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KEY FINDINGS

m Germany’s carmakers and policymakers share an interest in the long-term success
of the German automotive industry. However, they are no longer aligned on how best
to achieve this goal and to calibrate exposure and entanglement with China.

= German carmakers are deepening their integration into China's innovation system.
By establishing partnerships with Chinese tech companies and increasing investment
into research and development (R&D), they are trying to retain their market shares in
China's emerging electric vehicle (EV) market.

m For some technologies, German carmakers are moving away from a “in China, for
China” R&D strategy to what could become an “in China, for the world” one. They
are increasing their product development and research activities in China not just for the
local market but for the global one, too.

m Their new China investments could help German carmakers remain globally com-
petitive and even outpace their rivals. However, the political and geopolitical circum-
stances of the last 30 years with regard to China have changed, and their deeper integra-
tion now takes place in a radically different environment.

m The new China investments of German carmakers could disrupt their strategic
alignment with their country’s policymakers. While the investments could help them
retain their global competitiveness, these might also benefit China’s economy more than
Germany'’s.

= German carmakers are in a bind between holding back on further investments in
China and potentially losing global competitiveness. A greater entanglement in Bei-
jing’s goals can potentially alienate key stakeholders including in government and civil
society as well as investors.

= Under these circumstances, Germany’s government should reconsider the logic of
what has come to be called automotive foreign policy. Going forward, what is good
for German carmakers in China might not be good for Germany (and Europe). Policymak-
ers should assess the new realities and fine-tune government support mechanisms, such
as investment guarantees, for the long-term benefit of the German economy.
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At a crossroads: Germany's car industry headed for bumpier rides in China ﬁ
Developments in EV market and geopolitical shifts require strategic reconsideration
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1. STRATEGIC ALIGNMENT BETWEEN GERMANY’'S GOVERNMENT AND CAR INDUSTRY
IS NO LONGER A GIVEN

The deep entanglement of Germany’s automotive companies in China has long been a main
driver of Berlin’s China policy. CEOs of German carmakers have been frequent participants
in government-organized trips to China. All-cabinet government consultations were used to
shape corridors for future cooperation, for instance, on autonomous driving.

Germany’s government has frequently lobbied on behalf of the country’s automotive indus-
try and used foreign economic policy tools to create a supportive environment. The logic for
this has long been that what is good for German carmakers in China is also good for Germa-
ny (and Europe). After all, in Germany the automotive sector accounts for nearly 10 percent
of GDP, 40 percent of research and development (R&D) spending and employs 800,000
people in manufacturing.

However, the combination of a more assertive China and emerging Chinese competition A more assertive

create new risks for this long-standing symbiotic relationship. While there is a lot of un- China and emerg-
certainty in their boardrooms, Germany’s carmakers still want to increase investment and ing Chinese com-
deepen their R&D footprint in China. Meanwhile, many policymakers increasingly high- petition create
light growing economic dependencies, human rights, and geopolitical concerns, often with new risks

an undercurrent of fear that Europe could lose its industrial competitiveness.

Government and carmakers still share an interest in the long-term success of the automo-
tive industry. But strategic alignment on how best to achieve this goal and to calibrate ex-
posure and entanglement with China is no longer a given. Concerns about the country are
proliferating. China’s recent economic coercion of Lithuania by severing its trade relation-
ship, Germany and China’s diverging views of Russia’s invasion of Ukraine, and concerns
related to the human rights situation in China and the future of Hong Kong or Taiwan are
issues that cannot be swept under the carpet.

The changed political climate in Germany is already affecting carmakers’ China invest-
ments. In May 2022, the government denied Volkswagen’s request to prolong the invest-
ment guarantees — a form of political risk insurance — for some of its China investments,
due to the possibility that this could support human right abuses.! Furthermore, consid-
ering the vulnerabilities exposed in Germany’s relations with Russia, politicians have
become more vocal in calling on carmakers to diversify away from and to reduce their de-
pendence on China.?

The shift in Sino-German relations has not gone unnoticed by Germany’s three big carmak-
ers: BMW, Mercedes-Benz, and Volkswagen. They debate the topic internally and their man-
agers are aware of the challenges in terms of business outlook and political environment.
Nevertheless, these companies are doubling down on their already substantial investments
in China. As they rapidly lose to the country’s emerging electric vehicle (EV) companies,
and as global high-tech decoupling tendencies become more pronounced, the three car-
makers seem to consider greater local presence a rational response.

Volkswagen calls China “the second home market.”® In June this year, BMW opened its
fourth factory in the country while Audi’s new joint venture (JV) with FAW broke ground on
its plant in Changchun.* Germany’s automotive investment stock in China increased by 65
percent between 2015 and 2020 to total EUR 33.6 billion.”
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China is also the exception to the trend of Germany’s falling automotive FDI: without it,
Germany’s total automotive FDI stock would have fallen by EUR 5.8 billion over the same
period.¢ Carmakers are the key players to watch in this story, as they have an outsized role
in investment relations — when they set up new plants, the suppliers usually follow.

The investment decisions of the three carmakers are by no means just an issue for Germa-
ny. The country’s automotive sector is the centerpiece in EU-China economic relations. In
2021, its investment accounted for 42 percent of EU FDI in China. At the same time, the
industry losing global market shares would have severe implications for manufacturing
networks throughout Europe, due to the cross-border nature of its value chain.

Exhibit 1
Germany'’s auto sector dominates European investment in China 6-
FDI flow in EUR million and percent share
Total EU-27 FDI in China [left axis]
== German automotive FDI as share of German FDI [right axis]
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It would be easy to blame the carmakers for the slow unraveling of the industry’s strategic
alignment with at least some stakeholders in the government as a result of blindly pursuing
short-term profit and ignoring political change in China. But the issue is more complex. Chi-
na is not only a sales market for Germany’s carmakers; it has become the world’s leading
EV market, and it may well be the linchpin for their global competitiveness. In other words,
success in China could be instrumental to secure profits for reinvestment and maintain the
strength of German companies in their home and third markets.

This report provides an assessment of the German carmakers’ case for more investment in

China, as well as an analysis of the opportunities and risks that arise from deepening ties
with the country for them and the government.
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2. CHINA'S INNOVATIVE EV MARKET PROVIDES OPPORTUNITIES AND RISKS FOR
GERMAN CARMAKERS

China’s automotive market has become increasingly innovative and characterized by home-
grown technological advances. That has put the German carmakers on the back foot. To re-
tain their competitiveness, they believe they need to tap into China’s innovation ecosystem
and deepen their investment footprint in the country.

The most significant factor contributing to this emerging reversal of fortunes is China’s rise
as the world’s leading market for EVs. Over 55 percent of all EVs drive on Chinese roads,’
and one out of four new cars sold in China is powered by an electric battery.® At the same
time, the capital injections of German carmakers are now also focused on producing and
developing EVs.

Investment trend 1: Greater autonomy through more equity

China’s government believes that its carmakers are ready to benefit from international
competition and it supports foreign investments in its EV sector. Hence, it has relaxed re-
strictions on foreign investment, which has allowed German carmakers to increase equity
stakes in their Chinese joint ventures. They have been eagerly making use of these policy
changes to increase their profit margins and decision-making power.

Prime examples include BMW increasing its equity stake in its JV with Brilliance Automo-
tive from 50 to 75 percent for EUR 3.7 billion and Volkswagen entering into a JV with JAC
Motor. The latter is entirely focused on EV production and development, with Volkswagen
having a 75 percent majority stake (it also has a 50 percent stake in JAC Motors parent, JAC
Group).

Investment trend 2: Transform China into one of their automotive R&D hubs

The biggest change in German carmakers’ investment patterns in China is that they are German carmakers
channeling significant amounts into local R&D. Volkswagen’s software subsidiary, CARIAD, in China are chan-
is now located in Beijing, making it the company’s first non-European R&D hub. Plans are neling significant
afoot to double current employee numbers to 1,200 by 2023, with then-CEO Herbert Diess amounts into local
in July 2022 forecasting “several thousand more software people in China” in the coming R&D

years.” Mercedes-Benz is spending heavily on its new 55,000 sq. m. China tech center in

Beijing — almost double the size of its recently opened battery e-Campus in Stuttgart (see

Exhibit 2).

In previous decades, German carmakers only undertook minimal research in the country.
Fearing technology leakage, they located as little development as possible in China, for
instance, to build slightly longer and more comfortable cars for Chinese customers. Now,
their greater worry is to fall further behind Chinese competitors. The days where nearly all
core product development took place in Munich, Stuttgart, or Wolfsburg are over.

Investment trend 3: Tap into China’s technology ecosystem
In addition to R&D investments, the three carmakers are also looking for partners in China’s

technology ecosystem. They want to pair their hardware know-how with Chinese software
skills through development partnerships.
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German carmakers increase their R&D activities in China

Cumulative number of new or expanded R&D centers and announced R&D partnerships
with Chinese firms

R&D centers: R&D partnerships:
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Sources: MERICS, company press releases and news websites. See Annex.

As part of what has been described as Germany’s “automotive foreign policy,” the govern-
ment had signaled its support for such technology partnerships.'® Today, all three carmakers
collaborate with Baidu, while BMW has also formed a JV with the Chinese software develop-
er Archermind. More such collaborations are likely — for example, BMW and Alibaba Cloud
are running a joint innovation base in Shanghai with the aim to “scout high-potential start-
ups to match their innovative solutions with BMW Group’s needs.”!!

For the moment, these partnerships are focused on a narrow set of technologies: batteries
and digital solutions. Non-Chinese firms like Bosch and Qualcomm remain key suppliers
of most other hardware stacks for the German carmakers. But Chinese partners are clear-
ly becoming more integral to their product development (EV batteries and, prospectively,
semiconductors). At the same time, some Chinese partners like Baidu are starting to enter
the car business themselves, making them potential rivals too.

Investment motivation 1: Stave off pressure from Chinese competitors

A key reason behind this pattern of changing investments and partnerships is that German
carmakers want to fend off their biggest crisis yet in China. They have recently been caught
off-guard by severe losses in market share in the country as consumers turn to buying EVs.
Their market shares in China and EV sales there are inversely related — the more EVs that
are sold, the lower their market share. In the period from January to May 2022, it was down
24 percent compared to the same period in 2020 (see Exhibit 3, Exhibit 4).

2022+

© MERICS
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Exhibit 3

The rising popularity of EVs is killing carmakers’ golden goose C)

Market share in percent
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Exhibit 4
German carmakers lag behind in China’s EV sector C)
Market share in China's passenger vehicle and EV market in percentage share (2021)
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Domestic companies have been the main beneficiaries of the shift to EVs in the Chinese
market. Among the top 15 EV producers in China, only four can be considered to have
foreign ownership. In 2021, BMW and Mercedes-Benz had market shares of less than 0.3
percent in China’s EV market, having sold fewer than 10,000 units each in a market of 3.3
million units. Volkswagen fared better but still only had a 3.7 percent share of the EV mar-
ket, compared to 11.3 percent of the overall market (see Exhibit 5).

MERICS CHINA MONITOR | October 27, 2022 | 8



Exhibit 5

Chinese producers dominate China's EV market C)

Top 15 EV producers in China by market share in terms of units sold (January-August 2022)
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Source: CPCA
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The weakness of German carmakers in China’s EV market seems to have its roots in a lack of
supply and demand. On the supply side, BMW, Mercedes-Benz and Volkswagen only start-
ed to offer EV models in China very recently, and when they did so they failed to connect
with the younger and more tech-focused Chinese consumers who prefer Tesla and domestic
alternatives.

BMW, Mercedes-Benz, and Volkswagen have become accustomed to high China revenues,
with roughly a fifth of their global revenue originating in the country. 2 But their Chinese
EV competitors, with heavy government support, will eat not only into their China market
shares, but also into their global ones. Using this domestic advantage, companies like BYD
have a good shot at becoming internationally successful.

Investment motivation 2: Leverage China’s innovation ecosystem globally
The German carmakers are looking beyond the current crisis and want to integrate them-

selves into China’s attractive R&D and technology landscape to take advantage of the fol-
lowing five factors.
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m China’s EV supply-chain dominance: Through industrial policy and massive state

financing, China has extended its control over the entire EV supply chain (see Exhibit 6).
This makes it extremely attractive for German carmakers to set up R&D centers to collabo-
rate with leading Chinese companies in the EV supply chain, just as they have been doing
with their internal combustion engine suppliers in Germany.

China dominates the EV supply chain

China’s share of global refining and production of raw materials and €V supply-chain
components (2021)

Manufacturing

Exhibit 6

o
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Sources: Brookings, IEA, East Asia Forum

m Government support for innovation: China currently spends 2.44 percent of GDP*?
on R&D (more than the EU average) and has plans to increase this by 7 percent annu-
ally until 2025. The country, having pioneered the large-scale adoption of EV purchas-
ing subsidies to fuel innovation, plans now to move from a state- to a market-driven EV
sector by phasing out subsidies next year. As part of a business-to-government data-shar-
ing scheme, China-based EV manufacturers are required to share mechanical data — for
instance, on driving performance-that firms and researchers can access.!* Government
support for Al innovation also greatly increases the innovation capacity of local firms
and the attractiveness of China-based R&D activities.!®

= A dynamic market environment: China leads the world in the number of available EV

models. Chinese consumers can choose between 298 models, which is 62 percent more
than in Europe and 373 percent more than in the United States.!¢
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m Collaboration opportunities: There are areas where the German carmakers can learn

from Chinese companies.!” While they are still trying to catch up in EVs, their Chinese

competitors have moved on to focus more on digital solutions. Tech giants like Baidu

and Xiaomi have entered the EV sector and bring with them a culture of faster develop-

ment cycles. Car development now takes two to three rather than four to five years.®

m Local government support: China’s local officials vie for the attention of multinational

companies by removing regulatory barriers in technology development. This is most pro-

nounced in autonomous driving. In 2018, Volkswagen-owned Audi announced a new

R&D and testing center in Wuxi, in Jiangsu province, because of advantageous local con-

ditions for autonomous driving testing. As part of its research, Audi is tightly embedding

itself in Wuxi’s tech ecosystem and now partners with the province’s Ministry of Public
Security, the Wuxi Police, Huawei, Horizon Robotics, and China Mobile.*

“In China, for the world"? Considerations of German carmakers

Exhibit 7

o

COMPANY CHINA DEVELOPMENT STRATEGY GLOBAL PRODUCT DEVELOPMENT

in digital technologies, autonomous
driving and other software technologies.
And we are investing more resources

in this area, and also hope to introduce
related technologies into the Group’s
products for the European market in the
future.” (Stephan Wollenstein, former
CEO Volkswagen Group China, 2021)??

BMW “BMW Group is also scaling up its digi- Vehicle Development: BMW is jointly
tal footprint in China as well as acceler- | developing an EV version of the iconic Mini
ating our transformation towards elec- in China with JV partner Great Wall Motor,
trification. We will continue to deepen which also supplies the vehicle platform. The
our collaboration with both established | Mini will be exported from China to global
Chinese tech players as well as skilled markets.
new talents to foster their respective
strength on innovation.” (Jochen Goller,
president and CEO of BMW Group Re-
gion China, 2021)?°

Mercedes- “In the future, I expect our R&D activi- Vehicle Development: smart is no longer a

Benz ties in China to grow even further, Mercedes-Benz brand; it now jointly belongs
fostering local innovation and contrib- to the German carmaker and Geely. Jointly the
uting to our global success” (Hubertus two companies are developing an overhauled
Troska, member of the Board of Manage- | smart car for global markets in China, where
ment of Mercedes-Benz Group, 2021)?! it will be produced.

Volkswagen | “In China we are witnessing innovations | Software Development: Volkswagen wants

to use “China-speed” to develop “in China,
for China” and “in China, for the world.”

Battery Development: Chinese battery
maker Gotion High-Tech (partly Volkswagen
owned) supports the German OEM to deploy
China-developed battery chemistry global-
ly. Gotion has replaced Swedish Northvolt
to manufacture battery cells in Salzgitter,
Germany. Gotion will also develop the first
generation of unified cells for Volkswagen.

Sources: News sources and company reports
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To leverage this attractive R&D environment, German carmakers are moving away from an
“in China, for China” strategy to what for certain technologies could become an “in China,
for the world” model. But this will not happen across all technologies. In digital connectiv-
ity, for instance, China is almost completely decoupled from the rest of the world due to its
Great Firewall. But for batteries or automotive software development, there is a case to be
made for moving parts of the development from Europe to China because of the country’s
comparative leadership in those technologies (see Exhibit 7).

3. GERMAN CARMAKERS' INVESTMENTS AND R&D ACTIVITIES UNDER CHANGING
FRAMEWORKS

While the investment and R&D activities of German carmakers in China could prove in-
strumental for them to retain their dominance in the country and beyond, this increasing
integration is coming at a time of major geopolitical shifts.

The environment in which the carmakers operate has changed drastically during the last
three decades. China has not only become more repressive internally, as evidenced by
events in Xinjiang. It also increasingly exerts economic pressure externally, as shown by its
trade boycotts against Australia, Lithuania, and Taiwan.

In the case of Lithuania, China demonstrated that the automotive sector is not exempt from
economic coercion when it pressured the German automotive parts supplier Continental to
cut business ties in the Baltic state.??

Some countries have ramped up restrictions on trade with China, adding complexity for
multinationals doing business there. The United States has sanctioned several Chinese
companies, and other countries have tightened export controls and employed new instru-
ments to combat Chinese attempts to transfer technology or distort global markets.

Russia’s invasion of Ukraine has signaled just how quickly economic ties can unravel in the Increasing R&D

case of a major geopolitical crisis. In their strategic assessment, German carmakers must spending in China

balance the opportunities arising from increasing their R&D spending in China, which by by no means

no means guarantees an improvement in market shares, against the emerging economic guarantees an

and political risks involved. improvement in
market shares

The decisions that German carmakers make today to retain their competitiveness have di-

rect consequences not only for Germany’s economy but also for Europe’s since their highly

specialized value chains stretch across European borders.

Notable opportunities for Germany’s carmakers and economy because of deeper integra-
tion in China include:

= Global competitiveness: Greater R&D spending in China can help German carmakers
stay competitive in the country and globally. That can help prevent Chinese companies
from accruing global market shares in crucial technologies — such as EVs, batteries, and
autonomous vehicles (AVs) — from the base of a huge and otherwise largely uncontested
home market.
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= Innovative edge: German carmakers can absorb new ideas and technologies from China
and add them to their global product portfolio. This is particularly important in battery
technology and digitization, where China is more competitive than Europe. Other foreign
carmakers are more hesitant to use China for global product development, which could
give German ones a competitive edge.

= Supply-chain resilience: In a volatile geopolitical environment, cooperation with Chi-
nese tech giants could help German carmakers retain access to China’s market and be-
come less reliant on US tech companies, that have been able to push German OEMs into
entering revenue-sharing agreements.?* It could also increase their resilience against
Beijing’s requirement that certain “autonomous and controllable” technologies should
be sourced locally.

m Job protection: Volkswagen claims that EUR 4 billion of its profits made in China flow
back to Germany annually, which helps employ 20,000 to 30,000 engineers at home.?®
The exact number of jobs linked to revenues in China remains contentious, as most
German cars sold there are produced there, but there is certainly some benefit in terms

of German employment.

Notable risks for Germany’s carmakers and economy include:

m Stuck in China: In recent years, China has rolled out several policies that could restrict China has rolled
the export of technologies, including Al and autonomous driving capabilities, and re- out several
strict cross-border data transfers. The automotive sector is at the center of the cross-bor- policies that
der data-management regulations and was the first to see targeted regulation. This could restrict
clearly complicates the sharing of automotive data and could also derail the export of the export of
China-developed R&D. technologies

m Upgrading of competitors: While China has improved its protection regime for intellec-
tual property rights (IPR), this still has major weaknesses by design, particularly when it
comes to trade secrets. Entering into cooperation agreements with Chinese tech compa-
nies that often have car-building ambitions therefore bears the risk of technology leak-
age.

m Greater vulnerability: Geopolitical conflicts can have severe consequences for compa-
nies. For instance, in 2021, Renault sold 18 percent of its cars in Russia; in early 2022
it was forced to sell its majority stake in local carmaker Avtovaz to a Russian science
institute for just one ruble.?® The more German carmakers invest in China and are reliant
on the country for technology development and revenue, the more leverage Beijing has
over them.

m Human rights violations: China’s technology leaders are deeply involved in Beijing’s
suppressive measures against parts of the population. For instance, Volkswagen’s tech-
nology partner DJI, a drone maker, is accused and sanctioned by the US Treasury of
assisting in the surveillance of Muslim minorities in Xinjiang.?” Such cooperation could
lead to consumer backlash outside China, if not outright sanctions by the United States
and other countries.
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4. CAR MANUFACTURERS COULD BECOME DELINKED FROM THE GERMAN ECONOMY

“After this round of Chinese EVs takes off, the next country to clash with us will not
be the United States, but Germany, because we will probably take a large part of
German carmakers market share.”*®

Yao Yang #ki¥

This quote by influential Chinese economist Yang Yao underscores that China is anticipat-
ing conflict with Germany over the automotive sector. Indeed, to increase their leverage,
Chinese policymakers are eager to facilitate a greater dependence of German OEMs on Chi-
na, not just economically, but also technologically.

The new China investments by German carmakers also harbor the potential to weaken Ger- What benefits
many’s automotive industry. In other words, what benefits German carmakers in China, German carmakers
might not benefit Germany. in China might not

benefit Germany
The three developments described below highlight how it could be mainly China that ben-
efits from these latest investments. German carmakers safeguarding their market share in
the country through increased investments and offshoring R&D could come at the cost of
eroding Germany’s manufacturing and innovation capacity, which would play into China’s
wider industrial policy goals.

1. Bringing high value-added activities to China rather than Germany

More R&D in China could help retain German carmakers’ competitiveness and profits,
which if channeled back to Germany could help employ engineers at home. But things
could play out differently in ways that would be detrimental for Germany in three ways.
First, the profits of German carmakers in China might increasingly finance R&D activities
based there. For example, some of the 20,000 to 30,000 China-bankrolled Volkswagen
engineers in Germany might find themselves replaced by software developers in CARIAD
in Beijing or engineers in the company’s Hefei R&D center. Second, the beneficial effects
of new technological knowledge could increasingly play out in China. Third, it is unclear
whether China-developed technologies will always be able to be brought back to Germany
to upgrade local industry and production processes.

For the foreseeable future, German carmakers will continue to do the bulk of their R&D at
headquarters, but in emerging fields such as autonomous driving, software, and batteries
it could increasingly take place in China because of competitive advantages and a more
dynamic market environment. To save costs, carmakers will try to utilize economies of scale
and only develop specific technologies once, for global markets.

Volkswagen'’s battery R&D activities in China illustrate this trend. 80 percent of the com-
pany’s global EV models will use a new “unified cell,”?® co-developed with its Chinese
technology partner Gotion High-Tech.>® This means cost savings of up to 50 percent for
Volkswagen but comes at the price of relying on China-developed technology for global EV
models.

German carmakers are not the only companies seeking to increase their R&D spending in
China. Recent surveys have found that German and European companies are eager to par-
ticipate in China’s innovation ecosystem.?! A substantial share of German firms in China
already conduct research (25 percent) and development (33 percent) for global markets
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there, and the majority of German and European firms in the country planned to increase
their China R&D spending in 2022.

China encourages foreign companies’ R&D investments, based on the rationale that these can
help it keep its lead in EVs and AVs and set international standards as well as make foreign
firms more dependent on the Chinese market.>? President Xi Jinping has said: “If you contrib-
ute to innovation in China, China will fully support you, regardless of where you come from.”33

Trend 2: German carmakers help turn Sino-EU automotive trade on its head

German carmakers are increasingly eager to use their production plants in China for exports German carmakers
and, thus, to transform the country into an export hub. Those plans could harm Germany’s, are increasingly
and Europe’s, industrial base. eager to use their

production plants
BMW exports its iX3 model from Shenyang and plans to produce the E-Mini in China for in China for exports
global markets. Mercedes-Benz aims to export its smart brand from China. Volkswagen is
reportedly pondering whether to produce its ID.6 SUV in China for European customers.*

EV exports from China could turn the Sino-EU automotive trade on its head, with the EU
quickly already a net importer of EVs. German carmakers production for export in China
can quickly translate into less production in Germany and Europe, which could bring about
severe consequences. In 2019, automotive exports made up 10 percent of the EU’s exports
and a third of its trade surplus. Fewer automotive exports from Germany and Europe could
put local employment, investment and innovation at stake.

The plan of German carmakers to export EVs from China is also a perfect fit with the coun-
try’s industrial policy. Beijing supports China-based carmakers with subsidies, preferential
treatment, and policies to ramp up production for exports.>® The most prominent policies,
such as the 14™ Five-Year Plan, include goals for increased exports of high-value-added
goods, such as EVs.?¢ (see Exhibit 8).

Trend 3: Involuntarily supporting the rise of Chinese suppliers

The rise of EVs and digitalization in China’s automotive sector threatens the existence of
traditional German suppliers. There is a high likelihood that German carmakers will turn to
Chinese suppliers to retain their global competitiveness. This would be a considerable risk
for the German economy.

German carmakers could involuntarily facilitate China’s industrial upgrading and help Chi-
nese companies go global. Many of their collaboration partners, such as CATL or DJI, have
benefitted from China’s industrial policies or are tied to China’s military upgrading agenda.

German carmakers could help their Chinese suppliers export their technology stacks as
part of Chinese vehicles or factories globally. This is most pronounced in the battery space,
with companies like CATL, Svolt, and Envision AESC setting up plants in Europe to supply
German and other European carmakers. The rise of these companies is directly related to
collaboration with German carmakers. CATL has said it has “learnt a lot from BMW,” partic-
ularly from the company’s high standards.?” Further upstream, Chinese battery equipment
manufacturers like LEAD are equipping German carmakers’ battery plants in Europe.3®
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Similar developments are afoot in automated driving. Volkswagen is collaborating with
Chinese drone-maker DJI. A jointly developed car with automated driving technology could
find their way onto global markets. Then-CEO of Volkswagen Group China, Stephan Wollen-
stein, said in 2021 that he would like China-developed autonomous driving and software
products to find uses in Europe.?®* However, DJI has been blacklisted by the US government
for alleged human rights abuses. The risk of such a collaboration for Volkswagen is that it
could be sanctioned by the US government.
Exhibit 8

Made in China EVs could turn Sino-EU automotive trade on its head @

EU-China car exports and imports in EUR billion

B EU car exports to China B EU car imports from China
of which EVs of which EVs

N

N

Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2
2019 2020 2021 2022

© MERICS

Source: Eurostat

Overall, Sino-German R&D collaborations and supplier ties help promote Beijing’s agen-
da. China’s government explicitly encourages Chinese companies in the automotive value
chain to “strengthen strategic cooperation with foreign enterprises” and to “jointly devel-
op international and domestic markets.”*’ The deeper integration of German carmakers in
China does not only help the country absorb global value chains, it also enables Chinese
companies to internationalize their standards and influence future technologies.

5. NAVIGATING CHINA'S MATURING AUTOMOTIVE MARKET

In China’s dynamic EV market, it will be more difficult for German carmakers to reproduce
their success of the last three decades. Increasing R&D investment and deeper engagement
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in the country and cooperation with Chinese suppliers could shield them from growing
political and market risks. However, they should clearly recognize the political risks, espe-
cially as their new investments could put them at odds with Germany’s economic interests
and create a rift with government.

In response the government needs to fine-tune its foreign automotive policy. It is increas- Support measures

ingly unclear whether support measures for these companies advance German interests or for companies

encourage risk-taking on their part that plays into Beijing’s hands. The following recom- could encourage

mendations outline potential ways forward on the bumpy road ahead in China for German risk-taking that

carmakers. plays into Beijing's
hands

German policymakers should consider:

= Recognizing that halting investment is no silver bullet: Screening German carmak-
ers outbound investments in China is unlikely to solve the dependency issue. It could
even hamper their efforts to retain their global competitiveness. For other sectors, and
upstream suppliers, outbound screening could be helpful to reduce dependencies.

m Creating transparency: For an improved risk assessment, the government could re-
quire companies to publicly disclose their China exposure. This should include informa-
tion on China-related revenues, profit, supply-chain dependence, investment, R&D and
potential ties to the Chinese Communist Party.*!

m Fine-tuning support mechanisms: The government should adapt its support mea-
sures for German carmakers in China to a changing political and business environment,
including investment guarantees or political backing for standardization cooperation.
Additional criteria for investment guarantees are required to safeguard that they create
a long-term benefit for the German economy. Making investment guarantees for certain
investments more expensive should also be considered.

= Bolstering Germany’s capabilities in EVs and AVs: There are opportunities for Ger-
man (and European) industry to catch up in EV and AV adoption, as China has yet to
announce a phasing out of the internal combustion engine and plans to remove EV sub-
sidies from 2023.

m Promoting resilient EV supply chains: Together with the EU and other partners, Ger-
many’s government and carmakers should redouble their efforts to create a more resil-
ient and non-China dominated EV supply chain. This will, for instance, require greater
refining capacities for raw minerals outside China.

m Making use of trade defense instruments (TDIs): Beijing’s subsidies and preferential
policies help attract German carmakers to produce in the country for global markets. The
use of TDIs could put the Sino-German automotive trading relationship on a more equal
footing and help convince German and Chinese carmakers to produce “in Europe, for
Europe”. Chinese carmakers expansion in Europe creates leverage for European decision
makers to insist on a level-playing field in terms of market access.*?
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German carmakers should consider:

m Pursuing a nuanced R&D strategy: Strengthen China-based R&D, for instance in digi-
tal services, to better compete in the country and scout highly innovative technologies.
At the same time, minimize global R&D activities and only selectively pursue global
product development to prevent being cut off from China-developed technologies or risk
them becoming obsolete in foreign markets.

m Reducing dependence on Chinese suppliers outside China: Diversify suppliers and
invest in upstream sectors to keep production outside China going in case of trade dis-
ruption with the country.

m Giving greater consideration to risks of tech collaboration: Jointly developing prod-
ucts with companies accused of human rights violations could lead to a consumer back-
lash, create due diligence risks under new European regulations and increase risks of
being targeted by US sanctions aimed at slowing Chinese innovation.
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Annex 1

German carmakers’ announced China EV investments since 2017 O

Value (announced) in EUR million

CARMAKER | PARTNER INVESTMENT ANNOUNCED | INVEST-
TARGET YEAR MENT
VALUE
Mercedes- BAIC EV production GF 2017 327
Benz
Mercedes- BYD Denza investment GF 2018 53
Benz
Mercedes- BAIC EV production GF 2018 750
Benz
BMW Brilliance EV production GF 2018 3,000
BMW GWM E-Mini production and GF 2019 325
development
VW Guoxuan 26 percent stake in M&A 2020 1,000
Gotion High-Tech
VW JAC Increase equity to M&A 2020 1,000
75 percent in JV with
JAC and acquire
50 percent in JAG
VW JAC EV plant Hefei GF 2020 3,000
VW (Audi) SAIC Audi production plant GF 2020 260
VW (Audi) FAW Nev production in Jilin GF 2020 1,746
(Changchun)
Mercedes- Geely Smart production and de- GF 2020 337
Benz velopment
Mercedes- - R&D center in Beijing GF 2020 145
Benz
Vw - Battery system factory Hefei | GF 2021 140
BMW Brilliance Acquiring production assets | M&A 2021 225
VW SAIC Changsha EV project GF 2021 525
BMW Brilliance Increase equity to 75 percent | M&A 2022 3,700
VW (Cariad) | Horizon Joint venture in which GF 2022 2,400
Robotics Cariad holds 60 percent
equity

© MERICS

Sources: Company press releases and news reporting

MERICS CHINA MONITOR | October 27, 2022 |19



German carmakers’ announced R&D partnerships in China

(since 2015)

Annex 2

Baidu Connectivity 2018
Baidu Autonomous driving 2018
Tencent Autonomous driving 2019
Great Wall Electric vehicles 2019
NavInfo Autonomous driving 2019
China Unicom Autonomous driving 2019
Alibaba Connectivity 2020
State Grid Charging 2020
Archermind Software 2020
Alibaba Cloud Incubation 2021
Mercedes-Benz Tsinghua University Automated driving 2015
Baidu Autonomous driving 2018
Xiaomi Connectivity 2019
BJEV Batteries 2019
CATL Batteries 2019
Farasis Energy Batteries 2020
Geely Electric vehicles 2020
Tencent Cybersecurity 2021
Tencent Autonomous driving 2022
Volkswagen Group | Alibaba, Baidu, Tencent Automated driving 2016
Huawei Autonomous driving 2018
Baidu Autonomous driving 2018
Didi Chuxing Car sharing 2019
Hefei city Smart city 2019
Star Charge, FAW, JAC Charging 2020
Gotion-High Tech Batteries 2020
DU-Power Charging 2020
Alibaba Connectivity 2020
DJI Automated driving 2021
Hunan Sunward Technology | Passenger drones 2022
Horizon Robotics Automated driving 2022

Sources: Company press releases and news reporting
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German carmakers’ China R&D centers

Annex 3

o

CARMAKER CITY DATE OF ESTABLISHMENT

BMW Shenyang 2013
Shanghai 2018
Beijing 2018
Tianjin 2019
Mercedes-Benz Fujian 2007
Beijing 2009
Beijing 2014
Beijing 2021
Shanghai 2022
Volkswagen Group Beijing 2013
Beijing 2018
Wuxi 2019
Hefei 2020
Changchun 2021
Chengdu 2021
Shanghai 2022

Sources: Company press releases and news reporting

© MERICS
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