consortium European Commission
_ |Hungary (China Railway Group, China Railway |1.6 85% loan investigating whether the
Hungary-Serbia Memorandum international Group) project breaks EU laws
3 |high-speed 350 11/2013 |signed, contract (European Bank for
railroad signed (11/2015) | Ghina Civil Engineeri i u
Serbia gned ) 82:”2%}’&5?&”;88?9 Construction N.A. Reconstruction and | Started in 3/2017
P Development)
Contract signed in
] 4/2017, work partially
Jakarta-Bandong Contract signed Chin ! . o .
. " a-Indonesia consortium 75% from China started a year after
4 Pa'ﬁp(;zzeed Indonesia  |142.3 |10/2015 i(rt102t())ﬁ g)o mpleted (China Railway Construction Corp) 55 Development Bank  |the commencement
ceremony, but opening
in 2019 unlikely
Electrification of China Machinery Industry .
5 |Tehran-Mashhad |lran 926 6/2014 |Contract signed |Construction Group Inc., 2.0 ﬁﬁo/ggoégr%g?ghm a N.A.
railroad SEMCO Corporation P
. Memorandum
6 s:énn?;nngé railroad Laos 418 11/2015 |signed (to be China Railway Corporation (CR) 6.27 70% finance géiréed atthe end of
completed in 2020)
- Contract signed  |China Railway Construction Corp
Electrification of : p o
) : (work started end | (CRCC), China Railway Engineering
7 gﬁ:gzz Joher Malaysia 197 122015 of 2016, to be Corp (CREC), China Communications 20 NA. NA.
completed in 2020) | Construction Corp (CCCC)
Contract signed . - . Loan from Export- .
8 Faa"féggaﬁ Malaysia  |620 11/2016 |(to be completed 82|rna(ggrgg1;nlcatlons Construction 131 Import Bank of China %%ﬁc;ed o startin
in 2020) P (amount not disclosed)
Restoration of I . . (European Bank for
9 |Kolasin-Kos Montenegro |9.86 10/2015 |Contract signed 82;”3(83’258?"169””9 Construction 0.0065  |Reconstructionand |N.A.
railroad P Development)
Improvement China Communications Construction Corp
h h ’ Memorandum  |(CCCC), China Railway Construction Corp 85% from Export-
10 gfafi“sltr:gds n Paidstan 11,687 102015 signed (CRCC), China Railway Engineering Corp 100 Import Bank of China NA.
(CREC), and others
Moscow-Beijing 7,000  |10/2014 |Memorandum fy 2420 [NA NA
high-speed railroad ’ signed o ' i o
1 IMoscow-Kazan ~ |Russia o o Investment intentions
segment of the 770 6/2015 |Contract signed gma %?)'::]V a;/nErKiun?i?eEnglneermg 17.08 N.A. also announced by
above P pany Siemens (Germany)
Matara-Kataragama | o Memorandum  |China National Machinery Import & $280M from Export- | To be completed by
12 railroad Srilanka 115 2006 signed Export Corporation (CNMIEC) 037 Import Bank of China |the end of 2017
Bangkok-Nakhon " o
s . Memorandum . . . (Entire cost to be Bidding scheduled for
13 |Ratchasimahigh- | Thailand | 250 12/2014 signed China Railway Group Limited (CREC) |5.0 paid by Thailand) July-August 2017
speed railroad
China-Turkey consortium
Ankara-Istanbul ; . ; ;
L (China Railway Corp, China National :
14 ?;ﬁ?ozzeed Turkey 533 2005  |Tender [\/(I: aNcm;g Import & Export Corporation 41 $750M loan Opened in July 2014
Jakarta-Bandong Government . " ; .
. " o China-Indonesia consortium 75% from China
15 | ighspeed Indonesia 140 |9/2015 decision 1281268 | (China Railway Group Limited (CREC)) | > Development Bank

Source: Compiled by JRI using Ker [2017] and media reports
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