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FIGURE 8.1: ANNUAL INDICATORS: PORTFOLIO INVESTMENT OPENNESS (2020*) cont.

Inward Portfolio Investment Restrictiveness Index
Index of 0-10 (high restrictions).

10
9 88
8
7 6.5
6
5
4
3
2 1.5
1

1 . - 0.6 0.5 0.5 0.5 0.5 0.5 0.5
0 N N N N N e 0 0

S RN 2 N 3o A2 xe® Ve e 20 N © N
wal o oo ‘(\\)V‘ ™ & &% o yo? 2 L °¢06° \
\\\“ \)\‘\ o° 0 . 36 9“) 6‘{‘\
O <0 ¢<® o x®

er“ o

Source: IMF AREAER annual reports, China Pathfinder. « This is a proprietary indicator that measures de jure restrictions on cross-border purchase and
issuance of debt and equity securities based on information presented in the IMF’s annual AREAER reports. It covers the purchase of local securities by non-
residents and the issuance of overseas securities by residents. It does not cover repatriation or surrender requirements.
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FIGURE 8.2: KEY SUPPLEMENTAL INDICATORS: PORTFOLIO INVESTMENT OPENNESS (2020%).

Are Foreign Investors Putting Money In or Taking Money Out? Change in Foreign Holdings of

Chinese Bonds and Equities
Quarterly net change in BOP, USD billion.
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Source: SAFE « This chart shows quarterly changes in foreign holdings of Chinese equity and debt securities from SAFE data.
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Source: IMF CPIS. « This chart features a breakdown of CPIS data on foreign holdings of Chinese securities. The US was the largest investor country followed by
tax havens and Singapore.
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FIGURE 8.2: KEY SUPPLEMENTAL INDICATORS: PORTFOLIO INVESTMENT OPENNESS (2020%). cont.

Foreign Appetite for Chinese Financial Assets: Total Foreign Holdings of RMB Assets
USD (billions).
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Source: PBOC. - This chart describes total foreign holdings of RMB assets, including by central banks and investors. Stocks and bonds accounted for 68% of
the total in the first half of 2020, compared to 25% in 2014.
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Source: Swift RMB Tracker. » The RMB’s share of international payments increased rapidly in the early part of the decade but has come to settle around 2%
despite rhetoric from Chinese authorities to internationalize the currency.
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FIGURE 8.2: KEY SUPPLEMENTAL INDICATORS: PORTFOLIO INVESTMENT OPENNESS (2020%). cont.

Share of Global Foreign Exchange Reserves Held in Select Currencies
Percentage.
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Source: Currency Composition of Official Foreign Exchange Reserves (COFER), International Financial Statistics (IFS). « The US Dollar is still far and away the
world’s most important reserve currency, making up more than 50% of total reserves. While the RMB’s share of global reserves has increased marginally in the
last few years to just below the level of the third largest reserve currency (4.4%), the Japanese Yen (5.5%), it is still well behind the Euro (19.2%).

Net Stock Exchange Movement through Shanghai-Hong Kong Stock Connect and Shenzhen-

Hong Kong Stock Connect, 2021 Q1 and Q2
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Source: East Money Choice Data, China Pathfinder calculations. « In this chart, net northern flows represent net trading movement from the Hong Kong Stock
Exchange to the Shanghai and Shenzhen Stock Exchanges. Net southern flows show net trading movement from the Shanghai and Shenzhen Stock Exchanges
to the Hong Kong Stock Exchange. In the early part of 2021, net flows were exiting mainland China towards Hong Kong. This slowed later in the year, with flows
moving back to mainland stock exchanges.
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Conclusions and Implications

Pulling together the findings from our detailed benchmark
assessment of six clusters, we make the following observa-
tions.

« China has generally moved toward market-economy norms

over the past decade. The current fashion in China analysis is to
downplay any serious effort by Beijing to reform, and emphasize
an enduring Chinese strategy of state control. Both Chinese offi-
cials and US strategists repeat this ahistorical view. Our annual
benchmark indicators show that China has made some degree
of progress in all six dimensions we measure since 2010.

Despite the correct direction over a decade, China in 2020
remains remote from the characteristics typical of open mar-
ket economies: Movement since 2010 has been modest, and
Beijing is well short of expectations made as a condition of WTO
accession that it would achieve market-economy norms. The Xi
era pledge to “make the market decisive” remains unfulfilled,
seven years after this reform goal was initially announced. China
ranks last in five out of China Pathfinder’s six clusters when com-
pared to open market economies. China ranks in last place
in five out of our six clusters when compared to open market
economies.

China has made demonstrable progress in some areas, but
has along way to go in most. In some areas of commercial inter-
action—for example, trade openness—China does not stand
miles apart from the world’s leading market economies. In most
other areas, China’s distance from advanced economy norms
remains striking and problematic. The biggest shortfalls are in
structural areas, like market competition, that are hard to mea-
sure and harder to discipline with agreed international tools.
They also tend to be hard to disentangle from questions of politi-
cal interference. How can observers be convinced that China ful-
filled its WTO promises to prevent government influencing how
SOE commercial decisions when Communist Party committees
have an expanding role in running state firms?

Within each of the six areas, we observe a mix of reform,
stagnation, and backsliding. China is open in goods trade, but
remains closed on digital services trade. Beijing has proceeded
to liberalize some inward portfolio flows, while barriers to out-
bound flows remain high. Within its innovation system, China has
progressed on protecting intellectual property, but has ramped
up industrial policies and distortive subsidy programs.

The most recent signals are at odds with previous market
credibility. China rewrote the developing-country playbook
after 1978 by seeking out marketization advice and implement-
ing it aggressively—first in special zones, then nationally. Private
investors—domestic and foreign—bet heavily on China’s future
thanks to that track record. But, after 2016, reform setbacks led
to muddled policy signals, and in 2021 even perennial optimists
were shocked by anti-market trends. While sometimes difficult
to disentangle from emergency pandemic measures, patterns
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in 2020 and 2021 show resurgent state ownership and extrale-
gal influence, eroding freedom for firms to use capital markets at
home and abroad, the overnight shutdown of entire sectors such
as for-profit education, regulations that effectively nationalize
the data collected by technology companies, and an overreach
of state planners in shaping the market structure of tomorrow.

Implications

These observations have broad implications for policymakers.

Engagement takes two. Engagement as a global strategy for
economic relations with China was predicated on “interoper-
ability” or basic convergence toward market economy norms.
The strong track record of marketization after 1978 and China’s
relatively modest external economic footprint underpinned a
shared commitment among high-income economies to engage.
However, the China Pathfinder results show that marketization
progress has been slower than expected in the past decade.
Moreover, China has become huge and impactful overseas,
which makes the marketization track record even more import-
ant. These trajectories are driving the reassessment of previous
engagement policies in many advanced economies.

Safeguards and defensive instruments need reassessment.
Under its 2001 WTO accession agreement, China conceded
that others could use generous special safeguard provisions
to guard against unfair outcomes while it made the transition
to “market economy status.” Those provisions expired in 2013.
Since then, market economies have debated with Beijing over
their recourse options and the adequacy of China’s marketiza-
tion. The China Pathfinder results illustrate that the pace of con-
vergence is clearly not what was envisioned in 2001. To preserve
market incentives, advanced economies must reassess whether
the remedies prescribed for use under the WTO are sufficient.

An objective perspective on systemic differences makes for
better policy. If China is committed to non-market norms or
unable to reform itself, open market economies will need rules
that protect their own systems. Because the restrictions they
employ will impact economic welfare in serious ways, an objec-
tive view of how China does or does not diverge from market
norms is essential. Factual analysis permits attention to con-
cerns in some areas while preserving the benefits of engage-
ment elsewhere.

Benchmarking can facilitate reengagement. Benchmarking
and tracking of China’s economic system is the most promising
route to reengagement. Convergence with market-economy
norms must be independently observed and measurable if pol-
icymakers are to campaign for reengagement. The decision on
whether to return to a course of closer integration rests primar-
ily with Beijing. That is the signal for which global businesses will
be watching, as well as an indication of political risk trends and
future business opportunities that justify investment.



An Evolving Endeavor

Policy evaluation is a changing discipline, especially when it comes
to a $15 trillion economy comprising 1.4 billion people in transi-
tion. Technology provides new methods of estimation and analy-
sis. Just in the past decade, real-time algorithmic scraping of data
on transactions and low-cost satellite evaluation have joined the
researchers’ toolbox in exciting new applications. Just as new
approaches become available, existing tools can improve, or lose
their relevance due to government withholding of information or
underinvestment in statistical collection. These are just a few of the
factors that make assessment of international policy designs and
market outcomes a moving target. Analysts and readers must be
prepared to adapt to changing conditions, and to evolving ques-
tions that require altered focus.

Today, analysis of China’s interaction with the global economy has
to start with an acknowledgement that for too long policymakers
and businesses stayed attached to prior assumptions about where
China was headed, and ignored mounting evidence that Beijing was
turning away from market-oriented reform. China Pathfinder goes a
long way toward providing a framework for more timely debate of
changes when they happen, and can sound an early warning when
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the pace of reform slows. But, by their nature, frameworks are rigid
and cannot substitute for an open-eyed, multidisciplinary appraisal
of the real world. This program of work is an important contribution
to the broader discussion of what China’s economy is becoming as
it grows up. The purpose of our project is not to replace that com-
prehensive analysis, but to contribute to it.

In addition to our online data portal and annually updated bench-
mark reports, the China Pathfinder partnership produces quarterly
reports discussing the most salient policy developments even when
hard metrics may not be available. These discussions will demon-
strate how the foundational perspective on China’s economic sys-
tem relates to current policy topics, and consider whether new pol-
icy directions signaled by Beijing change expectations about China
market economic policy convergence. For those firms and observ-
ers who stand by the conviction that marketization is essential to
sustainable economic growth, this analysis will be relevant to long-
term forecasting. It is also important for more near-term discussion
of changes to the market economy policy mix in response to a sys-
temically different China. We look forward to engaging with readers,
interested parties from outside and inside China, and fellow analysts
in this undertaking.
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Appendix: Methodology Overview

Mission

The China Pathfinder Project is a collaboration between the Atlantic
Council and Rhodium Group to track China’s convergence or diver-
gence from open market economy norms. This project is nonpar-
tisan, and seeks to foster consensus about where China stands in
relation to advanced market economies. With that goal in mind, our
design balances accessibility for nontechnical readers with commit-
ment to robust, transparent, data-grounded methods.

Research Framework

The China Pathfinder Project evaluates the economic system of
China and ten open market economies in six categories: financial
system development, modern innovation system, market compe-
tition, trade openness, direct investment openness, and portfolio
investment openness. The first three clusters represent the “domes-
tic” dimension, and the latter three clusters represent the “external”
openness dimension.

We rely on annual indicators that are formed into a composite score
each year. Each of the six categories outlined above possesses a
set of annual indicators and a final composite index. In addition, we
select nuanced supplemental indicators and conduct quarterly pol-
icy tracking to keep up with fast-moving economic and policy devel-
opments in China.

This year’s China Pathfinder measures the 2020 performance
of eleven countries—and China’s 2010 performance—using the
same standardized metrics. The selected country list is as follows:
Australia, Canada, China, France, Germany, Italy, Japan, South
Korea, Spain, the United Kingdom, and the United States. Aside
from China, all other countries are members of the OECD and are
considered market economies. These specific countries were cho-
sen according to being in the top-ten country list for highest gross
domestic product (GDP).

China Pathfinder added China’s 2010 performance as a datapoint
to benchmark China’s present-day progress since the last decade.
That also provides data prior to the start of President Xi Jinping’s
administration and can provide an objective picture of how China’s
economy has developed since.

Annual Indicators

Our criteria for selecting annual indicators has two main compo-
nents: data timeliness and ability to make international compari-
sons. These criteria inherently limit each other, as timely data often
do not have extensive country coverage. This created obstacles
in our data collection process, and the path we chose with our an-
nual indicators reflects the ideal solution to these data availability
problems.
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The annual China Pathfinder report has a foundation of quantita-
tive methods and sources. It mixes source types for data analysis.
We make use of existing credible databases and literature, such as
the OECD, International Monetary Fund (IMF), and World Bank data-
sets and indices; platforms such as CEIC and Bloomberg for China-
specific statistics and company financial data; and expert buy-in for
our in-house production of proprietary datasets.

Along with compiling research from these data sources, China
Pathfinder also incorporates indicators that were informed by study
groups and expert interviews. Our team conducted review sessions
with various outside experts on China and OECD economies, index
creation, and construction of cross-country economic evaluations.
We have implemented feedback and new ideas gathered from
these conversations to improve our annual-indicator selection.

Composite Scoring

A composite indicator employs a defined model for selecting a
group of individual indicators and transforming them into a single
index. Composite indicators are common tools in policy analysis,
particularly for maintaining objectivity in comparing country perfor-
mance. China Pathfinder takes guidance from the OECD Handbook
on Constructing Composite Indicators: Methodology and User
Guide, which compiles various statistically sound methodologies for
economists and policymakers to build composite indicators.

To calculate composite scores, we use the Min-Max methodology.
This is necessary to normalize countries’ scores from the individ-
ual indicators, which have different units and scales. The Min-Max
normalization method was selected because it preserves country
clustering and countries’ relative performance distance. Min-Max
uses each dataset’s minimum and maximum datapoints to establish
a “lower bound” and “upper bound.” Each country value X within a
given indicator is taken in relation to these bounds. China Pathfinder
subtracts the lower bound from the country value and then divides
the outcome by the difference in the upper and lower bounds. This
normalizes every indicator from zero to one. We use a scale of O
to10 for the composite scores, so the datapoints are multiplied by
ten after completing the Min-Max process.

Some indicators have opposite implications for large values and
small values. For our purposes, we set the following standard for all
indicators and composite score readings: smaller values (i.e., those
closer to zero) indicate “low” and larger values (i.e., those closer to
ten) indicate “high” openness or development. Some indices that
we adopt measure restrictiveness levels on foreign direct invest-
ment (FDI) or capital flows, and larger values represent greater
restrictions on openness. For indicators that follow this pattern, we
reversed the values before initiating the Min-Max method for the
composite. Value reversal involved setting the maximum bound for
these indicators and using it to subtract each country datapoint.

China Pathfinder’'s composite indices blend de jure and de facto
indicators. De jure indicators measure a country’s institutions
or legal framework characteristics, while de facto indicators are



outcome oriented and seek to measure the actual effects of said
institutions. While there is an argument to be made for using one
or the other, we chose to integrate both into a blended compos-
ite score for each cluster. Selecting only de jure indicators opens
the possibility that policies or institutions in place do not necessarily
evenly result in the same expected outcomes, or reflect the true sit-
uation for some countries. Using de facto indicators solely is partic-
ularly challenging with external factors, such as the COVID-19 pan-
demic, that greatly skew real outcomes temporarily. This approach
also fails to afford credit to countries that have implemented institu-
tional reforms when resulting progress has a lag.

We assign equal weighting to de jure and de facto indicators in the
composite index calculation when the indicators have comparable
importance to defining our cluster evaluation. Otherwise, each indi-
vidual indicator receives the same weight regardless of de jure or
de facto designation.

Supplemental Indicators

Chosen indicators within each area are intended to proxy for the
broader picture, but do not encompass all aspects of an economy.
Therefore, narrower factors that affect China’s performance evalu-
ation are featured as “supplemental indicators.” Supplemental indi-
cator data outcomes receive their own chart visualizations, but the
data generally cannot be applied to all countries in our sample. For
example, some poignant indicators lack data coverage for many
countries in our sample, besides China. This complexifies our pro-
cess for comparing China with the top open market economies on
the same standards. For this reason, supplemental indicator data do
not contribute to a country’s final composite score.

Numerous data compilation methods are used in building our
supplemental indicators. Some indicators are reflections of stan-
dard metrics, and others are modified in house to illuminate cer-
tain aspects of metrics that already exist. Finally, China Pathfinder
applies a handful of existing proprietary indicators developed by
Rhodium Group.

Policy Tracking

China Pathfinder supplements its yearly quantitative assessment
with quarterly policy tracking. After compiling all relevant major pol-
icy developments in China during a specific quarter for each of our
six clusters, we systematically evaluate each development. The
evaluation process contains four possible signals for China’s policy
momentum: movement toward, movement away, mixed movement,
or no change in relation to open-economy standards. After aggre-
gating all positive, negative, mixed, and stagnant developments in
China’s policy atmosphere, China Pathfinder presents a heatmap
within its quarterly report that shows the outcome.

In examining policy changes, our team specifically looks for poli-
cies that connect back to the benchmark signals that we outlined
in Chapter 2’s “Looking Forward: Market-Oriented Policy and Data
Signals.” This provides continuity between our annual report’s quan-
titative-driven outcomes and the policy considerations elaborated
upon in quarterly reports.
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Applications and Caveats

While China Pathfinder is intended to be a quantitative resource for
policymakers, economists, and business leaders to benchmark the
Chinese economy and stay informed about China’s policy devel-
opments, it is not a comprehensive assessment of every aspect of
China’s economy. Our research design is deliberately narrow, focus-
ing on just enough to permit a clear picture of China’s compatibility
with market economies without hindering reader accessibility.

The choice to track China’s system vs. open market economies,
rather than a broader set of emerging and developing economies,
was a deliberate one. We fully acknowledge that China does not
have any intention to become a democratic open market economy.
However, we postulate that OECD policymakers can only maintain
open and engaging economic policies with China if there is move-
ment in a similar direction.

Our project concept opens the question of whether China should
be expected to converge with advanced OECD nations, instead
of the opposite. Aiming for fairness in the China Pathfinder evalu-
ation, we compare China not on areas in which our sample of mar-
ket economies are already structurally perfect, but on agreed-upon
norms integral to an open economic system.

Research Dissemination and Data Visualization

The China Pathfinder Project provides visualizations for indicators
in six areas that will be updated with new data annually. It preserves
2010 as a benchmark year for China’s performance, a data point that
will live through future iterations of composite scoring and individual
indicator analysis.

To add nuance and include higher frequency data on the Chinese
economy, supplemental indicators are refreshed on a quarterly
basis. In the face of unexpected large-scale developments, the sup-
plemental indicator list will expand or be modified to ensure maxi-
mum utility for the user.

Data visualizations are created by Seven Mile Media, and range
from interactive data features on the website and graphical repre-
sentations throughout annual and quarterly reports. More details
on China Pathfinder’s interactive data visualizations, publication
archive, and structure behind this project are available on the China
Pathfinder website http://chinapathfinder.org/
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