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UNDERSTANDING AND COUNTERING CHINA’S APPROACH TO ECONOMIC DECOUPLING FROM THE UNITED STATES

Many experts have highlighted American efforts to partially 
decouple from China. Yet China began pursuing a far more 
ambitious and comprehensive decoupling strategy vis-à-
vis the United States long before Donald Trump entered the 
White House.

This monograph examines China’s evolving approach to eco-
nomic decoupling from the US. It makes the following argu-
ments and conclusions.

First, on the back of a preexisting mercantilist political economic 
structure, China has been explicitly pursuing economic decou-
pling from US and allied economies on Chinese terms for at 
least a decade.

Second, while the US seeks to decouple some aspects of its 
economic activity from China, the latter seeks to dominate vast 
segments of the Asian economy and to decouple these seg-
ments from the US. This is the Chinese strategy and threat that 
the US vastly underappreciates.

Third, the most important segments are the high-tech and high-val-
ue sectors. These sectors are where competition is the most con-
sequential and where decoupling on US terms needs to occur.

Fourth, China faces increasingly serious problems and ob-
stacles regarding its decoupling strategy. Many of these 

arise out of structural weaknesses inherent in its political  
economy.

The monograph is written to assist the Biden admin-
istration and those who follow it to possess a deeper  
understanding of:

ߪ  China’s actions and the motives behind them;

ߪ  China’s strengths, weaknesses, and vulnerabilities; and

ߪ  How the US and its allies can craft an evolving approach 
that better plays to their individual and collective strengths 
and advantages.

China hopes the US and its allies will adopt a cautious, grad-
ualist, and ineffective approach to countering Beijing’s strategy 
and objectives. The Chinese Communist Party knows the US 
and other advanced economies still have immense advantages 
despite clever Chinese messaging to the contrary. 

The US and its allies continue to enjoy considerable leverage 
and remain well placed to partially decouple from China on their 
preferred terms, but they need to act quickly, collectively, and 
decisively.

This monograph is the result of a proposal funded by the Smith 
Richard Foundation. The project was approved and began in 
late 2020.

EXECUTIVE SUMMARY
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In July 2020, Chinese President Xi Jinping articulated a 
new “dual circulation” strategy. Seeking to walk a middle 
line between the unrestrained economic globalization of the 
previous decades and the “domestic circulation” or autar-
kic approach of Mao Zedong, dual circulation is about “un-
leashing the full potential of [China’s] domestic demand,” 
building technological and other forms of “self-reliance” as 
quickly as possible, and putting China in a better and more 
resilient position to engage with international markets on su-
perior terms.1 This includes creating self-sufficient cycles of 
production, distribution, and consumption for domestic eco-
nomic development.

Many China watchers immediately surmised that this was the 
inevitable Chinese response to the decoupling policies adopt-
ed by the Trump administration—if the United States seeks to 
decouple from China to strengthen its economy and perhaps 
weaken China’s, then Beijing will craft its own response, which 
will achieve the converse outcome.

As a matter of geo-economic historical accuracy and in terms 
of the public discussion about properly allocating blame for the 
deterioration in US-China economic relations, this sequence is 
incorrect. China has tirelessly pursued its version of a decou-
pling strategy vis-à-vis the US since long before Donald Trump 
entered the White House. Beijing might not have ever used the 
term decoupling, but Chinese decoupling policies partly per-
suaded the Trump administration to craft its decoupling poli-
cies, which the Biden administration has largely adopted.

Moreover, real policy implications are at stake that depend on 
understanding the proper sequence of policies and events and 
the motivations behind these policies. Chinese plans to decou-
ple from the US and to ensure greater economic self-reliance 
and resilience precede the contemporary US discussion on this 
issue. The Chinese Communist Party (CCP) has long pursued 
self-reliance in many areas. More recently but before the arrival 
of the Trump administration, Beijing has sought to delimit its 

economic exposure and dependence on the US and to craft 
strategies to advance a Sinocentric economic order that ex-
cludes the US in important regards and limits US involvement in 
others. In short, Beijing has a head start on Washington when 
it comes to formulating and implementing related policies. Un-
derstanding this is vital because it would be a grave error to 
treat China as a passive bystander waiting to see America’s 
moves and taking only reactive or defensive approaches to US 
measures.

To be sure, economic decoupling is a fraught activity filled with 
unintended and unknown consequences. The notion of de-
coupling, which began during the Trump administration, largely 
began with an anti-globalization sentiment. Many Americans 
believed that globalization and economic interdependence had 
shortchanged them while developing countries such as China 
benefited at America’s expense. Since then, and in an era of 
geopolitical rivalry with China, the US is clearer as to what it 
seeks to achieve through some element of economic decou-
pling from China. Given Beijing’s expansionary and aggressive 
intentions, there is bipartisan agreement that the US should not 
help China grow its material power if Beijing will use those ca-
pabilities against the US and its allies.

At the same time, Washington should understand the Chinese 
strategic and economic mindsets, interests, and econom-
ic plans that already exist and what these are designed to 
achieve in a decoupling context. Doing so would help officials 
understand Beijing’s objectives and lead to more strategic 
economic, financial, industrial, technological, and regulatory 
policies.

With respect to the definition of terms, the contemporary dis-
cussion tends to use decoupling as a catch-all. For the purpos-
es of clarity, decoupling can mean a full split in the supply or 
value chain or sector. It can also mean some element of disen-
tangling, which implies loosening or unraveling elements of the 
supply or value chain (which might be a precursor to decou-

INTRODUCTION
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pling or merely a precautionary risk management approach). 
Diversification implies a risk management or hedging approach 
of guarding against overreliance through developing supply or 
value chains elsewhere (but is not necessarily a precursor to 
decoupling or disentangling).

These three broad approaches are all included under the term 
economic decoupling. The monograph will deploy greater 
precision in terminology where it is necessary. In short, this 
report examines how China thinks about economic decou-
pling from the US, which includes hard decoupling, disentan-
gling, and diversification. It makes the following arguments 
and conclusions.

First, on the back of a preexisting mercantilist political economic 
structure, China has been explicitly pursuing economic decou-
pling from US and allied economies on Chinese terms for at 
least a decade.

Second, while the US seeks to decouple some aspects of its 
economic activity from China, the latter seeks to dominate vast 
segments of the Asian economy and to decouple these seg-
ments from the US. This is the Chinese strategy and threat that 
the US vastly underappreciates.

Third, the most important segments are the high-tech and 
high-value sectors. These sectors are where competition is the 
most consequential and where decoupling on US terms needs 
to occur.

Fourth, China faces increasingly serious problems and ob-
stacles regarding its decoupling strategy. Many of these 
arise out of structural weaknesses inherent in its political  
economy.

Finally, the US and its allies have considerable leverage and 
powerful options to ensure that they achieve decoupling 
from China on their preferred terms. The first steps are to  
understand:

ߪ  China’s actions and the motives behind them;

ߪ  China’s strengths, weaknesses, and vulnerabilities; and

ߪ  How the US and its allies can craft an evolving approach 
that better plays to their individual and collective strengths 
and advantages.

In the above contexts, this monograph hopefully makes 
an important contribution to the US strategic and policy  
approach.



UNDERSTANDING AND COUNTERING CHINA’S APPROACH TO ECONOMIC DECOUPLING FROM THE UNITED STATES

It would be a mistake to treat the Chinese decoupling mindset 
as a purely defensive measure to lower reliance on, and vulnera-
bility to, the US. As this report will observe, the mindset includes 
strong defensive elements.

However, in the context of decoupling, there is also a proactive 
strategy to overarching blueprints such as the Belt and Road 
Initiative (BRI), which Beijing specifically designed to advance 
geostrategic and geopolitical objectives in Asia and beyond. 
This section focuses on the CCP’s strategic outlook and ap-
proach, and how plans such as the BRI fit into this broader 
outlook and approach.

China and Geostrategy
Geographical and material conditions have played a decisive 
role in shaping China’s approach to the region given Beijing’s 
objectives. Aaron Friedberg describes the geostrategic terrain 
appropriately: 

Strategic Asia is very large; distances are huge, 
and one key player (the US) is more than six thou-

Caption: Beta version of IM Motors L7 electric sedan is on display at 

the North Bund on December 26, 2021, in Shanghai, China. (Photo by 

Shen Chunchen/VCG via Getty Images)

SECTION A: THE GEOSTRATEGIC 
DIMENSIONS OF CHINESE  
ECONOMIC DECOUPLING
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sand miles away. Save for China and Russia, and 
partly for China and India (which are separated by 
the Himalayas), the major powers are not physical-
ly contiguous. Nations that wish to deter, coerce, 
or attack enemies must generally be prepared to 
project power across great expanses of water and 
airspace.2

In the decisive maritime areas of East Asia, and since the end of 
the Second World War, only the US has possessed the capabil-
ities and relationships to either dominate or intervene decisively 
in these areas. China’s approach from the 1990s onward has 
been about acquiring capabilities that dissuade the US from in-
tervening decisively by being able to inflict (or threatening to 
inflict) prohibitive costs.

Over the past decade and more, Beijing has increasingly fo-
cused on acquiring the geographical presence and capability 
to project dominant power beyond its periphery, which largely 
accounts for its recent actions in contested regions such as the 
East and South China Seas. Although Japan has the potential 
to reemerge as a great regional power, China still realizes that 
it is largely dealing with an assorted collection of “small states.” 
While some small states, such as Vietnam and Indonesia, may 
yet become formidable strategic actors in their immediate local-
ities, their primary strategic value is to render assistance to great 
powers as enablers or blockers.

The region’s obsession with US-China relations and compari-
sons is understandable given the preponderance of small states 
with no ability to individually affect the balance. A small state 
is obviously a relative concept but reflects the reality that East 
Asia is a lopsided geostrategic and geopolitical construct. Geo-
graphically, China is the enormous continental heart of East 
Asia and is surrounded by several significantly smaller states 
in terms of landmass when it comes to the maritime domain. 
For example, China is about 6.5 times larger than Indonesia, 
over 14 times larger than Myanmar, almost 19 times larger than 

Thailand, and 25.5 times larger than Japan, although these are 
the four largest states by landmass after China.

These countries are also small in relative terms when comparing 
their military capabilities and potential to China’s. According to 
2020 figures, China spends more than the rest of Northeast 
Asia and Southeast Asia combined, and its military spending 
equates to almost two-thirds of all East Asian spending. Its 
military budget is currently more than 6.5 times the combined 
military budgets of the Southeast Asian nations. China’s military 
budget is more than 5 times that of its nearest East Asian rival, 
Japan, and the gap is growing (See figure 1).3 Later this mono-
graph will draw out implications of smallness on the strategic 
culture and psychology of certain states.

These regional disparities mean that China has long been ob-
sessed with identifying strategic, military, and other non-mate-
rial weaknesses pertaining to the US.4 Beijing has also realized 
that the US’s much greater distance from maritime East Asia 
can be both a structural advantage and a disadvantage. It is the 
former for the US because the prospect of an Asian hegemon 
creates more apprehension among resident smaller states than 
the existence of a distant one. The distant US power requires 
greater acquiescence from regional states to retain its presence 
and relevance in the region. In that sense, the US is more struc-
turally bound to provide public security goods than an Asian 
hegemon would be. That partly explains why most states still 
welcome the US as a superpower.

Yet the structural disadvantage for the US is that strategic neu-
trality of these small states can be crippling, while it would be 
only inconvenient for an Asian hegemon such as China. Hence, 
Beijing does not have the same strategic or military need for 
cooperation from local allies and partners as the US does. 
Therefore, Beijing has the easier task of seeking to merely 
neutralize US allies and partners rather than the more difficult 
task of acquiring these allies for itself. If China can change the 
cost-benefit calculations of these allies and partners in its own 
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favor, then the US is immensely exposed as a geographically 
distant power. In other words, simply minimizing the strategic 
and military relevance and agency of Southeast Asian states 
works in China’s favor, given it is the People’s Liberation Army 
that is strengthening its presence in the region and not the US 
and its northern and southern allies. Achieving that was always 
a central pillar of China’s strategy of seeking to “ease the US out 
of Asia” and therefore “win without fighting.”

To be sure, recent Chinese behavior has caused Japanese and 
Australian allies to reaffirm and enhance their alliances with the 
US and their security relationship with each other. But if Japan 
and Australia serve as the northern and southern anchors of the 
US-led security system, the soft heart or underbelly of maritime 
Asia remains Southeast Asia.

Xi Jinping has put noticeably more strategic and diplomatic em-
phasis on small states than his predecessors did,5 frequently un-
der the banner of “all-dimensional diplomacy.”6 Doing so makes 
eminent sense from the Chinese perspective. Small states are 
less powerful and usually less important to other great powers. 
This means they are more likely to hedge or remain neutral rath-

er than balance against powerful countries, even if there is an 
aggressive power in their neighborhood, such as China. At the 
same time, Beijing does not need the consent of other states to 
maintain and extend its presence and influence. There is there-
fore more scope for China to coerce and intimidate neighboring 
small states than there is for a country such as the US.

For China, winning over or buying silence or neutrality from 
small Southeast Asian states is also “cheaper,” especially if 
they are low-income authoritarian political economies where 
elite capture becomes much more feasible. From a Chinese 
perspective, relatively insignificant increases in state-directed 
investment, infrastructure building, or tourist visits create a dis-
proportionately large benefit for these struggling smaller econo-
mies. Following this practice, China has ensured that ASEAN is 
incapable of arriving at a consensus that would be detrimental 
to Chinese interests. Bear in mind that each state carries the 
same voting rights in institutions like ASEAN (even if their influ-
ence might be disparate).

These states’ smallness does not preclude some of them from 
being important from a geostrategic or military point of view. 
Of the 42 ports in 34 countries that Chinese firms have helped 
construct and that could serve Beijing’s strategic interests, the 
majority are in small states where such investments buy con-
siderable influence. These include Hambantota in Sri Lanka, 
Kyaukpyu in Myanmar, and Sihanoukville in Cambodia.

A growing discourse among Chinese strategists about cultivat-
ing “strategic support states” reaffirms this conclusion. A 2015 
consensus of 50 Chinese scholars on “China’s periphery diplo-
macy in the Xi Jinping era” concluded that Beijing can acquire 
strategic support states through regional cooperation and the 
provision of economic and public goods as China expands. 
According to one extensive analysis, one of the principles of 
cultivating a strategic support state is ensuring that “China has 
the ability and resources to guide the actions of the country so 
that they fit into [China’s] strategic needs.”7

Figure 1. Major Military Spenders in Asia, 2020–21

China

India

Japan

South Korea

Australia

Taiwan

Singapore

Pakistan

0 $50B $100B $150B $200B

2020 2021

Source: “Asia’s Military Spending Up 2.8% in 2021, Bucking 1.8% Global Drop,” Nikkei Asia 
Review, February 15, 2022.
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The cultivation of (small) strategic support states has taken sev-
eral main forms and encompasses strategic, military, political, 
economic, nonmaterial, and psychological forms. These are 
summarized below.

Shifting from Defending to Promoting Authoritarianism
In the recent past, China merely wanted to deflect criticism of 
its authoritarian system. It still seeks to do that but is moving to 
promote its approach as a superior way for developing econo-
mies around the region and world.

Importantly, China has abandoned Deng Xiaoping’s model of 
“hiding strength and biding time.” According to Xi, as China be-
comes a leading global power from 2035 onward, the Chinese 
people will enjoy the “common property” of the international 
system. Xi also stated that “the Chinese nation will stand with 
a more high-spirited image in the family of nations” and that 
“socialism with Chinese characteristics” is a “new choice” for 
developing nations that want to grow economically and main-
tain their independence.8

Beijing’s promotion of its political values and standards goes far 
deeper than official pronouncements and mere declaratory pol-
icy. The CCP leadership has augmented support for authoritar-
ian regimes—for example, that of Cambodia’s Hun Sen.9 Auto-
cratic regimes receive a significant share of Chinese financing.10

China not only promotes authoritarian values but also teaches 
tactics for repression and exports apparatuses for domestic co-
ercion to willing authoritarian clients.11 It has gone beyond forcing 
foreign firms to agree to its restrictive internet and social media 
standards to championing its standard of “internet sovereignty,” 
which gives every government the right to regulate online infor-
mation and rejects a universal freedom of information standard.12

In the United Nations, China promotes the innocuous-sounding 
“community of shared future for human beings” as an alterna-
tive to the notion of universal human rights. The former concept 

is based on the right of each country to interpret what human 
rights actually means and insists that other countries should re-
spect and accept that human rights will have different meanings 
for each country.13 With respect to ASEAN, China promotes an 
ASEAN-China Community of Common Destiny to engineer a 
smooth transition to a China-centric and hierarchical region.14 
Perhaps most concerning is China’s increased willingness to 
interfere in, and covertly influence, domestic decision-making 
institutions and debates in democratic nations. This includes 
the promotion of Chinese authoritarian values.15

The proponents of this model in China (and elsewhere) begin from 
the position that any political system ought to be assessed ac-
cording to practical outcomes and that there is no intrinsic value 
to liberal-democratic systems that emphasize individual rights and 
freedoms without regard to the consequences. China argues that 
it has resolved the alleged contradiction between the subordina-
tion of individual rights and freedoms to one-party rule, on the one 
hand, and positive social and economic outcomes, on the oth-
er—a contradiction the communist regimes in the Cold War era 
failed to address. As Xi claims, the CCP meets the basic needs 
of over one billion people, and its authoritarian system has made 
it possible for people to live fulfilling and materially better lives.16

There is immensely fertile ground for such messages to take 
hold. In a Southeast Asian region where Singapore is the only 
high-income-per-capita economy, the promise of rapid devel-
opment under authoritarian rule is attractive. In Asia, only Japan 
and the Philippines had a sustained experience with democratic 
governance prior to 1990. There are few genuine, committed 
democrats in Asia (i.e., those who reject all other forms of gov-
ernment no matter what occurs). Instead, people here view de-
mocracy in somewhat more instrumental terms. A 2017 survey 
by the Pew Research Center found that in the Philippines, Viet-
nam, and Indonesia, only 15 percent, 8 percent, and 12 percent 
of citizens, respectively, were “committed democrats” who fa-
vored electoral democracy under any circumstances. The ma-
jority— 67 percent, 79 percent, and 75 percent, respectively—
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had a positive view of electoral democracy but would consider 
less democratic governance by experts, a strong leader, or the 
military under various circumstances.17

Bear in mind that more than half of the region’s people were 
born after 1981 and have had no direct experience of the “hard 
authoritarianism” that characterized much of Asia in the de-
cades after World War II.18 Whereas committed democrats will 
blame the party in power for suboptimal outcomes that do not 
meet popular expectations, uncommitted democratic societies 
may well blame the system itself for perceived failures. Indeed, 
this deeply embedded “instrumentalist” view of democracy ap-
pears to help account for the phenomenon of either authoritari-
an resilience or democratic erosion in Asia in recent times.

Setting “Discourse, Prices, and Policy” in the Region
China previously focused on benefiting from the regional and 
global order while reducing its vulnerabilities to external actions 
and exogenous shocks.

While China still needs to participate in the regional and global 
order, the country is tirelessly and creatively trying to set “dis-
course, prices, and policy” in ways that lock in its privileges, 
advantages, and agency when it comes to the setup and prac-
tice of institutions (e.g., membership in groups that decide 
norms, policies, or actions). These attempts would normalize 
certain forms of economic activity and influence technological, 
technical, or legal standards in Southeast Asia. In this context, 
initiatives to reduce domestic vulnerabilities and create new av-
enues for economic growth and exports without reforming the 
Chinese political economy (such as the BRI and Made in China 
2025) have transformed into a grand strategy that tries to re-
write the rules for how regional nations compete and interact.

If Beijing could set discourse, prices, and policy, it would have 
far more leverage over smaller states, especially those in South-
east Asia, than it would otherwise have as it places China in 
a unique position to predetermine or decide the current and 

future winners and losers of various interactions. From this 
point of view, the objective is to institutionalize and entrench 
the Communist Party’s Leninist approach to political economy 
(i.e., a system in which all economic activity serves the interest 
of the Communist Party and the Chinese state) beyond China’s 
borders and throughout Southeast Asia.

In this sense, the goal is not just for China to benefit dispro-
portionately from economic activity in Southeast Asia. Beijing 
wants the ability to offer or withdraw opportunities according 
to political and strategic considerations and cobble together a 
system in which Southeast Asian states can receive access and 
opportunity if they offer China fealty and tribute.

Controlling and Manipulating Grand Narratives
If China possesses a “magic weapon” to help it gain support 
for its strategic and security policies in Southeast Asia, it is the 
considerable success Beijing has had in controlling and manip-
ulating grand narratives.

Under Xi, the narrative that China offers to the Southeast Asian 
audience has changed remarkably. Previously, China was des-
perate to emphasize its sense of vulnerability and the scale of 
its domestic challenges to counter fears about its accumula-
tion of power. But since around 2014, China has moved toward 
promoting (rather than downplaying) strength and concealing 
(rather than highlighting) vulnerability.

This is evident in its 2019 defense white paper, which is as 
much a propaganda piece as a doctrinal or policy document. 
For example, unlike the previous nine defense white papers, the 
2019 version is proudly littered with examples of PLA activity 
even when referring to contested regions, such as the South 
China Sea. While the 2019 paper is open about the military and 
technological gap that the PLA must narrow to become a global 
military leader, it is nevertheless boastful about the increasing 
tempo and sophistication of PLA activities: “Since 2012, Chi-
na’s armed forces have deployed vessels on over 4,600 mari-
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time security patrols [in the South China Sea] and 72,000 rights 
protection and law enforcement operations, and safeguarded 
maritime peace, stability and order.”19

Similarly, Beijing prefers to overstate rather than understate the 
expansiveness and ambition of flagship economic industrial 
policies such as the BRI and Made in China 2025 (MIC 2025). 
The BRI began as a policy framework to relieve pressure on 
some serious domestic economic problems (such as to cre-
ate external markets for excess capacity arising out of massive 
and chronic overinvestment and to develop stubbornly mori-
bund economies in the inner and western provinces). But Xi’s 
May 2017 speech at the first Belt and Road Forum framed the 
initiative as one emanating from the enduring greatness of the 
Chinese civilization in grandly laying out its vast ambition.20

More broadly, and unlike his predecessors since Deng Xiaop-
ing, who all stressed the scale and depth of Chinese vulnera-
bilities and challenges, Xi makes the case for the inevitability of 
Chinese success and dominance to an external audience. One 
can see this in the way Beijing actively promotes its model and 
approach as politically and economically superior to those of 
the US. According to my conversations with interlocutors from 
Southeast Asia, Chinese officials they engage with consistently 
and persistently appeal to the narrative of inevitable Chinese 
dominance. 

An important corollary of this narrative is that the region is an 
“optional” strategic interest for the US. In any event, other global 
priorities will periodically distract the US (such as in the Middle 
East), and US foreign policy will be inconsistent as administra-
tions and domestic politics change. In contrast, Communist Par-
ty–led China is permanently in the region, unchanging in its ob-
jectives, fundamentally undeterrable, prepared to pay any cost 
to achieve its objectives, and focused first and foremost on Asia.

Buy-in to these narratives is the essential underpinning of Chi-
nese strategic success. For small states, the will to resist even a 

coercive great power is greatly diminished if there is consensus 
that the great power will dominate regardless of whether other 
states disapprove of China’s behavior. Striking an uneven ac-
commodation or removing oneself from the fray is preferable 
to balancing against the future dominant power—one must not 
fight the future but learn to make the best of it.

Chinese Authority, Legitimacy, and 
Leadership over Smaller States
If China relied only on coercion and insidious forms of “sharp 
power,”21 then Southeast Asian states would be more likely to 
embrace Donald Trump’s Free and Open Indo-Pacific or Joe 
Biden’s Safe and Prosperous Indo-Pacific. They would also 
countenance more active balancing measures against the pros-
pect of Chinese dominance. However, China has been pro-
actively and creatively persuading Southeast Asian states to 
hedge rather than to balance themselves against Beijing.

As a complement to these grand narratives, China is thinking 
more deeply and creatively about enduring and effective foun-
dations for the accumulation and exercise of power and influ-
ence over Southeast Asian states. Beijing is cognizant of the 
likelihood that the significant powers in the region will not be-
come Chinese allies in the manner that Japan and Australia are 
with the US.

Indeed, the 2019 defense white paper reaffirms that Bei-
jing will not seek alliances with any country. For that reason, 
dominance based on overwhelming material superiority is 
probably not possible, or at least would not be enduring even 
if achieved. Constant coercion of other states might eventu-
ally convince these states to balance against Beijing. These 
alone cannot be a sound future basis for Chinese power and 
influence.

For these reasons, Beijing is attempting to enhance its authority 
and legitimacy as its power grows in relative terms, but it is 
also aware that its relative power will not increase indefinitely. 
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Whereas coercion relies on threats or actual punishments to 
shape or change the behavior of others, the notion of authority 
is based on the legitimate exercise of power. Such authority is 
a more efficient and enduring way to exercise power because 
it induces compliance from smaller powers that recognize or 
accept China’s right to impose obligations on them.

The recognition of that “right” might be moral, normative, or 
based on a longer-term material calculation. Whichever it is, the 
point is that smaller countries come to accept that there are rules 
for the great Chinese power and different rules for smaller pow-
ers. Unlike the US’s rule-based framework, the Chinese proposi-
tion is inherently hierarchical. If accepted, that hierarchy reduces 
the need for China to rely on mere threats or punishments.22

Consider the primary forms of diplomatic messaging China 
uses for Southeast Asia and Pacific Island countries compared 
to messaging reserved for Western liberal democracies such as 
Australia, the US, and the European Union states. With respect 
to the latter groups, China promotes the notion of “mutual ben-
efit” and “win-win.” In my conversations with Southeast Asian 
interlocutors, they have said that China emphasizes the Chinese 
civilization’s permanence and greatness, which is the enduring 
basis for hierarchical, stable, and benevolent relationships with 
smaller states in Asia. Importantly, according to Beijing, the per-
manence and greatness of Chinese civilization both guarantee 
the success of China’s reemergence (as that reemergence is 
natural) and back Beijing’s claims that the Chinese overlord will 
be just and fair (as it has been for millennia, according to the 
Communist Party’s view of history).

China has attached these narratives to actual policies direct-
ed toward Southeast Asian states. For example, the BRI is de-
signed to spur “common development” through the strength-
ening of infrastructure, networks, connectivity, and enhanced 
people-to-people interactions and exchanges. To Southeast 
Asians, Beijing is not apologetic that the BRI is China-centric or 
even that Chinese entities are its primary beneficiaries. Coun-

tries are often flattered by being told that they form essential 
nodes in a vast China-centric network. But the overriding mes-
sage is that benefits can flow to the entire region only if the great 
Chinese civilizational state is at the center of economic, political, 
and diplomatic life in the region.

Whereas the impersonal and ruthless market-based princi-
ples will create short-term winners and losers through the 
merit-based measurement of profitability, China insists that its 
system will give guaranteed and enduring benefits to all partici-
pants, even if these are unevenly distributed.

Southeast Asian countries realize that Chinese financing, in-
frastructure building, and even designation of Approved Des-
tination Status to boost Chinese tourism numbers are based 
partly on Chinese largesse. In contrast, impersonal market 
forces seem to drive Japanese, American, and Australian 
economic activity in Asia. This is all about China making a 
moral, normative, and material case for its unique hierarchical 
authority.

Bear in mind that the primary target for China is elites, and 
the moral, normative, and material case is largely designed to 
achieve “elite capture” or co-optation throughout Southeast 
Asia. Domestically, elite capture is how the modern CCP has re-
mained in power and what it has learned to do best.23 In South-
east Asia, Beijing has discovered that the most efficient way to 
gain consent for its strategic and security policies or to at least 
stifle opposition is to either win over elites or silence them. One 
report, which is consistent with my observations, is that elite-
to-elite diplomatic outreach accounts for about 90 percent of 
China’s outreach to these countries.24

It is also worth noting that an important external objective for 
China’s United Front Work Department, which collects intelli-
gence on and tries to influence elites and stakeholders in target 
countries, is to complement all the above objectives by promot-
ing the following ideas:
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ߪ  The dominance and greatness of the Chinese civilizational 
state are inevitable. 

ߪ  The CCP-led Chinese state is fundamentally undeterrable 
and is willing and able to absorb any cost in achieving its 
objectives. In contrast, the US is undependable and may 
abandon Southeast Asia.

ߪ  China’s hierarchical order is more virtuous than the US-backed 
rules-based order. This message contrasts the guaranteed 
gains derived from embracing that hierarchical China-centric 
order to the uncertain benefits of the rules-based order.

ߪ  Chinese strategic and security policies (including in the 
South China Sea) are a necessary component of this more 
virtuous and beneficial order.

ߪ  The CCP has been entrusted with the great rejuvenation of 
Chinese civilization, and it is the only legitimate authority over 
the Chinese peoples (including those in other countries). 
Therefore, opposing the policies and principles of the CCP 
is tantamount to defying the will of the 1.4 billion people who 
are part of the enduring civilization.

Note also that China realizes any smooth and legitimate transi-
tion to a China-centric hierarchical system requires the co-opta-
tion of, or at least must complement, the existing ASEAN 
framework. Since China became an ASEAN Dialogue Partner 
in 1996, it has established almost 50 mechanisms with ASEAN. 
Common to all these mechanisms is the intention to establish 
and entrench Chinese moral and normative authority and legiti-
macy based on China’s central role in providing stability and se-
curity through promoting economic development and connec-
tivity. A prominent example is China’s attempts to integrate the 
BRI with ASEAN’s connectivity agenda, with the modification 
that the benefits of ASEAN connectivity can be maximized only 
if the latter is linked to a broader BRI framework. As Singapore’s 
Bilahari Kausikan further argues:25

China’s natural gravitational pull is being enhanced by vari-
ous infrastructure projects… These projects have geopolitical 
consequences, intended or not. They could in effect merge 
southwest China and mainland Southeast Asia into one eco-
nomic space. International boundaries will . . . remain as lines 
on maps. But they could be relegated to inconveniences or 
irrelevancies.

When one analyses mechanisms from upgrading the ASE-
AN-China Free Trade Area to a Special ASEAN-China Defence 
Minister’s Meeting to ASEAN-China Cultural Cooperation, 
the fundamental approach and message is the promotion of 
China-centric economic opportunities in underpinning politi-
cal, security and cultural advancement and cooperation. A 
smooth, peaceful, and prosperous transition to an inevitable 
Sino-centric region is only possible, according to Beijing, when 
there is little or no resistance from Southeast Asian states. And 
that can only occur when the latter states accept the “natural 
propensity of things”—the notion of “shi” and “harmony”26—
and seek to work with rather than against it. As Xi Jinping puts 
it, “When the big river is full of water, the smaller ones never 
run dry.”27

Even with mechanisms at the subregional levels that are not 
explicitly ASEAN, such as the Pan-Asian (or Kunming to Singa-
pore) railway or Lancang-Mekong Cooperation, the underlying 
approach is the same. It is all about connecting the material 
(and therefore political and security) destiny of these nations to 
a psychological sense of dependency, with all pathways begin-
ning and ending in China.

Consider the powerful bond and pull for these smaller states: 
resistance is pointless, but small states giving themselves to the 
“propensity of things” and embracing that as “natural” will con-
dition these states to act in accordance with China’s wishes.28
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Deng Xiaoping’s exhortation to “Hide brightness, cherish obscu-
rity”—to avoid antagonizing major powers while quietly building 
national comprehensive power—survived into the first decade 
of this century. In particular, Beijing’s pledge that it would pursue 
a “peaceful rise” or “peaceful development” was a continuation 
of Deng’s dictum.29 This Chinese approach fueled optimism that 
China would emerge as a responsible stakeholder in a US-led 
strategic and economic order.

Many view the emergence of Xi Jinping as paramount leader in 
2013 as marking a decisive shift away from Deng’s conservative 
three-decades-old approach. More likely, the main difference 
between Xi and his predecessors relates to the former’s bolder 
style, willingness to take on risk, and lack of patience than to a 
sea change in Beijing’s objectives.

Indeed, “Hide brightness, cherish obscurity” was largely formu-
lated to prevent Chinese overreach and the formation of power-
ful coalitions against a still-weak and vulnerable Beijing. Political 
and strategic documents reveal that China had been preparing 
for an enduring and intense competition and rivalry with the US 
since the mid-1990s. In my own survey of over 100 Chinese 
strategic documents and articles from the late 1990s to 2008, 
about four-fifths were about competing with the US. They fo-
cused on how best to bind, circumvent, restrict, or overcome 

Caption: Stewards of China Railway Kunming Bureau Group Co., Ltd. 

are pictured in Kunming Railway Station in Kunming, Yunnan Province, 

China, on June 2, 2022. A landmark project under the Belt and Road 

Initiative, the railway connects Kunming with Vientiane, Laos. (Photo by 

Wang Guansen/Xinhua via Getty Images)

SECTION B: CHINA’S RECENT  
DECOUPLING JOURNEY
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US power and influence—military, economic, technological, 
and normative.30

The CCP long rejected the US expectation that it would grad-
ually commit to political and economic reforms as China grew 
richer and became more integrated with the US and global 
economies.31 China’s force development and modernization 
over three decades aimed to counter US capabilities most 
of all. In other words, there is little evidence that authoritar-
ian China was genuinely willing to emerge as a responsible 
stakeholder under US leadership, and the shock and disap-
pointment among many US policy elites were more a result 
of misplaced expectation than of a sudden Chinese shift in 
direction.32

This is the contemporary context within which China’s econom-
ic policies toward the US and in the region ought to be under-
stood. By the end of the first decade of this century, and despite 
three decades of double-digit economic growth, the Chinese 
economy remained far less resilient than was then widely as-
sumed. China still needed Western markets and consumers 
to drive its export-driven growth.33 (Net exports remained the 
primary driver of GDP growth up to the global financial crisis in 
2007.) To sustain constant improvements and support its ris-
ing export-oriented and domestic manufacturing, the country 
depended predominantly on foreign (especially US) technology, 
innovation, expertise, and commercial know-how.34

Refusing to subject its currency to the whims and fluctuations of 
international markets, Beijing persisted with a “managed RMB 
currency” that was largely pegged to the US dollar at a lev-
el determined by the People’s Bank of China. Even in recent 
times, China has few options but to park the bulk of its foreign 
exchange reserves (largely acquired through the accumulation 
of enormous trade surpluses with the US) in US dollar–denomi-
nated assets given the size of its reserves and the need to hold 
US dollar assets in maintaining the peg.35 This means that in 
return for RMB stability and partial immunity from the whims of 

international currency markets, Beijing is more vulnerable to the 
whims of US monetary policy.

Therefore, the high point of US optimism that an economically 
more successful and integrated China would play by US-pre-
ferred and existing global economic rules was an illusion. For 
China, greater economic cooperation and integration were 
a means rather than an end, a tactical measure rather than 
a desired strategic outcome. Beijing had not previously used 
the term economic decoupling, common in the US, but seized 
upon Washington’s use of it as an indication of US bad faith and 
disruptiveness.36 But as China became more powerful, it was 
always likely that it would seek to renegotiate or reframe the 
terms of its economic engagement with the US. In the name of 
national resilience, and increasingly as a competitive strategy 
vis-à-vis the US, Beijing was effectively cobbling together its 
own version of economic decoupling or distancing from the US.

From Defense to Offense: Xi Jinping  
and the BRI
While China’s desire and attempts to decrease economic reli-
ance on, and vulnerability to, US policies and actions preced-
ed Xi Jinping, he is far more proactive and ambitious than his 
predecessors. Xi has moved from previous defensive mindsets, 
which focused mainly on protecting China from external (espe-
cially US) actions, to plans to entrench a dominant economic 
role for China at the US’s expense and to shape the institutions 
and environment to achieve and sustain that role. In this sense, 
economic decoupling or distancing on Xi’s terms has been de-
fining many of Beijing’s goals since his ascent in 2012. These 
goals are part of what Xi refers to as pursuing “a new model of 
major country relations between China and the US.”37

Indeed, China’s main outward-facing economic blueprints 
should be understood as Beijing seeking to decouple or dis-
tance on its own terms. Consider the BRI, which is rightly de-
scribed as China’s most ambitious and comprehensive eco-
nomic and strategic blueprint since the Deng Xiaoping era 
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began in 1979. It comprises the Silk Road Economic Belt, 
which goes through the Eurasian continent all the way to West-
ern Europe, and the Maritime Silk Road, which links China with 
Southeast Asia, Oceania, the Indian Ocean Rim, Africa, and 
the Mediterranean. The BRI’s authoritative white paper de-
scribes its objectives as comprising policy coordination, facil-
ities connectivity, unimpeded trade, financial integration, and 
people-to-people connections.38

Much has already been written about the BRI, the challenge it 
poses to US interests, and the poor outcomes it often leads to 
for unwitting participants. For example, one recent and com-
prehensive study by Daniel Kliman et al. argues that the BRI 
poses seven key challenges for participating states: erosion of 
national sovereignty, lack of transparency, unsustainable finan-

cial burdens, poor relevance to local economic need, geopo-
litical risk (i.e., draws countries unnecessarily into geopolitical 
disputes), poor environmental standards, and poor checks 
against corruption.39

In practice, the BRI does not have a formal institutional structure 
or set of iron-clad guidelines. Rules, processes, and terms are 
negotiated directly between the Chinese government, a state-
owned enterprise (SOE), or a state-sanctioned firm on the one 
hand and the BRI country or individual firm on the other. In the 
recent past, Beijing has tried to institutionalize aspects of the 

Caption: A China-Europe freight train departs from Jinhua, China, for 

Dourges, France, on November 26, 2020. (Photo by Shi Bufa/VCG via 

Getty Images)
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BRI, such as by establishing dedicated BRI courts and dispute 
settlement entities and processes that sit outside existing re-
gimes (e.g., the World Trade Organization).40 Even so, these BRI 
courts and tribunals are constituted by China and abide by rules 
and processes favored by Beijing.

More broadly, the BRI is not a rule-of-law-based entity in that 
the rules are flexible and determined according to a negotiation 
between Chinese authorities and the participating entity. This 
suits China as it is always the larger and more dominant part—
meaning BRI participants generally begin the negotiation from a 
position of weakness or disadvantage. It is not surprising that, 
according to the authoritative Center for Strategic and Interna-
tional Studies (CSIS) Reconnecting Asia database, 80 percent of 
contractors participating in Chinese-funded projects are Chinese 
firms. Only 7.7 percent are from the country in which the project 
is taking place, and 3.4 percent are non-Chinese foreign firms.41

It is obvious that the geographical area of relevance to the BRI 
excludes the US. Despite the growing and maturing literature 
covering the good, bad, and ulterior motives behind the initia-
tive, the BRI is not generally characterized as a Chinese decou-
pling or distancing strategy.

In fact, the BRI, which began in 2013 as a relatively modest 
plan to revive the “ancient Silk route” through China’s west-
ern provinces by connecting them to Central Asia, has been 
gathering pace as a proactive strategy to create a Sinocentric 
economic order that deliberately locks out the US. While there 
are purely economic benefits for China in advancing the BRI—
not least to provide guaranteed projects and external markets 
for its large and lumbering capital-intensive infrastructure and 
construction firms—there are overriding strategic benefits to 
excluding the US. As Aaron Friedberg has argued, the CCP 
objective to reemerge as the preeminent power in Asia pre-
ceded Xi. But Xi has seized upon the BRI as a means through 
which to create an economic, political, and normative order 
that not only excludes the US but also absorbs many of the 

authoritarian values and interests of the CCP.42 In short, Eur-
asia and East Asia are to become a Sinocentric zone. The US 
will not be prohibited from engaging economically within this 
intended Sinocentric region but will do so on a playing field that 
vastly suits Chinese rather than US firms. Rather than working 
with the US to craft the evolving economic order, China seeks 
to ensure the US will have little or no role in this context. In this 
sense Beijing is seeking to reframe or renegotiate its economic 
relationship with the US and the rest of the world by forcing 
other countries to engage on Chinese terms while reducing re-
liance on the US as much as possible.

If the BRI is a decoupling initiative to serve Chinese strategic 
and economic interests, one must still draw out what this Chi-
nese version of decoupling looks like. If it is part of Beijing’s 
efforts to renegotiate or reframe the terms of its economic en-
gagement with the US, what are the BRI and related policies 
striving to achieve more specifically? Stated differently, what 
does economically “locking out” the US mean in practice, and 
what is it designed to achieve?

First, the goal is to make a virtue out of geography. The idea is to 
build regional Sinocentric infrastructure, platforms, and institutions 
that will facilitate trade, investment, and other beneficial economic 
exchanges between China and countries along the BRI. Consider 
the six main economic corridors: China-Mongolia-Russia; Chi-
na-Indochina; China-Pakistan; Bangladesh-China-India-Myan-
mar; China-Central Asia-West Asia; and the New Eurasian Land 
Bridge (which spans from the east coast of China to Holland). All 
are designed to connect BRI corridor economies to China so that 
the latter emerges as the central hub connecting them. 

An example of this Chinese blueprint in operation was the seem-
ingly innocuous investment in the Greek port of Piraeus. China’s 
COSCO Shipping Corporation had received over USD 26 billion 
in 2017 from the state-owned China Development Bank to invest 
in BRI-sanctioned projects. Following COSCO’s investment in, 
and control of, Piraeus, the subsequent Chinese-controlled entity 
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signed an agreement with Shanghai International Port Group to 
cooperate in project planning, staff training, and information ex-
change. As part of the Piraeus deal, Chinese state banks provid-
ed loans to Greek shipping companies to build additional com-
mercial vessels in Chinese shipyards.43 In other words, it is largely 
about stitching up deals between Chinese-owned entities within 
the BRI zone, whether they exist in Shanghai or elsewhere.

The point is that the immediate goal might have been to create 
external capital investment opportunities for Chinese firms. But 
the greater and grander purpose, which was developed from 
around 2015 onward, is to ensure that roads, rail, ports, cables, 
digital networks and infrastructure, etc., begin and end in Chinese 
provinces—and operate on terms favorable to Chinese interests.

Second, with the construction of a vast Sinocentric economic 
ecosystem within which Chinese firms and entities dominate, 
no other great power (i.e., the US) is in a position to prevent the 
negotiation of terms and conditions between China and individ-
ual countries that suit Beijing. Disputes and disagreements will 
be resolved not by recourse to pre-agreed laws and rules but 
through political negotiation (in which Beijing has the leverage) 
or through BRI rules and processes (which Beijing has drafted).

With a greatly reduced commercial presence in East Asia and 
Eurasia, US firms and authorities will have less ability to set or 
revise commercial and quality standards in all sectors since the 
most powerful stakeholders in that market generally determine 
such standards. Standards can also be understood as the “con-
nective tissue’” between products, services, and systems.44 
They can be simple (such as size of rail gauges) or complex 
(such as guidelines ensuring interoperability of 5G networks). 
Once such commercial, technical, or quality standards are set, 
it is expensive and usually prohibitive for firms and economies 
to operate in a different economic ecosystem.

When combined with Sinocentric infrastructure, institutions, 
logistical networks, etc., BRI economies become captive to 

China while outsiders, such as the US, are in a much weaker 
position from which to enter.

Third, Beijing has long resented the “tyranny” of the greenback 
as the international currency it must accept. It hopes an expand-
ing and strengthening Sinocentric geo-economic zone will allow 
the greater use and therefore regionalization of the renminbi 
(RMB), leading to decreased reliance on US dollar holdings and 
transactions. In Beijing’s ideal world, this will proceed without 
the need to substantially open Chinese capital markets or make 
the RMB fully convertible. This would make the currency’s value 
uncontrollable and unstable, which Beijing will not tolerate. So 
the BRI is explicitly designed to promote the use of the RMB for 
settling trade, conducting investment within the BRI platform 
or agreement, and issuing RMB-denominated bonds as part of 
BRI financing packages. This explains why China is frenetically 
signing currency swap agreements with BRI countries.45

Fourth, understanding the decoupling aspects of the BRI re-
quires understanding it alongside China’s other economic or 
industrial plans, especially the MIC 2025 blueprint.

MIC 2025 did not arise in a vacuum. In 2006, Hu Jintao issued a 
fifteen-year plan to enhance “indigenous innovation” and identified 
seven strategic industries in which domestic firms should excel if 
China were to become an “advanced economy.”46 MIC 2025 pur-
sues the same central-planning and target-setting approach but is 
different and much more ambitious in important ways.

For example, MIC 2025 seeks control over, and dominance of, 
entire manufacturing processes, supply chains, and associated 
services supporting a dozen sectors. It specifies targets for the 
domestic content of core components and materials: 40 per-
cent by 2020 and 70 percent by 2025. 

The plan explicitly references the extent to which Chinese firms 
are to control various sectors when it comes to making core 
components. For Chinese technology, it also sets out indus-
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try- and tech-specific targets and domestic and international 
market-share quotas. While Chinese state-owned firms will take 
the lead, all private indigenous firms are considered potential 
partners and participants in MIC 2025, and the state will offer 
these firms extensive financial, commercial, regulatory, legal, 
and political support and assistance. 

Moreover, the MIC 2025 plan is much more ambitious and mus-
cular than previous industrial upgrade blueprints. The explicit ob-
jective is not simply to ensure that China becomes an advanced 
and competitive economy. It aims to create the foundations that 
control global supply chains, innovation, and know-how so that 
Chinese firms dominate these sectors. By the end of 2018, au-
thorities had issued over 450 major documents detailing MIC 
2025 implementation measures. At least 30 MIC 2025 pilot cities 
have been established, with each given specific targets to hit rel-
evant to meeting MIC 2025 objectives. These comprise over 50 
sub-industries and 115 industrial sub-fields.47 Recently, China 
created the Shanghai Stock Exchange Science and Technolo-
gy Innovation Board (Shanghai STAR Market) to be the Chinese 
equivalent of the tech-heavy NASDAQ exchange. By design, it 
provides domestic capital markets from which Chinese investors 
and businesses can draw to advance MIC 2025 objectives.

MIC 2025 identifies the high-value industries that will become 
increasingly important to national power and wealth. The BRI 
complements this effort by providing the required infrastruc-
ture, finance, logistics, and agreements between China and 
BRI partners to lay the foundations for national absorption of 
innovation, expertise, supply chains, etc. that Chinese firms re-
quire to eventually dominate MIC 2025 sectors. The Digital Silk 
Road, which is a formal component of the BRI, encapsulates 
much of this ambition.48

The plan aims to ensure that Chinese firms dominate MIC 2025 
sectors within China and in advanced economies, including the 
US. Unlike the BRI, which excludes the US, MIC 2025 seeks to 
ensure that Chinese firms prevail over US and other international 

firms and dominate advanced sectors in all global markets. So 
the state uses capital, market restrictions, infrastructure, and lo-
gistics; protects local innovation; and absorbs foreign innovation 
(through joint-venture agreements, acquisition of foreign firms, 
and intellectual property theft) to deny US firms the opportunity 
to even compete effectively in these sectors. This is about rene-
gotiating and reframing the economic relationship with China in 
a manner that allows China to emerge as the dominant party.

Fifth, there is a significant normative element to the Chinese de-
coupling mindset. China is not only creating an exclusive eco-
nomic region for itself but is also exporting a suite of alternative 
values and normative processes. This is most notable in the 
Digital Silk Road, where Chinese championing of “cyber-sov-
ereignty” represents “the right of individual countries [or more 
accurately regimes] to independently choose their own path 
of cyber development, model of cyber regulation and Internet 
public policies.”49

This aspect is apparent in the export of “Huawei cities,” which 
seeks to offer other regimes tools like those Beijing uses to keep 
Uighurs under surveillance and control. The point is that the de-
coupling from and ringfence against normative standards pro-
moted by the US and other democracies is very much part of 
the mindset behind China’s exclusive economic zone.

To summarize, the CCP did not and does not use the term 
decoupling. Even so, what evidently began as an entrenched 
mindset in the previous two decades to shield the Chinese po-
litical economy from instability and pressures emanating from 
without has evolved. It now more proactively attempts to re-
shape economic interactions and the broader environment to 
prevent or restrict opportunities for the US while offering deci-
sive advantages to Chinese firms. Such measures include some 
element of extreme decoupling and other aspects of disentan-
gling Chinese supply and value chains from the US. Or they 
diversify away from reliance on US markets, technology, know-
how, capital, and currency.
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The purpose is not simply to ensure that China’s political econ-
omy and firms are more successful and better placed than the 
US equivalents in a future time. Instead, Beijing’s goal should 
be understood as part of its broader strategic rivalry or com-
petition with the US. These Chinese efforts are designed to 
enhance all tools of national power (including through Beijing’s 
military-civil fusion approach, which eliminates the barriers be-
tween civilian and commercial sectors on the one hand and 
between military and defense industrial sectors on the other)50 
at the US’s expense.

Brief Assessment of Recent  
Chinese Progress
Beijing has gained a significant head start on the US in forming 
a set of geo-economic objectives and allocating significant re-
sources to advance them. Until the COVID-19 pandemic, it had 
considerable success in spreading and entrenching the narra-
tive that a Sinocentric economic order in East Asia and much of 
Eurasia was all but assured and that the US (and its allies) would 
become significantly less relevant over time.

As the Chinese narrative goes, an inevitable Sinocentric eco-
nomic order might disproportionately benefit China, but will-
ing participants in it will still receive guaranteed material gains. 
Countries had better not support US moves to decouple or dis-
tance from China. They should hedge their economic bets by 
joining rather than resisting the structural trends toward Chinese 
economic dominance.51

This narrative, backed by much-publicized resources and lar-
gesse being poured into the region, has been effective. For 
example, multiple regional surveys of elites and the general 
population suggest China is clearly seen as the most influential 
economic power even though most are concerned about its 
rising influence.52 More than one hundred countries have signed 
memoranda of understanding with China to participate in the 
BRI or have released formal statements supporting it.53 Few 
countries are prepared to openly rebuff Chinese plans, such 

as MIC 2025, with concrete measures such as banning Hua-
wei from their 5G rollout. On the contrary, and notwithstand-
ing widespread wariness of growing Chinese power, most of 
the countries in the planned Sinocentric zones are developing 
economies. Many have autocratic structures or are incomplete 
or highly flawed democracies. Elites in these countries tend to 
express admiration for the ability of China’s autocratic system to 
generate rapid growth in the earlier stages of development even 
if they have an enduring wariness of Chinese power. Indeed, 
most countries in the region have been more publicly critical of 
US plans to economically decouple or distance from China than 
they have been about Chinese plans to shut out the interests of 
the US and other countries.

Even so, we are only at the beginning of the struggle to decide the 
future terms of geo-economic engagement between the US and 
China. Serious flaws and significant weaknesses in China’s eco-
nomic approach remain, which should inform the US approach.

For example, the ambition and geographical vastness of the 
BRI, combined with the top-down economic approach of the 
CCP, is an enormously expensive and wasteful approach. Giv-
en that around 95 percent of Chinese funding for BRI projects 
comes from its already over-leveraged state-owned banks,54 
the project urgently needs to make adequate returns on its 
capital investments.

Yet, the “build it and they will come” approach to capital invest-
ment that mirrors China’s own domestic model creates enor-
mous financial problems for both China and many of the recipient 
economies. Since the BRI was stepped up from 2017 onward, 
debt risk in low-income BRI corridor economies (i.e., the majority 
of corridor economies) has risen alarmingly. About 40 percent of 
these low-income economies are now at high or severe risk of 
debt distress, which is double the figure in 2013 when the BRI 
was first launched.55 The financing for most BRI projects takes 
the form of Chinese loans to the host government56 with the ex-
pectation that they will be paid back—which is a problem given 
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that the sovereign debt levels of about half of the BRI countries 
are rated as “junk,” while a third have no rating at all.57

In short, except for some commercially sound projects in the 
Southeast Asian maritime economies and a handful of Western 
European economies, most large-scale BRI projects run the high 
risk of becoming an oppressive burden for Chinese financial insti-
tutions—and ultimately for the Chinese government. In profitable 
subregions such as maritime Southeast Asia, Japan is the lead-
ing investor, followed by a few European countries and the US. 
There are some strong but many weak points, meaning that there 
is an enormous opportunity for the US to prevent the emergence 
of Sinocentric subzones in those areas that matter to the US and 
to force China to build its geo-economic plans on fragile ground.

When it comes to Chinese efforts to capture high-tech and 
high-value supply chains (and to deny these to the US), Bei-
jing is still heavily dependent on global technology inflows and 
global supply chains that US, European, and Japanese firms 
dominate. This is especially true in industries such as robotics, 
aeronautics, semiconductors, and closed-circuit chips, which 
are essential to the MIC 2025 goals and plans for military-civil 
fusion objectives.58

More generally, growth and success in the high-tech sectors is 
generally predicated on four conditions: (1) investment at scale, 
(2) access to large and advanced markets, (3) a world-class 
domestic system to produce innovation, and (4) channels to 
acquire technology and know-how.

Enormous Chinese state resources have been poured into in-
vestment to achieve scale. However, China has problems with 
the other three conditions. The Chinese domestic crowding-out 
of the private sector in favor of SOEs and “national champions” 
is a serious drag on innovation.59

To advance in most of the sectors identified by MIC 2025, China 
still relies on the acquisition and adaptation of basic and ap-
plied research from abroad, including through forced intellectual 
property (IP) transfers or theft. It is significant that China is a 
net high-tech importer60 even as it has emerged as the leading 
manufacturing nation.

To be sure, Beijing has been successful at pouring state resourc-
es into helping its firms commercialize certain technologies and 
offer a more integrated and complete package to achieve first 
mover advantage in markets (e.g., in 5G). But for these Chinese 
firms to dominate and ward off competition from US firms, they 
need substantial access to advanced market economies like 
the US and EU. Without these, firms such as Huawei cannot 
truly become global champions.

Conclusion
The Trump administration framed many of China’s economic 
policies as unfair, predatory, non-reciprocal, and damaging to 
the proper function of economic globalization. Those accusa-
tions remain credible. But it would have been helpful to make 
the point that Chinese plans for “economic distancing” from 
the US—in the form of decoupling, disentangling, and diver-
sifying—preceded the Trump administration. This would have 
assisted in appropriately casting more blame on Beijing as the 
provocateur and Washington as a responder in the early stages 
of cobbling together a plan.

Furthermore, as a matter of policy, it is critical that the US realizes 
it is not the only side considering how to enhance its economic 
strength and resilience. China is also seeking to economically 
decouple or distance under terms favorable to itself. Therefore, 
the Biden administration must consider both proactive policies 
and countermeasures to prevent China from realizing its eco-
nomic objectives at the US’s expense. 
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If one examines much of the commentary about China prior 
to 2020, there was growing external dread (and rising Chinese 
confidence) that Xi Jinping had superbly positioned himself and 
China. Xi was well on the way to establishing himself as presi-
dent for life, while China was using a potent mix of coercion and 
inducements to achieve its external objectives. As Xi and the 
CCP leadership argue, the world is witnessing “great changes 
unseen in a century” that will create unparalleled opportunities 
for “the great rejuvenation of the Chinese nation.”61 The phrase 
great changes refers to Xi’s apparent confidence that the bal-
ance of comprehensive power vis-à-vis the US is rapidly chang-
ing in China’s favor and that the next decade will be a decisive 
time in the contest between the two greatest powers.

The early days of the COVID-19 pandemic seemed to reaf-
firm this perspective. Although the world was enraged by the 
recklessness of the CCP in allowing the virus to spread inter-
nationally and shocked by its ruthlessness in preventing the 
spread of COVID-19 domestically, China also emerged from 
the early lockdowns relatively quickly and at a time when 
much of the world was embarking on a protracted struggle 
to lower infections in their communities. As some argued in 
the earlier days of the pandemic, China had emerged victori-

SECTION C: PROBLEMS FOR THE CCP AND 
THE POLITICS OF CHINESE DECOUPLING

Caption: A construction site of Evergrande cultural tourism city project is 

pictured on October 18, 2021, in Suihua, Heilongjiang Province, China. 

(Photo by VCG via Getty Images)
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ous and triumphant in the “competition between social sys-
tems.” Chinese authoritarianism might seem harsh to dem-
ocrats, but it was effective and more successful at solving 
problems.62

If China has the advantage in the competition between sys-
tems, then it should presumably hold the advantage and lever-
age when it comes to the contest to decouple on its own terms 
vis-à-vis the US and other democracies.

Fast-forward to 2022, and the narrative is significantly differ-
ent. As the advanced democracies are learning to live with 
COVID-19 on the back of highly effective vaccines (contra the 
unclear effectiveness of Chinese-developed and -produced al-
ternatives), the CCP remains tied to the impossible task of elim-
inating COVID-19 from its communities.

Xi’s standing as a statesman and his strategic nous is being 
called into serious question due to the current war in Ukraine. 
Some two weeks before the invasion of that country, Vladimir 
Putin and Xi declared a no-limits friendship. This included Pu-
tin’s support for Xi’s self-declared right to take Taiwan, including 
through force, and Xi’s support for Russia’s claims with respect 
to Ukraine. Having met more than 30 times since 2013, the 
leaders of the two most powerful authoritarian countries openly 
pledged to oppose American global preeminence, weaken its 
alliances in Europe and the Indo-Pacific, and overturn the pri-
macy of liberal democratic norms in place since the formal end 
of the Cold War in the early 1990s.

If Xi maintains loyalty to that pact, he joins Putin as a pariah 
while the cascading sanctions against Russia will eventually 
harm Chinese companies doing business with Russian entities. 
If Xi abandons Putin, he loses credibility with his most important 
authoritarian ally without winning back trust and friendship with 
democratic nations. Either way, Xi has ensured China will be 
in a lonelier position than if the no-limits friendship was never 
declared in the first place.

Moreover, the earlier Chinese hubris and more recent missteps 
and mistakes take place in the context of enduring and serious 
problems with the Chinese political economy. It struggles with 
realities such as enormous debt, the systematic misallocation of 
capital, and the ability to finance and resolve shortcomings in its 
social setup and civil society.

These problems have been extensively written about else-
where.63 However, I raise them because Chinese notions of de-
coupling must be understood in the context of these profound 
and enduring domestic weaknesses—as well as within the stra-
tegic objectives discussed in the earlier sections. Indeed, the 
ongoing troubles at Evergrande, the country’s largest property 
developer, are indicative of the economic environment in which 
Chinese contemporary notions of decoupling evolve. Therefore, 
this section begins with a brief discussion of Evergrande’s woes 
before explaining the rationale and realities behind the Chinese 
approach to decoupling.

Evergrande as a Metaphor for the  
Chinese Political Economy
In the middle of 2021, business analysts offered increasingly 
alarming assessments about Evergrande, one of China’s two 
largest real estate developers. Evergrande’s approach was to 
achieve ever-increasing scale (rather than profitability) to move 
ahead of and crowd out commercial competitors. It amassed 
the largest land reserves of all Chinese developers, which were 
financed through extensive borrowing. By 2018, Evergrande 
held 822 pieces of undeveloped land in 228 cities, with a planned 
gross floor area of 3.28 billion square feet of new homes—the 
equivalent of 10 percent of Germany’s entire housing stock.64

Although Evergrande’s market share is only around 4 percent, 
its borrowings are striking. Its current balance-sheet liabilities 
amount to an estimated 2 percent of China’s GDP, while its off-
balance-sheet liabilities could be another 1 percent of China’s 
GDP. This makes Evergrande the most indebted property de-
veloper in the world.65
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The company is burdened by this debt, struggling to meet its 
interest and repayment obligations, and reliant on ever-increas-
ing property asset values and sales growth to remain viable. The 
possible financial collapse of such a large entity is bound to have 
knock-on effects for the Chinese economy. However, the world 
has an unusually high interest in Evergrande because its woes 
are increasingly seen as symptomatic of those that the broader 
Chinese economy faces as it struggles with enormous levels of 
indebtedness and overreliance on the real estate sector.

Debt held by non-financial institutions in China has increased 
from about 115 percent of GDP in 2010 to around 160 percent 
of GDP currently. This is the most rapid and largest increase 
in a ten-year period for any major economy and is now one 
of the highest in the world.66 The real estate sector accounts 
for around 15 percent of GDP, while property services account 
for another 14 percent of GDP—the highest in any developing 
economy.67 The share of the real estate sector as a proportion 
of GDP was only about 4 percent in 1997 and 9 percent in 
2008. Since 2008, up to a third of all domestic fixed investment 
went into real estate, and up to half of total national debt is 
linked to the real estate sector.68

What Evergrande Reveals about the Chinese Political 
Economy
Evergrande’s distress is not just a financial or sectoral problem 
but one that goes to the heart of the resilience and robustness 
of the Chinese political economy and the competence of the 
CCP and its stewardship over the country’s state-led economy. 
In many respects, the remarkable rise of Evergrande is a micro-
cosm of all that is impressive but also fragile and flawed about 
the Chinese political economy.

Evergrande was recently upheld as a company helping to fast-
track the Chinese dream of homeownership in a rapidly urban-
izing country. Indeed, Evergrande gained national recognition 
in 2009 after it managed to complete the full project develop-
ment process—from government approval to land acquisition 

to construction to sales and then to owners moving in—within 
12 months. 

More broadly, many assumed Evergrande’s model of “three 
highs and one low” (high debt, high leverage, high turnover, and 
low cost) was ready-made for a period of rapid urbanization and 
that this rapid Chinese transformation from rural to urban was 
driving the enormous investments in real estate.

This is only partly true. With real urbanization advancing at a 
steady rate of only 1 to 1.5 percent each year, the massive re-
cent increases in real estate construction have less to do with 
urbanization needs than one might expect.69 Instead, local gov-
ernments have long raised revenue by appropriating rural land 
to rezone it for industrial or residential construction and use re-
gardless of actual housing demand. In the decade leading up to 
2005, an estimated 40–70 million farmers were forcibly evicted 
from their land for this reason, often with inadequate compen-
sation or no compensation at all.70

The recent record makes clear that rezoning from rural to urban 
has little to do with the demands of urbanization. From 2001 
to 2008, proceeds from land-use rights (for both industrial and 
real estate projects) represented 40.5 percent of local govern-
ment income averaged across all localities. Within two years 
of the 2008 government-ordered fiscal and monetary stimulus 
(when China’s major export markets in North America and Eu-
rope stagnated due to the global financial crisis), proceeds from 
rezoning land from rural to urban dramatically increased—to 61 
percent of local government income, and possibly 70 percent 
by 2014. Currently, the real estate sector is responsible for up 
to one-third of all local government revenues.

Such reliance on land sales and residential development was 
enhanced by local governments’ creation of an estimated 
155,000 local government financing vehicles (LGFVs) to get 
around restrictions on debt. LGFVs became major recipi-
ents of the credit binge ordered by the central government, 
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and many of these entities (which are effectively local SOEs) 
forged commercial partnerships with property developers 
such as Evergrande to gain a share of real estate sales built 
on rezoned land.

The extent of the debt racked up by local governments and 
their LGFVs is not widely appreciated outside China. In two 
years, from the beginning of 2008 to the end of 2009, the local 
government loan balance had increased to approximately USD 
1.19 trillion, an increase of 70 percent.71 By mid-2013, local 
government debt had reached an estimated USD 2.89 trillion.72 
By the end of 2020, the official figure was USD 3.97 trillion, 
while the real figure (which includes hidden or concealed local 
government debt) is closer to USD 7 trillion.73

Regarding the Chinese real estate sector, by 2016, the total 
market value of Chinese real estate accounted for around 411 
percent of GDP compared to a global average of 260 percent.74 
In addition to the involvement of local governments and SOEs 
in the real estate market, the undeveloped nature of Chinese 
financial and corporate bond markets, which offer individuals 
and firms few attractive options in which to invest or park sav-
ings, means that real estate is widely treated as a speculative 
asset rather than as one based on fundamental value or tradi-
tional measures, such as yield. This means that price controls 
and restrictions on the numbers of properties that an individual 
is permitted to buy have proven to be only temporary speed-
bumps for China’s booming real estate markets.

Indeed, it is estimated there are presently enough empty homes 
to house 90 million people, which would meet the country’s ur-
banization needs for the next decade and beyond based on 
current urbanization rates.75

Another important factor is the link between this debt held by 
the large property development firms and the so-called shad-
ow banking system, which is beyond the regulatory oversight 
and reach of the government. This refers to all credit extend-

ed outside the formal and regulated banking system even 
though state-owned banks are generally the starting point for 
shadow bank lending and reap the ultimate rewards and risks 
of such loans.76

Chinese shadow banking has grown exponentially since around 
2010 for several reasons. First, it was one way for banks to 
circumvent regulatory scrutiny and prudential restrictions in 
the rush to maximize profits. Banks could ramp up lending in a 
loose credit environment while still charging high—even exorbi-
tant—interest rates, well above ceilings authorities imposed for 
formal bank loans.

Shadow banking also allowed banks to create off-balance-
sheet wealth management products (WMPs) and trust products 
to sell to individuals and groups of investors. These offer short-
term investment returns five to 15 times bank deposit rates, 
while the bank-owned entities selling these WMPs and trust 
products can charge a high interest rate to borrowers unable 
to secure sufficient credit from commercial banks. For private 
firms starved of formal capital, it is one way of gaining a line of 
credit to tap into a booming economy. For private firms, SOEs, 
and LGFVs, it provided an easy way of acquiring additional fi-
nancing to double and triple down and achieve rapid gains from 
the property market.

From 2008 on, shadow banking loans in China grew at above 
30 percent each year and more than tripled in volume by early 
2014. By 2016, shadow bank loans reached over 60 percent 
of GDP before falling to around 45 percent of GDP currently.77

The Tide Turns for Evergrande
The CCP loathes instability, unpredictability, and loss of control 
in all economic and financial contexts. Alarmed at the unprece-
dented growth in corporate debt and soaring real estate asset 
prices, Beijing attempted to deleverage its economy, such as 
by reducing shadow financing and cooling the property market, 
starting in 2015. The deleveraging campaign explains the rela-
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tive decline in reliance on these unregulated sources of finance 
as a proportion of GDP from 2016 onward.

Local governments, private firms, and real estate developers 
were the primary beneficiaries of easy access to credit, and 
they bore the brunt of the central government’s deleveraging 
policies.78 To ensure continued access to sources for fiscal rev-
enues and local projects, the central government allowed local 
governments to issue their own bonds to fund infrastructure 
and real estate projects. This accounts for the increase in local 
government bonds issued from about USD 2.5 trillion worth in 
2015 to over USD 5 trillion currently. This meant that rising in-
debtedness merely shifted away from the formal banking and 
shadow banking sectors toward the local government bond 
sector. The central government implicitly guaranteed most of 
these bonds (which are off-the-books liabilities for state-owned 
banks). The bottom line is that local governments continue to 
be major players in financing the real estate bubble and profit 
from it.

For firms such as Evergrande, the central government’s at-
tempts to restrict access to easy finance were potentially an 
existential threat to operations. Before the 2016 leverage 
clampdown, Evergrande was the most leveraged real estate 
developer in China with a gearing ratio more than double that 
of its major competitors.79 Evergrande evidently remained de-
pendent on the shadow banking system, as it was revealed that 
USD 44 billion of debt from shadow lenders was due to be re-
paid in 2019.80

In 2018, its financing cost was still over 8 percent81—one of the 
highest among property developers in the country—which re-
flected assessments of the severity of its leveraged position and 
the deteriorating outlook for the property sector due to periodic 
government efforts to deflate the bubble. Real estate develop-
ers were also hit with supply-side restrictions imposed by Bei-
jing on formal and shadow providers of credit. This meant that 
Evergrande became even more dependent on increasing scale 

and quickly selling even more built and off-plan developments 
to remain solvent.

Beijing’s Dilemma
Beijing’s objective of deleveraging the economy, such as by 
focusing on the overheated real estate sector, is understand-
able. The Chinese economy’s debt-to-GDP ratio is around 300 
percent, and corporate debt of nonfinancial institutions is more 
than 160 percent of GDP (for comparison, it hovered around 
90 percent of GDP for the ten years leading up to 2008). It is 
estimated that more than a quarter of that debt is directly linked 
to real estate.82 Chinese corporations have been defaulting on 
bond payments at the fastest rate on record. While 2021 is the 
fourth consecutive year for bond defaults totaling at least RMB 
100 billion, that level of default was reached in April, compared 
to reaching it in the last quarter in the previous three years.83 

Evergrande is a major issuer of RMB-denominated bonds and 
has become China’s largest issuer of high-yield dollar-denomi-
nated bonds. In the last three months of 2021, Evergrande had 
interest payments of about USD 670 million due on the back of 
dollar-denominated bonds issued.84

The problem for the CCP is that it has enabled the emergence 
of giant, inefficient, and debt-laden firms such as Evergrande. 
To understand how, consider the common and accurate de-
scription of the economic situation in China as “the state ad-
vances—the private sector retreats.”85 Under Xi Jinping, the 
previously unequal treatment of the private sector has been ex-
tended further: state-owned and well-connected private firms 
are being offered easier and cheaper access to credit, privileged 
access to some of the most lucrative sectors in the economy, 
and regulatory and legal protection from local and central gov-
ernments.86

This is demonstrated by data showing that profits from the gen-
uine private sector have been generally declining since around 
late 2014—and fell by 22 percent in 2018, the largest decline 
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since 1978—while profits of state-controlled firms have been 
increasing since late 2015. The shift is occurring even though 
private firms have a return on assets around three times bet-
ter than that of state-controlled firms, and their use of capital 
is twice as efficient as that of state-controlled firms.87 These 
trends are a reversal of what occurred during the three decades 
prior to 2014.

In macroeconomic and fiscal terms, this is a problem for Beijing. 
The private sector accounts for about half of the country’s tax 
revenue, about 60 percent of GDP, and 80 percent of urban em-
ployment. These political priorities also create serious long-term 
challenges for Beijing in achieving sustainable economic growth 
and managing the debt and fiscal issues in the medium-to-long 
term. In the short term, it renders Beijing even more reliant on a 
booming property sector despite fears of where that might lead.

This is how Evergrande has risen. Although it is a private firm, 
its intimate connections with CCP elites88 and approach of 
“three highs and one low” make up the well-trodden pathway to 
growth and success under CCP rule. As chairman and founder 
Xu Jiayin once declared, “everything the company possessed 
was given by the Party.”89

Like Evergrande, much of the Chinese political economy is driven 
by churn and forced activity rather than measurements such as 
return on capital or profitability to allocate resources and guide 
commercial decision-making. The state suppresses price and 
market signals in major sectors to achieve political objectives.

Until recently, Evergrande obtained cheap and abundant ac-
cess to capital because it was favored by Chinese leadership, 
and lenders assumed that the firm was too big and important 
to be allowed to fail. Beijing needed a booming real estate sec-
tor to achieve growth and meet fiscal targets, and Evergrande 
was a huge and prominent part of that process. In this sense, 
lending to Evergrande was perceived as almost as secure as 
lending to a centrally backed SOE.

This goes to the heart of Beijing’s dilemma. Clipping Ever-
grande’s wings by indicating that the government will not bail 
out or assist the indebted giant will be treated as a universal 
signal to lenders that they need to find more profitable and wor-
thy borrowers that are not in the real estate sector. That would 
cause lenders to fundamentally reconsider their lending to other 
large property developers as they did so largely on the basis 
that such developers were too big and important to fail and that 
they received implicit backing from the government.

On the demand side, growing distress among firms like Ev-
ergrande will increase fears that the era of guaranteed capital 
appreciation for real estate assets is over—as will perceptions 
that the cost of capital is due to increase and access to finance 
is tightening. This risks cooling the real estate boom too rap-
idly, which could lead to systemic failures in contexts beyond 
the sector achieving overall growth and meeting fiscal require-
ments. For example, purchases of existing and off-plan proper-
ties are used extensively as collateral for further borrowing, and 
any deflation in asset values could pose a profound risk to the 
entire economy. Households have also plowed much of their 
savings into real estate given the paucity of investment options. 
The real estate bubble has helped to underpin private domestic 
consumption, meaning deflating the property bubble negatively 
affects the capacity for private consumption to pick up the eco-
nomic slack.

More broadly, rapid declines in real estate values would slow 
credit and increase capital costs for LGFVs and property devel-
opers, which would mean even more of them would be unable 
to meet their debt obligations and would face the same prob-
lems Evergrande encountered. Simultaneously, credit-issuing 
institutions, including those in the formal banking sector and 
the informal shadow banking sector, would suffer a growing 
number of borrower defaults, which in turn would affect their 
capacity to issue new loans. That would spell severe trouble for 
the entire Chinese model of growth, which relies heavily on the 
inefficient but rapid deployment of capital for fixed investment.
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In this sense, the easily uttered sentiment that China will seek 
“high-quality” development rather than merely rapid growth90 is 
often associated with Xi Jinping’s attempts to address moral 
hazard by allowing giants to fail, reduce profligate lending, and 
dampen dangerously high asset prices. Rather than encourag-
ing ever-increasing capital inputs, these limits would prioritize 
improvements in total factor productivity (i.e., using labor and 
capital inputs more efficiently and innovatively) and eliminate 
sources of systemic risk at the same time.

This would mean the repudiation of Xi Jinping’s “party-corpo-
rate conglomerate.”91 That is, it would reject a political economy 
that enables the CCP to exert control over the entire economic 
system, allows SOEs and national champions to flourish in key 
sectors at the expense of an independent private sector, and 
utilizes national economic activity and resources to achieve do-
mestic and external political objectives.

In this sense, the problem regarding Evergrande is symptomat-
ic of the diabolical problems facing the entire Chinese political 
economy. The CCP’s determination to tighten its hold on the 
reins and levers of economic power overwhelmingly created 
and exacerbated these problems.

To be sure, Beijing remains determined to ensure Evergrande’s 
problems do not lead to any greater systemic difficulties. The 
People’s Bank of China has been injecting billions into the state-
owned banks to ensure liquidity. Beijing has been conducting 
thorough forensic investigations into the holders of bonds is-
sued by Evergrande. It has been warning officials to brace for 
social unrest should Evergrande fall, leaving bond holders and 
purchasers of off-plan properties with nothing.

The strong odds are that China can avoid a situation reminiscent 
of the US Lehmann Brothers moment, the collapse of a giant 
that led to a severe liquidity crunch. The CCP can instruct state-
owned banks to continue to lend to each other and to borrowers 
and force the rollover of loans and extension of bond interest 

payments to prevent defaults appearing on the ledger. That is the 
perverse resilience of the Chinese economy, even if it means kick-
ing the can down the road and creating a more severe reckoning 
for future generations. The CCP also has ample coercive appa-
ratus and powers to prevent anger from spiraling out of control. 

Even so, and as a symptom of what ails the Chinese political 
economy, Evergrande’s plight is further strong evidence of the 
structural slowdown that China has been enduring since even 
before the pandemic.

Chinese Decoupling in  
an “Interesting Time”
A Chinese curse against one’s enemy is to wish that they would 
“live in interesting times.” Although probably apocryphal, the 
curse refers to a period marked by disorder and uncertainty. In 
China’s case, a combination of domestic economic weakness 
and fragility on the one hand, and the increase in geopolitical ri-
valry and disagreement with the world’s advanced democracies 
on the other, means that China is seeking to decouple on its 
own terms at a dangerously interesting time.

As earlier sections point out, the CCP was never committed to 
genuine globalization in the sense that it would offer open ac-
cess to its market and technologies in return for proportionate 
access to other markets and technologies. For Beijing, it was 
about getting what it needed from the advanced democracies 
to build its comprehensive national power at the expense of the 
US and other advanced democracies. This equates to China 
seeking to decouple on its own terms when it comes to the 
nature and timing of decoupling. This is not to say that the de-
mocracies did not benefit from economic interaction and inte-
gration with China. But for the CCP, it was always about seeking 
relative gains over the US and others before maneuvering itself 
into a position of preeminence and eventually dominance.

This is the context within which one should understand Xi’s 
“dual circulation” policy (DCP), which was introduced in May 
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2020 at a meeting of the Standing Committee of the Politbu-
ro.92 That the DCP was introduced during a trade war with the 
Trump administration led many to assume it was a reaction to 
the American reassessment of economic policy toward China. 
The Trump administration may have forced Beijing to accelerate 
its own economic plans to counter some of Trump’s policies 
against China. Even so, the DCP is better understood as an 
evolution in long-standing Chinese plans to decouple from the 
US on its own terms.

The Dual Circulation Policy
When the DCP was first introduced in May 2020, few details 
were offered. Earlier explanations focused on “internal circu-
lation” and “external circulation” as the two pillars, and these 
were tied to domestic and external demand respectively. Xi also 
mentioned that using domestic resources and capabilities to 
promote technological innovation was essential and the path-
way toward self-sufficiency in advanced areas. The declared 
objectives of the DCP are to achieve a per capita increase of 
4.5 percent annually up to 2025, which woul allow the country 
to reach “middle-income” status of at least USD 13,000 per 
capita, and to double national income by 2035.

In the months that followed, more information about the DCP 
was released. For example, Xi explained in August 2020 that 
rising domestic demand was to compensate for the structural 
reduction in the current account surplus.93 Part of this was a 
reiteration of an older exhortation to rely less on net exports to 
drive growth and put more emphasis on domestic consump-
tion. He also mentioned the importance of adding more value 
in domestic production and supply to increase domestic wealth 
creation, and therefore domestic demand. Once again, this was 
based on China’s long-standing desire to move up the global 
value chain by securing an increasing share of value creation 
and profits in the production of goods and services. There was 
also growing recognition that services are becoming more im-
portant to the Chinese economy, as occurs in every maturing 
economy. A significant proportion of the services industry is not 

tradable or is less tradable. Services as a proportion of Chi-
nese GDP are currently around 54 percent, and this is due to in-
crease to 60 to 70 percent over the next decade. In the US and 
Japan, services as a proportion of GDP are about 80 percent 
and 70 percent respectively.94 Therefore, “domestic circulation” 
will become increasingly important as (low value) merchandise 
exports decline in relative importance.

It was not until the unveiling of the Fourteenth Five-Year Plan in 
March 2021 that the DCP gained global prominence. In the five-
year plan, a full chapter was devoted to dual circulation95 with a 
special emphasis on internal circulation. It had become evident 
that external circulation was largely about diversification of Chi-
nese trade, an important part of which is to diversify away from 
potentially hostile nations such as the US. This partially explains 
Chinese moves to quickly conclude multilateral agreements such 
as the Regional Comprehensive Economic Partnership (RCEP) 
and the Comprehensive Agreement on Investment with the Eu-
ropean Union.96 China also applied to join the Progressive Agree-
ment for Trans-Pacific Partnership (CPTPP) in September 2021. 
RCEP is a “low-quality” economic agreement that removes some 
transaction costs for trade but largely codifies and formalizes pre-
existing arrangements with regional economies without tackling 
awkward trade issues such as behind-the-border or regulatory 
restrictions. The latter restrictions characterize many East Asian 
economies. RCEP aims to reduce these but does not propose 
effective enforcement or punitive mechanisms.97 Moreover, China 
is unlikely to meet the conditions to join the CPTPP.98 The neces-
sary domestic reforms, such as those dealing with SOEs, would 
be unacceptable to the CCP. Even so, these moves have demon-
strated Beijing’s intent to deepen relations with non-US economic 
partners. The point remains that types of circulation were linked 
to domestic and external policy, and the goals of self-sufficiency 
or self-reliance, diversification away from the US, and technologi-
cal upscaling were put forward as the primary motivations.

One immediate reaction was that in a time of global disruption 
such as the ongoing pandemic, Beijing was merely doing what it 
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had always done in difficult times: shield itself from external un-
certainty and seek to ensure that it could control its own destiny 
in the face of exogenous shocks. This occurred after the global 
financial crisis beginning in 2007 devastated China’s advanced 
export markets. This led to Chinese leaders deemphasizing net 
exports and focusing on domestic demand as a driver of growth 
for the first time since China became a manufacturing super-
power in the 1990s. With the disruption of the COVID-19 pan-
demic, that same instinct to protect itself from the uncertainties 
of the external environment became apparent once again.

There is a great deal of truth in this understanding of the DCP. 
China was never a true champion of genuine globalization and 
interdependence. This was true from the moment it became a 
major participant in the global economic system, and even after 
it joined the World Trade Organization in 2001. Its goal was for 
the global economic system to serve Chinese objectives while 
China emerged as a participant in, rather than a defender of, 
that economic system and order.

Even so, the DCP was not simply a rerun of earlier Chinese 
mindsets and policies under a different name. The main differ-
ence is that the DCP was introduced in a time of mutual hostility 
between the US and China, a period that is likely to endure. 
Moreover, the Trump administration reminded China of the 
extent to which it was vulnerable to US and Western controls 
and sanctions. This was apparent in the extent to which US 
and allied policies were able to damage Huawei’s standing and 
presence in global markets, especially in the 5G sector. The US 
and the West were now reciprocating the CCP’s long-standing 
and hostile approach to them.99 Beijing believed that the US 
and others would increasingly seek to contain Chinese pow-
er, especially through restricting key inputs and technologies to 
its economy and to Chinese firms such as Huawei. Chinese 
dependence on imports of integrated circuits (i.e., a collection 
of electronic components built into a single piece of semicon-
ducting material) was an example of deep Chinese economic 
dependence and vulnerability (see figure 2).

While the rapidity with which the Trump administration reversed 
decades of US policy to overtly treat China as a competitor and 
rival shocked Beijing, the American decision to do so was seen 
as an inevitability. In this sense, it has not surprised Beijing that 
the Biden administration has kept most of the Trump-era poli-
cies in place and in many instances extended such containment 
policies into other areas.

The DCP’s heavy focus on technological self-sufficiency 
needs to be put in its proper context. China understood 
that the US government would likely give itself even broader 
powers to block corporate and sales transactions between 
American and Chinese firms and the export of whole classes 
of products or certain technologies, such as semiconductors 
and aeronautical equipment (even if these powers are held in 
reserve most of the time).100 China also expected that a grow-
ing number of Chinese firms in the MIC 2025 sectors would 
eventually be included on the “restricted entity” list. It also an-
ticipated that the US would threaten and apply ever harsher 
penalties against companies violating the restrictions; these 
penalties included enormous fines, revocation of US licenses, 
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Figure 2. Chinese Imports of Integrated Circuits vs. Oil 

Source: Kenneth Rapoza, “China Turns Semiconductors unto the ‘New Oil’ While GM Runs Out 
of Chips, Forbes, February 7, 2021.
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blocking of US dollar transactions, and criminal penalties for 
executives.

The CCP was acutely aware of Chinese dependence on the 
US and other advanced economies through imports and joint 
ventures with these foreign firms. One estimate is that about 
80 percent of private sector research and development money 
spent in China in 2015—about USD 44 billion out of USD 55 bil-
lion—was spent by multinationals.101 The Trump administration 
was already signaling that this was an increasingly unaccept-
able situation because it would help China emerge as the global 
leader in innovation and know-how. Therefore, US attempts to 
identify and capture a larger share of the supply and value chain 
across a growing number of emerging and enabling technolo-
gies and sectors and to deny these to China was only going to 
accelerate.

Indeed, Beijing realized that game-plan was already in play. An 
analysis of tariffs levied against Chinese goods by the Trump 
White House under Section 301 of the Trade Act of 1974 re-
vealed that 80 percent (by value) of the targeted trade with 
China was in industries identified as “patent-intensive” by the 
Department of Commerce.102 These include computer/electron-
ic products and machinery/equipment, which constitute about 
30 percent and 22 percent, respectively, of Chinese exports to 
the US.103

One of the justifications the US offered was that these are the 
industries that China heavily targets for forced transfers and 
IP theft. In addition to targeting Chinese-based firms in these 
high-value-creating and patent-intensive industries, the tariffs 
seem designed to make it less commercially attractive for for-
eign firms to invest or engage in joint or cooperative ventures 
with local firms to produce high-value-creating intermediate 
parts in China. These two broad sectors (computer/electronic 
products and machinery/equipment) are prominent in integrat-
ed regional and global supply chains. Moreover, approximately 
one-third of all Chinese exports of these products to the US 

are directly related to the business operations of America-based 
firms.104 In other words, around one-third form part of the cur-
rent supply chain for America-based firms.

Further analysis reveals that around two-thirds of these in-
dustries’ products imported from China to the US are pro-
duced by foreign-invested firms based in China. This is 
significant because, in theory, these firms do not have to 
base operations in China. In addition to concerns about IP 
transfers and theft, tariffs levied on China-based firms make 
it commercially less attractive for foreign-invested firms to 
base operations in China when the next or end destination 
for their product is the US. The idea is to minimize Chinese 
involvement—and therefore learning—in prized supply and 
value chains in certain sectors.

It should also be noted that Beijing was already immensely 
worried about China’s reliance on imports of high-tech com-
ponents, machinery, know-how, and IP, which is why it pro-

Figure 3. China’s Trade Balance in High-Tech 
Components (USD billions) 

Source: John Lee, “US-China Economic Distancing in the Era of Great Power Rivalry and 
COVID-19,” University of Sydney United States Studies Centre, May 2020.
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duced the MIC 2025 blueprint in the first place (see figure 3). 
Using China’s National Bureau of Statistics definition of high 
tech, which correlates closely with MIC 2025 sectors, China 
has an account deficit once computers and telecommunica-
tions equipment (which are current-generation technologies) 
are excluded.105 The other high-tech sectors include biotech-
nology and life sciences, opto-electronics, electronics, com-
puter-integrated machinery, and aerospace materials and 
applications.106

China’s reliance on foreign technology and know-how is 
also reflected in its net deficit in IP charges, which means it 
pays more for the authorized use of IP than it receives in IP 
charges. In 2017, China received USD 5 billion in IP charges 
and paid USD 29 billion. The corresponding ratios for other 
advanced economies, such as the US, Japan, Germany, and 

South Korea (in USD billions), were 128:51, 42:21, 20:13, and 
7:9 respectively.107

In summary, the above data provides necessary context for 
comprehending the DCP in an era of domestic and external 
stress. To a large extent, it is an extension and evolution of 
earlier plans to lower reliance on external demand and boost 
domestic consumption. However, unlike previous approaches, 
the boosting of domestic demand will not simply come from 
fiscal and financial policies to boost spending power as this 
has had limited success (see table 1). It will come from sup-
ply-side reforms and initiatives to upscale the Chinese econo-
my. Those improvements in value-added production and total 
factor productivity (i.e., increases in overall output from using 
capital and labor inputs more efficiently and innovatively) are 
designed to increase domestic corporate and household in-

Table 1. Consumption-to-GDP Ratios of China, India, and the United States

Notes: PCE = households and NPISHs final consumption expenditure. FCE = final consumption expenditure. GGFCE = general government final consumption expenditure. GDP = gross domestic 
product.

Source: Saad Ahmed Javed, Yu Bo, Liangyan Tao, and Wenjie Dong, “The ‘Dual Circulation’ Development Model of China: Background and Insights,” Rajagiri Management Journal, April 7, 2021.

RATIO 1998 2002 2006 2010 2914 2018

PCE/GDP

China 36% 37.1% 34.3% 34.3% 37.5% 40.3%

India 62.9% 61.2% 56.6% 54.7% 55.8% 56.2%

USA 64.6% 67.1% 67.4% 67.9% 67.7% 69.4%

GGFCE/GDP

China 13.8% 16.5% 15.8% 14.6% 12.9% 12.6%

India 11.6% 11% 9.8% 11% 10.1% 10.6%

USA 16.8% 16.8% 15.7% 16.7% 14.4% 13.8%

FCE/GDP

China 49.7% 53.6% 50% 48.9% 50.3% 52.9%

India 74.6% 72.1% 66.4% 65.7% 65.9% 66.8%

USA 81.4% 83.9% 83.1% 84.7% 82.1% 83.2%
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comes, which should increase domestic consumption. In this 
sense, the DCP is typical of previous Chinese reform efforts to 
focus on supply-side enhancements in the hope that benefits 
will trickle through to the demand side of the economy.

More than this, the DCP recognizes the importance of high-tech 
and advanced sectors in achieving the country’s domestic and 
external objectives, which is why aspects of the DCP bear close 
resemblance to elements of MIC 2025. Both exhibit the same cen-
tral planning and target-setting approach in seeking to implement 
an economic and industrial policy that improves capital allocation, 
policy coordination, and innovation throughout the political econ-
omy and in accordance with strategic objectives. China’s desire to 
avoid the so-called middle-income trap drives the DCP and MIC 
2025 blueprint. This trap occurs when rising but still developing 
economies lose their competitive advantage due to factors such 
as rising wages, a declining supply of cheap labor, and less favor-
able demographics. At this point countries are unable to compete 
with more innovative and productive advanced economies.

As with MIC 2025, the state and state-controlled sectors will 
continue to lead but will co-opt and use indigenous private firms 
to ensure that value creation is created in and retained within 
China. All state-controlled and private indigenous firms are po-
tential partners and participants in all CCP programs and poli-
cies, and those firms pursuing the CCP’s agenda will be offered 
financial, commercial, regulatory, legal, and political support and 
assistance. Notwithstanding, one should bear in mind that the 
intent of any reforms associated with the DCP is still to make 
state-owned enterprises “stronger, bigger and better.”108

It is also unsurprising that the DCP reads like a comprehensive 
blueprint for domestic reform to “upgrade” the entire Chinese 
economy. It is a whole-of-government and whole-of-economy 
plan to reform and enhance China’s capabilities in vital sectors. 
However, and like MIC 2025, the Chinese decoupling is intended 
to occur mainly on the supply side of the equation. In other words, 
the mindset is that China will lower or eliminate reliance on US 

technology and inputs while the US (and its allies) will have no op-
tion but to become more reliant on Chinese technology and inputs.

Finally, the DCP seeks to marry domestic and external policy with 
geopolitical strategy in a more tense and hostile environment. 
However, the DCP framework is far more proactive than earli-
er Chinese measures to simply shield the country from external 
dangers or minimize the consequences of these. The DCP is put 
forward to ensure China emerges as the eventual winner of the 
“managed” decoupling from the US. It serves as both a prover-
bial shield and a sword when it comes to economic competition 
with the US and attempts by both sides to contain the material 
capabilities of the other. It is a shield because the DCP seeks to 
reduce Chinese reliance on external attempts to restrict Chinese 
access to key technologies and markets. It is also a sword be-
cause the intended effect is Chinese dominance in the ownership 
and production of essential and cutting-edge products and tech-
nologies for both Chinese and external markets. In this context, 
Beijing hopes to be able to apply pressure and exercise leverage 
over the US in the same manner advanced economies have been 
able to do so against less developed and competitive nations.

Putting Meat on the Bones of the DCP
Some two years after the announcement of the DCP, we are in 
a better position to draw out related reforms and approaches 
in greater detail. The DCP consists of three interrelated pillars:

1. Increasing domestic demand or consumption

2. Strengthening self-sufficiency and national economic resil-
ience, especially in high-tech and high-value-added sectors

3. Increasing the world’s dependence on Chinese markets, 
technologies, and supply chains

As mentioned, these three pillars are interrelated. For example, 
strengthening self-sufficiency and resilience is primarily a sup-
ply-side issue of Chinese state-owned and private firms being 
able to draw from vertically integrated supply chains within China 
for technologies and parts in critical and strategic sectors. These 
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world-leading Chinese firms and the onshoring of related supply 
chains mean that more value is created inside China, which will 
raise the profits and incomes of corporate and individual enti-
ties within the country. Corporate entities will reinvest within the 
country and increase trade with other Chinese (rather than for-
eign) firms, while individuals will have more resources with which 
to increase consumption. At the same time, Chinese firms will be 
in a better position to dominate regional and global markets. This 
has the twin benefit of not only creating new sources of external 
demand for Chinese goods and services but also increasing Chi-
na’s economic (and therefore political) leverage over its econom-
ic partners. All the while, the US becomes increasingly isolated 
and uncompetitive, thereby enhancing Chinese comprehensive 
national power at the expense of America.

The following are key details and policies relevant to the fleshing 
out of China’s DCP. It is important to keep in mind that, as with 

other grand blueprints and overarching frameworks introduced 
and promoted by Xi such as the BRI, existing and planned pol-
icies are rebadged as “dual circulation” policies whether they 
were conceived with the DCP in mind or not. 

High-tech Import Substitution  
and Self-sufficiency Policies. 
The general idea of import substitution is that banning or re-
stricting the imports of goods and services will increase domes-
tic demand for identical or similar goods and services produced 
wholly within China. Import substitution has a fraught history 
and a flawed record of success. In China’s case, its rise in terms 
of GDP growth and emergence as a high-tech economy has 
been achieved on the back of foreign technologies and know-
how. From this perspective, doubling down on the MIC 2025 
mindset of decreasing reliance on external technologies and 
related supply chains and becoming self-reliant on Chinese 

Table 2. Comparing Made in China 2025 Priority Sectors with 14th Five-Year Plan Priority Sectors

Source: Simon Rabinovitch (@s_rabinovitch), “‘Made in China 2025’ is dead. Long live ‘Made in China 2025’! China’s new Five-Year Plan is not nearly as detailed as its controversial MiC 2025 plan, 
but it targets all the same sectors & technologies, plus a few more.” Twitter, March 11, 2021.

MADE IN CHINA 2025 14TH FYP

Next Generation IT Integrated Circuits
Quantum Information 
Integrated Circuits 
Beidou* Navigation Satellite System

High-End Computerized Machines and Robots Major Technical Equipment 
Smart Manufacturing and Robotics

Space and Aviation Space and Aviation 
Airplane Engines and Gas Turbines

Maritime Equipment and High-Tech Ships Ships and Maritime Equipment

Advanced Railway Transportation Equipment Advanced Railway Transportation Equipment

New Energy and Energy-Saving Vehicles New Energy Vehicles and Smart (Connected) Vehicles

Energy Equipment Advanced Energy Equipment

Agricultural Machines Agricultural Machinery and Equipment

New Materials High-End New Materials

Biopharmaceuticals and High-Tech Medical Devices High-End Medical Equipment and Innovative Drugs
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technologies and supply chains is a risky departure from the 
strategy of the recent past (see table 2).

Under the DCP framework, many of the initiatives to lower 
the dangers and risks that befall almost all import substitu-
tion approaches concern efforts to ensure that “Made in Chi-
na” means “Best in the World.” As Xi declared in a speech to 
the Chinese Academy of Sciences in 2018, China needs to 
become the world’s leading scientific country. This can occur 
only if it makes up enormous ground in basic research vis-à-
vis the US and other advanced democracies. As Xi argued, 
China must ensure “key and core technologies” are “in [Chi-
na’s] hands” to guarantee the country’s economic, defense, 
and national security.109

Indeed, there has been a much greater emphasis on funding 
advances in basic science, and not only the application and 

commercialization of breakthroughs in basic science. Basic sci-
ence is research aimed at understanding fundamental problems 
and making progress in fundamental scientific inquiry in various 
fields. In contrast, applied science is the application of basic sci-
entific knowledge to solve practical problems.

China’s relative weakness in basic science is significant. 
While China has nominally surpassed the US with respect to 
R&D spending, around 80 percent of China’s R&D system is 
geared toward using acquired knowledge and innovation to 
produce or improve products and services (“experimental” 
commercial development). Unlike other advanced economies 
such as the US, it devotes fewer resources to basic or applied 
research (see figures 4 and 5). This is reflected in a surprising 
finding that Chinese universities contributed to an average of 
only just over 9 percent of R&D activity between 1991 and 
2016. There are poor linkages between Chinese universities 

R&D SHARES

2019 2020 2021

GDP R&D GDP R&D GDP R&D

All Countries $138T $2.4T $134T $2.3T $140T $2.4T

Top Ten 61.5% 78.3% 62.5% 79.2% 62.7% 79.2%

North America 19.1% 27.2% 18.7% 26.9% 18.2% 26.4%

US 15.2% 25.2% 15.1% 25% 14.8% 24.5%

South America 5% 2.2% 4.7% 2.1% 4.6% 2%

Europe 19.2% 20.6% 18.6% 19.7% 18.5% 19.6%

Africa 3.5% 0.9% 3.5% 0.8% 3.4% 0.8%

Middle East 5.5% 2.4% 5.4% 2.3% 5.3% 2.3%

Russia/CIS 3.8% 2.7% 3.7% 2.7% 3.7% 2.6%

Asia 43.8% 43.9% 45.4% 45.4% 46% 46%

China 19.5% 22.5% 21.7% 24.7% 22.3% 25.5%

Figure 4. Major R&D Spending, 2019–2021 

Source: Paul Heney, “2021 Global R&D Funding Forecast released,” R&D World, February 22, 2021.
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and businesses; one report suggests that only 2.6 percent 
of research articles were collaborations between universities 
and industry.110

The point is that the Chinese system to accelerate creativity 
and basic innovation lags those of other advanced econo-
mies, such as in North America, Europe, and Japan. China 
achieved its impressive advances in high-speed rail, quantum 
and high-speed computing, information and communications 
technology, artificial intelligence, electric vehicles, solar panels, 
and space on the back of acquired or stolen technologies and 
know-how from advanced economies. Advances driven by 
graduate students in these fields depend on their continued 
access to foreign universities and academics. Reports indi-
cate that Chinese regulatory hurdles favoring state-controlled 
companies and private national champions, crowding out of 

the private sector, and offering insufficient IP protections con-
tinue to adversely affect creativity and basic innovation in the 
Chinese political economy.111

When it comes to getting ahead in high-tech areas, China relies 
heavily on the process of acquiring and adapting basic and 
applied research from external sources (through forced trans-
fers, acquisitions, or IP theft), pouring resources into building a 
presence in these sectors, blocking foreign competitors from 
entering these markets domestically, capturing and vertically 
integrating supply chains for products and applications, and 
funding the “going out” strategies of its domestic firms in order 
to underprice foreign competitors before eventually dominat-
ing these markets globally. It was the model China pursued to 
become a dominant supplier of solar panels and LCD panels 
to the world.
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China is addressing this vulnerability. For example, the Four-
teenth Five-Year Plan identifies the following as core technolo-
gies in which China must lead the world when it comes to basic 
research:

ߪ  next-generation artificial intelligence

ߪ  quantum information

ߪ  semiconductors

ߪ  neurosciences

ߪ  genetic research and biotechnology

ߪ  advanced clinical medicine and healthcare

ߪ  deep-space, deep-sea, and polar exploration

In the near term, China’s reliance on imports of semiconductors 
is seen as its greatest vulnerability. It is why Beijing significantly 
increased monies for the National Integrated Circuit Industry 
Investment Fund (which aims to support a local semiconductor 
production industry) from RMB 140 billion in 2014 to RMB 204 
billion in 2019. In addition to existing generous tax incentives 
and subsidies to this sector, a company will receive a two-dol-
lar tax deduction for every dollar spent on R&D in this sector.112

The Medium- and Long-Term Plan for Science and Technology 
2021–35 blueprint focuses on Chinese advances in founda-
tional technologies, which is a contrast to the previous plan for 
2005–2020, which largely emphasized applied science.113 The 
National Development and Reform Commission (NDRC), a key 
entity controlled by the State Council that exercises broad ad-
ministrative and planning functions over the Chinese economy, 
issued an authoritative “guiding opinion” that identified sectors 
such as next-generation IT, biotech, high-end manufacturing, 
new materials, new energy, electric vehicles, environmental 
protection, and digital creativity as high-priority sectors within 
which basic scientific advances were to be achieved.114

The guiding opinion issued numerous objectives and targets to 
ensure China leads the world in these sectors. It points to the 

importance of cascading or tiered industrial and scientific clus-
ters within the Chinese economy. This includes developing 10 
strategic emerging industrial areas with global influence to guide 
100 strategic emerging industrial clusters that will be world 
class. This foundation will provide for 1,000 strategic emerging 
industrial ecosystems that will be interrelated but distinct.

Moreover, and based on global leadership in the basic science 
underpinning these industrial clusters, the numerous industrial 
ecosystems will draw Chinese state-owned and private firms 
into these clusters. The clusters will encompass those entities 
that link basic and applied scientific activity as well as entities 
that work with scientific bodies to commercialize the technolo-
gies and know-how.115

The Fourteenth Five-Year Plan promises to increase spending 
on R&D by more than 7 percent annually. Significantly, it prom-
ised to ensure spending on basic R&D would increase by 10.6 
percent in 2021 and the proportion of overall R&D spending 
devoted to basic research would exceed 8 percent over the 
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next five years. Other Chinese government plans also refer to 
the “guarantee of funds” to assist entities engaged in these ac-
tivities. For example, Beijing has created a “heads of industry 
value chains” system to supervise local governments and help 
them identify local firms and technologies essential to strate-
gic value and supply chains that will boost development in that 
subregion.116 Local governments are to set up special funds for 
entities in these strategic sectors. The bodies responsible for 
raising capital and listing Chinese firms are to be given finan-
cial and regulatory incentives to support fundraising for relevant 
firms. Manufacturing firms engaged in these priority areas will 
have a tax deduction of 100 percent of R&D costs (rather than 
the existing 75 percent). In March 2021, the China Develop-
ment Bank earmarked RMB 400 billion (approximately USD 60 
billion) of loans to support strategic emerging industries and 
companies active in advanced manufacturing for that year.117 
In considering figures for the “new economy,” the share of gov-
ernment subsidies increased from about 33 percent in 2015 to 
45 percent in 2020.118 This accounts for much of the apparent 
“investment boom” in the newer and nontraditional areas of the 
Chinese economy over the past few years (see figures 6 and 
7). The idea is for domestic entities to invest in China for China.

The CCP is also extending its influence over non-state sources 
of capital to help finance priority sectors and firms. For example, 
it has supported the establishment of “guidance funds,” which 
are formally non-state investment vehicles to support domestic 
firms. The idea is to form a fund at the behest of a govern-
ment agency. The supporting government entity contributes 
an amount to the fund and seeks to raise up to 80 percent of 
the targeted amount from private investors, contributions re-
ferred to as “social capital.” While the fund is managed by the 
government entity, private entities are encouraged to invest on 
the basis that the guidance fund will be involved in sectors that 
enjoy government support and largesse—a significant factor in 
China’s state-led political economy. This offers both the promise 
of reliable returns and the satisfaction of advancing the CCP’s 
goals. One report indicates that the government had set up 
1,741 guidance funds by the end of the first quarter of 2020. Al-
though short of the target of RMB 11 trillion (approximately USD 
1.55 trillion), these funds raised RMB 4.76 trillion (approximately 
USD 672 billion) from the private and state sectors.119

In this context, phrases such as allocating resources accord-
ing to market principles and optimizing investment and capital 
markets do not refer to financial liberalization as the US might 
understand these terms. In the Chinese context, they refer to 
creating financial, tax, and regulatory incentives for financial and 
government entities to fund firms engaged in these high-prior-
ity areas. To the extent that the market will impartially allocate 
resources, the intention is that firms engaged in these activities 
will enjoy unique advantages and be more profitable, meaning 
they will be the most attractive entities in which to invest.

Capturing and Onshoring Global Human 
Capital and Know-how
China has made a greater effort than any other country to bring 
human talent from abroad into the country to advance its eco-
nomic upgrade and industrial objectives. This effort is part of the 
broader goal of becoming a global technological superpower by 
2030 and the leading technological power by 2050.
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China’s desire to draw in and capture leading scientists and 
researchers is encapsulated in the Thousand Talents Program, 
which is just one of more than two hundred similar recruitment 
programs. According to official government statistics, these 
talent recruitment programs attracted sixty thousand overseas 
scientists and technology entrepreneurs to China from 2008 to 
2016.120 The US is the largest target market, while other ad-
vanced economies such as the United Kingdom, Germany, 
France, Canada, Japan, South Korea, Singapore, Taiwan, and 
Australia are also important.

While many countries provide incentives for foreign talent to live 
and work in their country, the nature, scale, and intention behind 
the CCP’s efforts are incomparable. As Alex Joske observes:121

Like other countries, China often recruits scientists 
through fair means and standard recruitment prac-
tices. It gains technology and expertise from abroad 
through accepted channels such as research col-
laboration, joint laboratories, and overseas training. 
However, overt forms of exchange may disguise 
misconduct and illegal activity. Collaboration and 
joint laboratories can be used to hide undeclared 
conflicts of commitment, and recruitment programs 
can encourage misconduct. Participants in tal-
ent-recruitment programs may also be obliged to 
influence engagement between their home institu-
tion and China. The Chinese Government appears 
to have rewarded some scientists caught stealing 
technology through talent-recruitment programs. In 
some cases, Chinese intelligence officers may have 
been involved in talent recruitment.

As Joske further explains, the Overseas High-Level Talent Re-
cruitment Work Group was established in 2008 to oversee pro-
grams such as the Thousand Talents Plan and is answerable 
to the all-power Central Committee’s Organization Department. 
The recruitment objectives and orders are carried out by the 

Ministries of Human Resources and Social Security, Education, 
Science and Technology, Industry and Information Technology, 
Public Security, and Finance. Other entities involved include the 
People’s Bank of China, State-Owned Assets Supervision and 
Administrative Commission, Chinese Academy of Social Sci-
ences, United Front Work Department, National Development 
and Reform Commission, Chinese Academy of Engineering, 
National Natural Science Foundation, Communist Youth League 
of China, and China Association for Science and Technology.

These entities coordinate efforts with an estimated six hun-
dred overseas talent recruitment stations that help recruit or 
organize collaborations with overseas scientists, researchers, 
and entrepreneurs. Recruiters are given significant financial 
incentives for each person recruited, sometimes as much as 
USD 30,000.122

As mentioned, utilizing overseas talent through recruiting or 
funding collaborations is not illegitimate in and of itself. The 
problem is that the CCP incentivizes its entities and members 
to steal foreign technologies through these recruitment efforts 
and collaborations, which it needs to advance China’s national, 
military, and economic goals. Furthermore, the theft of foreign 
know-how and the opaqueness of the operations are the prob-
lem. Recruits into the Chinese system are not made aware of 
how their research will be used and by which entities. Partic-
ipants who sign agreements with Chinese entities but remain 
in their own country are obligated to share their research and 
discoveries only with China and cannot share them with their 
primary employer without Chinese permission. They are also 
given attractive incentives to recruit peers into the Chinese pro-
gram under these same conditions.123

China’s talent plans have successfully recruited participants 
around the world to work on key programs like military technol-
ogies, nuclear energy, wind tunnel design, and advanced lasers. 
Many elements of method and intent are illegitimate and detrimen-
tal to the interests of the US, its allies, and the broader principles 
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of globalization and knowledge-sharing under international law 
and the liberal rules-based order (see figure 8). Observers should 
understand these recruitment and collaboration policies as intrin-
sically linked to MIC 2025 and DCP plans as well as applicable to 
China’s military-civil fusion framework. In other words, they are a 
critical part of China’s mission to decouple on its own terms.

The DCP and Foreign Economic Policy
China has the ambition to dominate other advanced econo-
mies in key technological areas, but it still needs the expertise 
and inputs of these economies at this stage of its develop-
ment. In this context, Beijing has long encouraged external 

firms to operate in China if they can help upscale the Chinese 
economy. Indeed, the DCP will mean even more short- and 
medium-term reliance on sourcing basic and applied tech-
nologies from external firms. This explains measures such as 
those announced in the Ministry of Commerce’s five-year plan, 
which promises to increase the presence of foreign investors 
at the higher end of the value chain.124 The explicit intention 
is to fast-track the Chinese absorption of entire supply and 
value chains.

These plans for absorbing foreign technologies and know-how 
are buttressed by policies that promote the development of 
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small and medium enterprises (SMEs) in strategic sectors that 
welcome foreign firms. The intention is to develop necessary 
scientific clusters within the country. For example, the DCP 
framework led to six ministries and agencies issuing joint guid-
ing opinions to speed up the development of SMEs involved in 
high-tech and high-value sectors,125 many of which correspond 
to the priority sectors welcoming foreign investors.

Entities such as the NDRC determine and promulgate prior-
ity sectors, and this commission released an updated 2019 
Catalogue for Guiding Industry Restructuring for 2020 on-
ward.126 This is a key document for government agencies to 
ensure fiscal, tax, credit, land, and import and export con-
cessions target industries and sectors that will enhance Chi-
na’s technological upgrade. The document exists parallel to 
an updated Catalogue of Industries for Encouraging Foreign 
Investment,127 and both exist to guide agencies regulating 
approvals and concessions for foreign investment in China. 
The purpose is to ensure those foreign firms operating in so-
called encouraged sectors128 and with desired technologies 
and know-how are given smooth entry or privileged incentives 
to enter the Chinese market.

While there will be increased concessions or assistance for 
foreign firms setting up operations and investing in strategic 
sectors within China, there will be some significant differences 
from the last few decades. The threat of forced technology 
transfers and theft of corporate secrets will be ever present. 
Moreover, China continues to be heavily dependent on foreign 
firms when it comes to upscaling the domestic economy. For 
example, about one-third of Chinese exports are manufac-
tured by foreign firms, while two-thirds of “high-tech” Chinese 
exports come from foreign firms.129 As Xi Jinping puts it, “Our 
dependence on core technology is the biggest hidden trouble 
for us… Heavy dependence on imported core technology is 
like building our house on top of someone else’s walls. No 
matter how big and how beautiful it is, it won’t remain standing 
during a storm.”130

But unlike in earlier years, China is forcing foreign entities to be-
come more like local entities in the way they are supervised and 
regulated. As one report puts it, “Foreign operations in China 
are de facto on a pathway to becoming more like a local Chi-
nese entity rather than integrated in global networks. They are 
not decoupling from China, but rather decoupling their China 
operations from their global ones.”131

This is apparent in how rules and incentives increase the num-
ber of Chinese staff at senior levels in these foreign firms, and 
in the privacy and “local content” rules and standards the 
firms must follow. For example, the 2021 Data Security Law 
demands that all Chinese and foreign firms remain subject to 
heavy restrictions on transferring data outside of China and that 
all handlers of data in China cooperate with Chinese public se-
curity forces. Indeed, Tesla announced in May 2021 that all data 
from its cars sold in China would be stored locally in a new data 
center as required by Chinese law. That government has forced 
other companies operating in China, such as IBM, Microsoft, 
Amazon, and Apple, to make similar concessions.132 All major 
economies exercise some form of regulation over locally ac-
quired data and information, but the Chinese data framework 
is much more restrictive. While there is little transparency as to 
what Beijing will do with personal or business-sensitive data, 
the CCP is explicit that the Chinese state can use cyberspace, 
data, and information networks to advance its broader objec-
tives where necessary.

Moreover, the state is compelling more foreign firms to establish 
CCP committees within their governance and executive struc-
ture. In 2011, about 47,000 foreign firms had CCP committees, 
and this number rose to an estimated 74,000 foreign firms, or 
about 70 percent of all foreign firms in the country, by 2016.133 
In 2017, major foreign firms Samsung and Nokia confirmed the 
presence of CCP committees in their China operations.134

This provides some sobering context to the announcement in 
early 2020 that foreign firms would be granted “national treat-



UNDERSTANDING AND COUNTERING CHINA’S APPROACH TO ECONOMIC DECOUPLING FROM THE UNITED STATES

ment” under the new Foreign Investment Law. The law replaces 
three previous laws governing foreign investment and foreign 
invested enterprises. It reduces the regulatory and legal hoops 
external entities need to jump through and offers enhanced pro-
tections for external entities that come closer to what Chinese 
firms receive. Moreover, the new law offers some preferential 
policies for external entities engaged in sectors identified in the 
Catalogue for Guiding Industry Restructuring and Catalogue of 
Industries for Encouraging Foreign Investment as “Encouraged 
Industries” (i.e., strategic sectors that are essential to the Chi-
nese economic upgrade). The catch is that foreign entities are 
expected not only to become more like Chinese firms but also 
to serve the CCP’s broader political and economic objectives.

Additionally, and once Chinese companies are globally compet-
itive, foreign firms will integrate into Chinese ones or will grad-
ually be squeezed out of the Chinese market. An example is 
the information and communications technology (ICT) sector. 
The rise of world-class firms such as Huawei and ZTE led Bei-
jing to find ways to deliberately squeeze out foreign firms such 
as Ericsson, including by gradually denying it contracts during 
tendering processes.135 Ericsson had been a pioneer in the Chi-
nese ICT sector.

Finally, the China Standards 2035 plan is an important blueprint 
to support the high-tech aspects of the DCP and was intro-
duced in 2019. Beijing realizes that an essential pillar of contin-
ued American and European dominance in the global high-tech 
economy is the dominant role these entities have in defining 
technical and other standards, made possible on the back of 
American and European firms dominating high-tech industries 
and sectors. The intent of China Standards 2035 is to ensure 
China plays the leading role in writing standards associated with 
new and emerging technologies.136 Just as MIC 2025 seeks to 
dominate production of strategic and critical technologies, Chi-
na Standards 2035 is trying to ensure China sets the founda-
tional rules by which these technologies are defined, produced, 
transferred, sold, and used.137

For Beijing, the first step is to ensure that Chinese firms domi-
nate the intellectual property, know-how, and supply chains of 
strategic and critical technologies. At the same time, the Stan-
dardization Administration of China (under the authority of the 
State Council) will work with Chinese industry to define stan-
dards for the country and impose them domestically. Impor-
tantly, the state (rather than industry) will play the leading role in 
setting standards, which is a reversal of what tends to occur in 
Western economies.

The next step is for China to use its dominance to international-
ize these preferred standards through platforms and blueprints 
such as the BRI. Bilateral agreements, especially with devel-
oping countries, will also internationalize Chinese standards.138

Note that controlling standards leads to direct economic ben-
efits. Chinese entities would receive royalties or license fees 
for standard essential patents that are necessary for compli-
ance with technical standards. Other benefits include operation 
and maintenance. For example, communication infrastructure 
requires operation and maintenance, and it is difficult and fi-
nancially prohibitive for countries and foreign firms to remove 
technologies once they are embedded in power grids, com-
munication networks, etc. As countries increasingly depend 
on Chinese technologies that comply with Chinese standards 
(which have become globally accepted), Chinese firms hold the 
advantage in securing operations and maintenance contracts.

This Chinese approach is evident in Huawei’s construction of 
the telecommunications infrastructure in Laos, which is inte-
grated with highways and railways. Huawei has provided ICT 
platforms and management systems for the China-Laos Ex-
pressway, which will be integrated with Chinese 5G mobile 
communications infrastructure. Chinese firms are also building 
a railway running from the China-Laos border to Vientiane. This 
Kunming-Vientiane link is intended to connect with a railway link 
to Bangkok in Thailand, and southward along the Malay penin-
sula to Singapore.139
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In summary, the Digital Silk Road elements of the BRI that aim to 
dominate standards, infrastructure, and markets are being repur-
posed to support the external circulation elements of the DCP.

A “New Type” of Urbanization 
A section above explained that Beijing seeks to increase do-
mestic income, and therefore demand, through a dramatic 
technological upgrade and upscale of the economy. The state 
is also using a “new type” of urbanization to drive up domestic 
consumption (i.e., internal circulation).140

Urbanization is seen as a key solution to China’s prob-
lems because those in urban areas consume significantly 
more than citizens in rural China. In 2021, urban Chinese 
consumers earned about three times more than their rural 
counterparts and consumed about twice as much (see figure 

9).141 This disparity has remained at similar levels over the  
past decade.

In 2021, around 60 percent of the population lived in cities, and 
the target is 65 percent by 2025 according to the Fourteenth 
Five-Year Plan. This amounts to around 10 million people mov-
ing to cities each year.

One problem is that urbanization causes extreme upward 
pressure on home prices in mainly first-tier cities. As the Ev-
ergrande episode demonstrates, rapidly rising home prices 
lead to even more speculation on residential property, result-
ing in more serious financial risks to the Chinese system. The 
biggest risks are in so-called first-tier cities (Beijing, Shang-
hai, Guangzhou, and Shenzhen, as well as 15 emerging 
new tier 1 cities), which is why the CCP has been trying to 
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suppress residential price growth in these cities over the past 
few years.

The CCP has responded by putting restraints on residential 
home price rises in tier 1 cities, such as VAT increases on sales 
of homes within given years of purchase, strict controls on 
credit used to buy residential assets, and increases in deposits 
under some circumstances. These measures aim to dampen 
speculation in the residential market and to incentivize rural citi-
zens to move to tier 2 and 3 cities.

There have also been efforts to relax the registration or hukou 
system in tier 2 and 3 cities. The system denies working mi-
grants and their families (mainly from rural China) the right to 
own property and access services, such as health care and 
education, in the cities they work in. The Fourteenth Five-Year 
Plan flags the abolition of the hukou system in cities of up to 
three million people, while it will loosen the registration system 
in cities of three to five million people.

The idea behind fast-tracking urbanization in tier 2 and 3 cities is 
to create additional centers of economic growth away from the 
richer coastal mega-cities (see figure 10). This coincides with 
plans to ensure that the technological upscaling of the country 
occurs throughout China and not primarily in the tier 1 coastal 
cities. If tier 1 cities continue to enjoy the lion’s share of benefits 
from the upscaling, then the already severe problems of income 
inequality between tier 1 cities and other places will worsen. At 
the same time, such income inequality will stifle the targeted 
increases in domestic consumption that “internal circulation” 
requires.

Enlarging the RMB financial ecosystem. Earlier, I mentioned the 
Chinese discomfort with their dependence on currencies issued 
by the US and its allies, a discomfort that has become more 
acute following the cascading financial sanctions against Russia 
after its invasion of Ukraine. It is also easy to see why Beijing 
would like to change this global  financial structure. About 60 

percent of its reserves are held in dollars, and most of its ex-
ternal transactions are conducted in that currency. Currently, 
alternatives are nonexistent. For example, Beijing would need 
to increase its holdings of gold from about 3,000 tons to 35,000 
tons to replace its US dollar assets.

I also noted that the BRI will promote greater use of RMB in 
various ways. It may use RMB to settle trade, accelerate RMB 
swaps with other currencies to ensure liquidity in the relevant 
currencies during settlement of trade, conduct investment with-
in the BRI platform or agreement, and issue RMB-denominat-
ed bonds as part of BRI financing packages.142 These include 
BRI-specific domestic bonds, “panda” bonds in RMB that are 
issued by international companies inside BRI corridors or by 
foreign firms for specific BRI projects and sold to the domes-
tic market, and “dim sum” bonds that are issued by Chinese 
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and international companies in Hong Kong but denominated 
in RMB.

This is already occurring with many developing countries par-
ticipating in the BRI. For example, China’s banks have become 
important foreign creditors for many countries in Southeast Asia 
and Africa. In April 2017, the RMB was used for the first time as 
a currency of bond issuance in Africa. In that same year, more 
than one-third of BRI countries had signed bilateral swap agree-

ments, which in turn helped to deepen trade and economic in-
tegration between these countries and China by a statistically 
significant 30 percent.143

In recent times, the use of RMB has increased to over 3 per-
cent of global transactions for the first time, driven largely by an 
increase in foreign purchases of Chinese bonds (see figure 11 
and table 3). It is estimated that RMB 700–800 billion of Chinese 
bonds will be sold to external buyers in 2022.144 China has also 
inked ad hoc agreements with US rivals, such as Russia, to 
bypass their mutual reliance on the greenback. For example, 
Gazprom Neft, the third-largest oil producer in Russia, agreed 
in February 2022 to be paid in RMB rather than US dollars for 
refueling Russian planes at Chinese airports.145

Even so, the RMB continues to stubbornly lag far behind the 
currencies of the US, EU, and UK as a percentage of global 
transactions.

In April 2021, China announced a limited launch of its digital cur-
rency electronics payment, or DCEP, the world’s first sovereign 
digital currency. Electronic transactions already account for four 
out of five payments in the country, and there are more than 850 
million mobile payment users, a number that is rising rapidly.

Interestingly, the RMB digital currency was developed and rolled 
out to counter and weaken the duopoly on virtual transactions 
within the mainland enjoyed by Ant Group and Tencent, which 
have about 95 percent of the market. The CCP is explicit that 
the DCEP will allow the regime to seize back control over private 
finance to reduce “financial instability and risk.” With their us-
er-to-user private network of payments and finance, Ant Group 
and Tencent were also threatening the rollout and adoption of 
the RMB digital currency domestically and externally, threaten-
ing Beijing’s ambition to expand the RMB financial ecosystem.

Bear in mind that growing use of the RMB digital currency will 
enable the  instantaneous monitoring of transactions, move-
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CURRENT 
RANK CURRENCY JAN. 2022 DEC. 2022 NOV. 2021

1 USD 39.92% 40.51% 39.16%

2 EUR 36.56% 36.65% 37.66%

3 GBP 6.3% 5.89% 6.72%

4 CNY 3.2% 2.7% 2.14%

5 JPY 2.79% 2.58% 2.58%

Table 3. Global Transactions—Top Five Currencies

Source: Lubbers, Tanzi, and Wenjin, “Yuan’s Global Popularity Keeps Rising.”
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ments, and behaviors of users. This allows the CCP to integrate 
the regulation (or prohibition) of the domestic digital currency 
use with its ever-expanding Social Credit System and Corpo-
rate Social Credit System. These are nationwide data-gathering 
efforts to regulate individual and corporate activity through a 
system of rewards and punishments based on the extent to 
which one abides by CCP rules and regulations and pursues 
the Party’s objectives.146 In other words, it is about the CCP’s 
unprecedented visibility and control and individuals’ shrinking 
private and confidential space.

Beijing also hopes that the gradual rollout of the DCEP will re-
duce Chinese reliance on the SWIFT (Society for Worldwide 
Interbank Financial Telecommunications) payments platform, 
which is overseen by Western economies and has been used 
to enforce US financial sanctions and sever sanctioned enti-
ties from using the platform. Similarly, Chinese officials have ar-
gued that the DCEP could reduce Chinese reliance on CHIPS 
(Clearing House Interbank Payments System), an American 
private-sector money transfer system used for electronic pay-
ments in US dollars.147

Such plans were already formulated before the DCP. In 2015, 
China launched a new payments system, the Cross-Border In-
terbank Payment System (CIPS), that uses RMB for interna-
tional transactions. Beijing also announced the creation of the 
China International Payment Service Corporation (CIPS Corp.). 
These platforms enable firms outside China to clear RMB trans-
actions directly with Chinese counterparts, bypassing West-
ern-controlled systems such as SWIFT. In this sense, the DCP 
has given added purpose to the long-standing Chinese plan to 
strengthen financial autonomy and resilience vis-à-vis the US.

Summary
Taken separately, almost no elements of the DCP are new. 
For at least two decades, China has been grappling with 
the problems of systemic misallocation of resources, over-
investment, over-capacity, declining return on assets and in-

vestment, excessive debt, declining productivity, inadequate 
domestic demand, unequal distribution of income between 
citizens and across provinces, overreliance on external tech-
nology and foreign sources of innovation, and an aging demo-
graphic. At the same time, the Trump administration remind-
ed the CCP of the importance of greater independence from 
and resilience against the US, although Beijing was already 
thinking this way prior to the Trump-era economic measures 
against China. The COVID-19 pandemic accelerated these 
mindsets. From this perspective, the DCP is a continuation 
and evolution of preexisting policies and approaches rather 
than a break from them.

Even so, the DCP is a significant advance in Chinese attempts 
to decouple on its own terms. The CCP’s pronouncements over 
the past few years represent somewhat of a shift away from 
the overriding importance of high-economic-growth targets to 
economic control and political economic resilience. To put it 
another way, the DCP demonstrates decisive acceptance that 
growth is no longer the primary guarantor of Chinese political 
economic success.

The DCP approach is built on four fundamental pillars:

1. Lowering dependence on foreign countries and firms for 
critical technology and products

2. Accelerating the dominance of state-owned and private 
domestic firms in critical technologies and products as well 
as in the Chinese market to enhance value creation and 
productivity (and therefore increase domestic income and 
demand)

3. Tightening the CCP’s control over all firms to ensure they 
serve the regime’s objectives

4. Translating that domestic technological dominance into re-
gional and global dominance by increasing foreign depen-
dency on China while decreasing Chinese vulnerability to 
American actions
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The first three comprise “internal circulation,” while the fourth 
is “external circulation.” As with the circulatory system of the 
human body, both types of circulation are linked and essential 
to each other’s proper and healthy functioning.

In a long speech in January 2021 to senior CCP cadres, Xi Jin-
ping attempted to put the contemporary policies in a grander 
and broader ideological context.148 He explained that socialism 
with Chinese characteristics can be divided into different his-
torical stages, the first “being undeveloped socialism and the 
second more developed socialism.” In the 1980s, China was 
still in the “primary stage,” but the country had not reached a 
“New Development Stage.” According to Xi, China’s “economic 
strength, scientific and technological strength, comprehensive 
national power, and people’s living standards have jumped to a 

new great level.” In this way, the DCP is a natural evolution for 
the country.

Xi ended the speech triumphantly by declaring:

The world today is experiencing the greatest change 
unseen in a century. In recent times, the world has 
been mostly characterized by one word—乱/luan 
(“chaos”), and this trend looks set to continue. The 
response to the pandemic of COVID-19 has been a 
test to the leadership and institutional excellence of 
countries, and the results—which are good, which 
are bad—are obvious. Time and momentum are on 
our side, and this is where our determination and 
confidence lie.
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It is easy to become carried away with the scale and ambition 
of Chinese plans and pronouncements and to conclude that 
the CCP has carefully conceived plans that are meticulously 
implemented—a seeming contrast to policy formulation and 
execution in the US and other democracies. However, the CCP 
faces significant challenges to realize its vision of decoupling on 
its own terms.

Mixed Success for the BRI and the Creation 
of a Sinocentric Economic Order
Although there are critical domestic priorities that gave rise to 
the BRI, the initiative is the overarching external-facing Chinese 
blueprint to create a Sinocentric economic order. The mac-
ro-statistics of the BRI region are impressive. For example, the 
BRI corridor economies accounted for over 40 percent of global 

trade in 2018, compared to 15 percent in 1990 and less than 
25 percent in 2010.149 In 2018, these economies accounted for 
over one-third of all global foreign direct investment (FDI).

However, combining the corridor economies conceals massive 
differences with respect to their regional and global importance. 
For example, the decisive East Asian region dominates glob-
al exports, while South Asia and Sub-Saharan Africa are far 
less significant. Even when one considers the Middle East and 
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North Africa, half the exports of corridor economies were ac-
counted for by Saudi Arabia and the United Arab Emirates. In 
South Asia, India’s exports are more than nine times the value 
of those of Bangladesh, which is the second largest exporter in 
that grouping.

The point is that many corridor economies are poorly integrated 
into global and regional markets and supply chains. Most of 
these economies are low-income per capita nations with policies 
that do not welcome broader and deeper economic integration 
with neighbors and the region.150 Tariff, behind-the-border, and 
FDI restrictions are generally far more austere in developing BRI 
corridor economies than in high-income economies, whether 
they are within the BRI or outside it. Even allowing for trends 
over the past two decades, deeper integration is occurring for 
the corridor economies within East Asia, Europe, and Central 
Asia, where intraregional trade is dominant. But integration 
between corridors remains slow, while enduring political and 
policy settings suggest the benefits of increased connectivity 
between corridors will mostly prove disappointing even if there 
is a burst of infrastructure investment in the poorer economies. 
Most of the corridor economies are not attractive destinations 
for commercially oriented entities to invest.151

It is worth noting that since 2013, the volume of Chinese out-
ward investment in non-BRI countries has increased more rap-
idly than the volume of investment in corridor economies. The 
notable exception is Chinese construction projects in BRI econ-
omies, which have exceeded Chinese construction projects in 
non-BRI countries.152 This suggests two things: first, Chinese 
construction companies are the most enthusiastic supporters 
of the BRI as it allows them to quickly deploy excess capacity 
outward; and second, the BRI is pursuing a speculative and 
high-risk “build it and they will come” approach to economic 
development in many less-developed areas of the BRI. With 
respect to the latter point, the “build it and they will come” ap-
proach mirrors China’s domestic economic development ap-
proach from the mid-1990s onward, in which fixed investment 

drove economic activity whether demand for that investment 
was evident or not.

Bear in mind that while one can point to potential benefits for 
these nations and their increased relevance to other trading 
economies from increased investments in many of these cor-
ridor nations, the effort of managing the cost of new infrastruc-
ture would outweigh the gains for many of these low-income 
economies. Using World Bank accountability methodologies, 
it appears that less than one-third of BRI countries have fis-
cal mechanisms in place to manage public-private partnership 
(PPP) liabilities, and about one quarter of countries can reliably 
reflect and integrate PPP in sovereign balance sheets.153 In this 
sense, widely quoted statistics, such as the Asian Development 
Bank’s statement that developing Asia needs USD 1.7 trillion in 
infrastructure investment per year up to 2030 to maintain pres-
ent levels of growth,154 must be taken with a grain of salt.

Compounding the risks factors of overinvestment, the sover-
eign debt levels of almost 43 percent of countries listed under 
the BRI were recently rated as “junk” by the three main ratings 
agencies, while 32 percent have no rating at all.155 Reliable es-
timates are that debt risks in low-income corridor economies 
(which constitute the majority of the BRI corridor economies) 
have risen substantially in recent years. Those low-income 
BRI economies at high risk of debt distress account for about 
40 percent of BRI economies, double the number in 2013156 
when Xi first began his BRI push (see figure 12). Another 
study suggests that 12 out of 43 low-income corridor econ-
omies would experience a considerable deterioration in the 
medium-term outlook for debt sustainability if they took part 
in large-scale infrastructure projects. This is the case even 
when allowing for models suggesting that BRI investments 
could boost growth in those economies.157 A third study sug-
gests that after removing countries in the BRI zone rated as 
“investment grade” or “near investment grade” by one of the 
three major ratings agencies, 23 countries still remain at risk 
of serious debt distress.158
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In short, there are enormous obstacles to the BRI becoming the 
all-encompassing platform for an expansive Sinocentric eco-
nomic order. Additionally, the share of BRI investment in East 
Asia has been declining over the past few years even if total BRI 
investment has remained steady according to reported figures. 
This is important because the maritime economies in East Asia 
are essential to Chinese hopes of constructing a Sino-dominat-
ed economic ecosystem from which it can decouple from the 
US in a position of strength.

Instead, the Middle East and North Africa have been the highest 
growth areas for Chinese investment over the past two years. 
Most of the growth has occurred in the construction and ener-
gy sectors (see figures 13 and 14). Some of these investments 
might well prove to be commercially sound, and they do help 
strengthen Chinese presence and influence in these subregions. 

Investment Grade

Non-Investment Grade

No Rating

Figure 12. BRI Sovereign Ratings

Source: Veasna Kong, Stephen G. Cochrane, Brendan Meighan, and Matthew Walsh, “The Belt and Road Initiative—Six Years On,” Moody’s Analytics, June 2019.
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Figure 13. Chinese Investment across Subregions, 
2013–2021

Source: Christoph Nedopil Wang, China Belt and Road Initiative (BRI) Investment Report 2021, 
Shanghai: Fudan University, January 2022.
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They also alleviate Chinese fears related to energy insecurity. 
Indeed, investment in oil projects in 2021 amounted to USD 
6.4 billion, compared to USD 1.9 billion in 2020 and USD 3.7 
billion in 2019. The main recipients were Iraq, Tanzania, Kuwait, 
Ecuador, and Uganda. Chinese investment in gas-related proj-
ects amounted to about USD 4.5 billion in 2021, up from USD 
1.8 billion in 2020. Most of these contracts were made in Iraq, 
the Russian Federation, Uzbekistan, and Thailand. However, 
the point remains that China cannot achieve its geo-economic 
objectives without dominating the Indo-Pacific, and East Asia is 
the heart and epicenter of the Indo-Pacific.

Regarding East Asia (especially Southeast Asia), the perception 
of Chinese economic ascendancy moves far ahead of current 
reality. For example, the authoritative State of Southeast Asia 
Survey, which engages with regional elites, indicates that while 

around one-third of respondents are “worried about China’s re-
gional economic influence,” more than three-quarters already 
view China as “the most influential economic power” in the re-
gion (see figure 16).159

This is despite a reality in which the Chinese economic impor-
tance to the region is real but often overestimated, while the US 
and allied role is widely underestimated and underappreciated. 
This is apparent in how the US and its allies far outpace China 
as the leading sources of FDI in Southeast Asia (see figure 17).

Moreover, the fact that China is the leading trade partner of the 
ASEAN states by volume needs further examination. The diffi-
culty with properly interpreting trade statistics lies in the com-
plex nature of supply and production chains in which much 
of the trade between Asian nations is “processing trade”: raw 

2015 2016 2017 2018 2019 2020 2021

Sub-Saharan Africa
Construction 15% -10% -2% -33% 32% -42% -21%

Investment -2% -43% -41% 150% 63% -81% 156%

Arab Middle East  
and North Africa

Construction 9% 59% -23% 43% -28% -44% 116%

Investment 742% 85% 11% 52% -96% 361%

West Asia
Construction 84% -46% 41% -45% 20% -56% -3%

Investment 51% -46% -49% 84% 42% -48% -70%

South America
Construction -4% -28% -76% 84% -67% -33% 643%

Investment -94% 242% -66% 2,187% -52% -39% -61%

East Asia
Construction 17% 31% -14% 24% -13% -15% -33%

Investment 114% -49% 78% -9% -4% -40% -56%

Europe
Construction -85% 560% 22% 12% 46% -11% 106%

Investment -3% -62% 55% -39% -38% -44% -56%

Noth America
Construction 17% 0% 119% 119% -94% 44% 22%

Investment -100% -100%

Figure 14. Growth/Decline of BRI Investment in Different Subregions, 2015–2021

Source: Wang, China Belt and Road Initiative (BRI) Investment Report 2021.
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materials, parts, and components are imported from abroad, 
processed and assembled, and re-exported before final as-
sembly. Processing trade accounts for around 70 percent of 

global trade.160 It can involve many countries, and only the fi-
nal country of assembly is indicated on the product with the 
ubiquitous “Made in Country X.” Traditional trade statistics can 

2013 2015 2016 2017 2018 2019 2020 2021

Agriculture 41.2% -46.5% 108.8% -55.6% -26.8% 66.7% -20% -80.6%

Chemicals 38.8% -46.2% 4.5% -15.3% 168.1% -18.9% -50.3%

Energy 82.8% 49% -23% -11.2% -9.5% 25.7% -41.8% -14.6%

Entertainment -33.3% -90.2% 710% 148.1% -68.2% 100% -87.5% -100%

Finance -80% 32.9% -67.7% 64.3% -60.9% -88.9% -100%

Health 31.1% -66.7% 217.4% -50.7% 30.6% -44.7% -50% 246.2%

Logistics 92% 159.6% 48.9% 193.3% -88.8% -79.6% 630.4% -16.1%

Metals -41.7% -45% -30.9% -14.6% 252.5% -33.3% -56.4% 36.7%

Real Estate -18.2% -14.8% 16.4% 48.8% -19% 6.2% -60.9% -18.7%

Technology 65.3% 53% -54.7% 15.4% 25% 31.6% -60.1% -69.9%

Transport -15.3% 41.5% -37.7% 0.7% 83.5% -27% -45% 11.1%

Tourism 651.5% -85% 451.1% -0.4% -91.9% 85.7% -100%

Utilities -18.6% 56.8% 17.1% -50.3% -28.1% 158.1% -65.8% 191.8%

Other -68.4% 383% 12.1% 88.2% 29.4% -53.6% -60.5% 35.9%

Growth/Decline of BRI Engagement in Different Sectors 2013-2021

Figure 15. BRI Investment in Different Sectors, 2013–2021
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be misleading because much of the value added throughout 
the international supply chain is not captured in these figures. 
Instead, traditional trade statistics attribute the full value of a 
good or service to the final country in the production chain even 
if that country has added minimal value to the final product. 
This explains the contemporary emphasis now given to “trade 
in value added” (TiVA).161

Regarding China’s trading relationship with many Asian nations, 
more of the processing trade has moved away from ASEAN and 
into China over decades. This is reflected in figures suggesting 
that China’s share of foreign value-added exports incorporated 
into ASEAN exports has risen from about 5 percent in the 1990s 
to about 17 percent currently. At the same time, China’s share of 
ASEAN valued-added exports incorporated into other countries’ 
exports has risen more slowly, from about 4 percent to 12 per-
cent over the same period.162 In other words, more of the pro-
cessing trade has moved from ASEAN to China during this time.

Trade statistics become more important when we disaggregate 
where value is created or added. Consider the all-important 
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Figure 16. Survey of Southeast Asian Elites on Most Influential Economic Power (left) and Attitudes Toward Economic 
Powers (right)

Source: Sharon Seah, Joanne Lin, Sithanonxay Suvannaphakdy, Melinda Martinus, Pham Thi Phuong Thao, Farah Nadine Seth, and Hoang Thi Ha, The State of Southeast Asia: 2022, Singapore: 
ISEAS-Yusof Ishak Institute, 2022.

Figure 17. Top Ten Sources of FDI into ASEAN 
Economies, 2019–2020

ECONOMY 2019 ECONOMY 2020

United States $34.6B United States $34.7B

Japan $23.9B Singapore $14B

Singpore $15.7B Hong Kong, China $12B

Hong Kong, China $12.9B Japan $8.5B

Canada $10.1B China $7.6B

China $9B Korea, Republic of $6.8B

United Kingdom $7.9B Thailand $5.5B

Korea, Republic of $7.5B Canada $5.2B

Switzerland $4.2B Switzerland $4.6B

Thailand $3.8B Netherlands $4.6B

Top 10 $129.5B Top 10 $103.6B

Share of Top 10 71.2% Share of Top 10 75.4%

Source: ASEAN Investment Report 2020–2021: Investing in Industry 4.0, Jakarta: ASEAN Sec-
retariat, September 2021.
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electrical and electronics (E&E) sector, which adds about USD 
270 billion to the GDP of the ASEAN economies, employs more 
than 2.4 million workers in relatively high-paying jobs, and ac-
counts for the largest share of ASEAN total exports (about 27 
percent or USD 380 billion).163

Over time, China has emerged as the largest contributor of add-
ed value to ASEAN exports (see figures 18 and 19). However, 
ASEAN as a whole is the most important creator of value-added 
exports for the ASEAN economies, while Europe as a whole ex-

ceeds the importance of China in this context. Moreover, about 
one-third of the E&E sector in China consists of foreign firms, 
mainly from the advanced economies of the US, EU, Japan, 
South Korea, and Taiwan. Taken as a group, the US and its al-
lies are much more important to the regional economies’ added 
value and upscaling than is China.

The fundamental driver of trade is final or net demand. If there 
is weak demand for final goods and services, there is little mo-
mentum behind trade between nations.

Figure 18. Top 30 Creators of Value Added for ASEAN Exports of Electrical and Electronic Equipment, 2017

China
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Source: Global Value Chains in ASEAN, Paper 13, ASEAN Promotion Centre on Trade, Investment and Tourism, March 2021.
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Figure 19. Sources of Value-Added Exports to ASEAN in 
the E&E Sector, 1990–2017

Source: Global Value Chains in ASEAN.
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Source: Roland Rajah, “East Asia’s Decoupling,” Lowy Institute Working Paper No. 1, January 2019.

As supply chains for many goods and services have become 
more regional, East Asia recently surpassed the West as 
the final destination for East Asian exports (excluding Chi-
na), while China recently surpassed the US as the final ex-
port destination for East Asian exports (excluding China; see 
figure 20). Bear in mind that advanced-economy firms with 
regional operations continue to maintain a major presence 
in almost all major export categories throughout East Asia, 
while key sectors such as E&E remain heavily dependent on 
input and technologies from the US, EU, and other advanced 
economies.

The point is not to ignore or understate China’s obvious impor-
tance in the region. It is to make the case that the perception of 
Chinese economic dominance in the region is far ahead of the 
reality, which is much more contested. In important respects, 
the US and its allies continue to maintain enormous advantages 
when it comes to their relative strengths and relevance in areas 
such as finance, value-added inputs, and FDI while maintain-
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ing their position as indispensable markets of final demand for 
East Asia. When it comes to the emergence and construction of 
“Factory Asia”—a subregion where supply chains, value chains, 
and manufacturing processes are increasingly integrated—Chi-
na is as much a competitor as a driver of prosperity for the rest 
of the region.

Moreover, while China is becoming more important to other 
Asian economies as a source of final demand for Asian (ex-
cluding Chinese) exports, Chinese exporters remain heavily 
dependent on American final demand (figure 21). This means 
the Chinese export sector, which is a significant driver of Chi-
nese household prosperity and therefore of the Chinese con-
sumer market, remains heavily dependent on the American 
consumer as well as on consumers in allied economies such 
as the EU.164 This is an awkward reality for a CCP seeking to 
gradually lock the US out of a Sinocentric economic region on 
the back of an increasingly economically dominant China. A 
dramatic decline in US demand for Chinese exports will not 

be replaced by a commensurate rise in demand for Chinese 
exports elsewhere.

In summary, the CCP is a long way from creating the exter-
nal conditions needed for Chinese decoupling on its preferred 
terms. Much still depends on whether China can achieve its do-
mestic objectives and overcome the internal weaknesses and 
problems that the DCP is intended to alleviate and resolve.

Structural Factors Suppressing  
Chinese Domestic Demand
China seeks to rely less on external or global demand and 
much more on domestic demand to enhance the resilience and 
sustainability of its political economy. Increasing the share of 
domestic private consumption or demand is a sensible priori-
ty (see figure 22). Without increasing household or private de-
mand, China will remain too heavily reliant on external demand. 
This means continued reliance on the net export growth model, 
which leaves the country vulnerable to external economic and 
geopolitical shocks in the form of loss of access to those mar-
kets or declining demand in those economies.

Over the reform period from 1979 onward, the country’s share 
of domestic private consumption as a proportion of GDP has 
fallen steadily from over 50 percent in the 1980s to over 40 
percent in the 1990s to around 38 percent currently. This has 
changed little from five years ago and is only a few percentage 
points higher than a decade ago.

According to a comparison of 150 countries for which sufficient 
economic data is available, China ranks 145, above only Singa-
pore, Luxembourg, Qatar, Ireland, and Brunei. To offer further 
comparisons, the US, Japanese, and Indian figures are around 
67 percent, 58 percent, and 53 percent respectively.165

There are compelling reasons why the political economic struc-
ture and the decoupling policies are unlikely to significantly raise 
Chinese private consumption levels to meet CCP expectations 
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and requirements. The key is to dramatically increase house-
hold wealth as this should lead to rapid increases in private con-
sumption. However, serious headwinds and structural barriers 
may prevent this from occurring.

Prioritization of Production Rather Than Consumption
A major problem is that the fundamental growth strategy and 
structure of the Chinese political economy are designed to pri-
oritize production with the unintended consequence of sup-
pressing consumption. For example, the Chinese economic 
approach elevates state- and policy-directed investment in 
nominated sectors and provinces over commercial virtues 
such as labor productivity and capital efficiency. In layperson’s 
terms, China’s model is largely based on throwing enormous 
amounts of cheap capital into nominated sectors for political 
and policy reasons.

The permanent stimulus of offering politically driven cheap and 
accessible capital to firms in nominated sectors and demanding 
that they meet growth targets also means that a higher priority 

is given to growth in market share and revenue growth than to 
worker wages. This is reflected in calculations showing that in 
2020, the share of wages as a proportion of GDP had not in-
creased since 2016 and remained lower by this measure than in 
the mid-1990s and early 2000s (see figure 23). Indeed, the Chi-
nese approach depends on suppressing wages to an important 
extent to subsidize production.

A further downside of the Chinese approach of allocating huge 
amounts of capital to meet political and policy targets is reflect-
ed in declining growth in total factor productivity (TFP), that is, 
growth that cannot be accounted for by increased capital or 
labor inputs. The higher the share of TFP in driving growth, the 
lower the relative share of other inputs. In advanced economies 
and those rapidly modernizing, increasing TFP tends to lead 
to commercially driven higher demand for labor, lower cost of 
capital, and eventually higher wages.166

With respect to China, at just over 2 percent, TFP growth has 
been declining since around 2009.167 This is about half the av-
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Source: “China Private Consumption: % of GDP,” CEIC Data.
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Source: International Monetary Fund, “People’s Republic of China,” IMF Country Report No. 
19/22, August 9, 2019.

erage TFP growth prior to 2009 (see figure 24). Indeed, the Xi 
Jinping era of reversing any partial moves toward macro- and 
microeconomic liberalization has worsened the systemic mis-
allocation of resources, which was severe before he assumed 

power in 2012. The point is that declining TFP growth is another 
factor suppressing wage growth.

Indeed, China has not been able to find a way to achieve rapid 
growth apart from increasing capital inputs, which then exac-
erbates the already severe problems of overproduction, excess 
capacity, and dangerous levels of indebtedness (see figure 
25). The same political and policy approaches drive the MIC 
2025 plan and DCP framework, and throwing money at import 
substitution policies makes the problems of excess capacity 
and indebtedness even worse. These policies include directing 
central and local government entities as well as the country’s 
financial and lending institutions to allocate capital and oppor-
tunity to firms in sectors that Beijing believes are necessary to 
upscale the entire economy, with the hope this will increase 
wages and consumption. This approach will enjoy only limit-
ed success in terms of increasing productivity and eventually 
leading to higher wages and disposable income throughout the 
broader economy. 

The evidence so far supports the less sanguine assessment. 
As mentioned, wages as a share of GDP are stagnant even 
as GDP growth is declining, which suggests that rising private 
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consumption on the back of rising wages is not taking up the 
slack as the Chinese economy attempts to deleverage (by slow-
ing down credit for fixed investment, especially in the property 
sector). Incidentally, and in the immediate and medium terms, 
growth in Chinese private consumption is largely driven by 
growth in residential house prices.168 This is unsurprising since 
the lion-share of household wealth is in residential homes (see 
figure 26).

Some studies suggest that on average, a 10 percent increase 
in the price of one’s home leads to a 3 percent increase in con-
sumption.169 This means that Chinese attempts to deleverage 
the economy and suppress rises in residential home prices will 
threaten a key pillar of DCP—increased reliance on domestic 
consumption.

Impacts of Technological Upscaling on  
the Chinese Workforce
One must interrogate Beijing’s assumption that upscaling the 
economy leads to across-the-board wage rises and therefore 
a rapid increase in domestic private consumption. China was 
already quickly transitioning from a low- to middle-cost country 
when it comes to wages. The fastest recent increase in average 
urban wages occurred earlier this century, when China emerged 
as a manufacturing and export superpower. As wages have ris-
en, an increasing share of lower-skilled manufacturing jobs have 
shifted to lower-cost economies such as Bangladesh, Indone-
sia, India, and Vietnam. In fact, lower-skilled manufacturing has 
been declining in China since around 2013.170

As China’s economy modernizes, more low- and semi-skilled 
jobs are being taken by machines with advances in automa-
tion, robotics, artificial intelligence, and other technology. This is 
leading to a clear trend in which working in the formal economy 
is declining in relative terms while working in the informal econ-
omy is increasing (see figure 27). As a result, those employed 
in the informal sectors earn less (see figure 28) and have higher 
saving rates due to poorer access to safety nets such as health 
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Figure 25. Capital-Output Ratio in the Chinese Economy, 
2004–2018 

Source: International Monetary Fund, “People’s Republic of China.”

TYPE OF ASSET VALUE (USD TRILLIONS)

Non-Financial $35.83T

Housing $33.32T

Automobiles $2.00T

Farming Equipment $0.50T

Financial $46.59T

Currency $0.92T

Deposits $16.06T

Loans $0.20T

Insurance $1.86T

Bonds $0.39T

Stock and Equity $24.40T

Securities Investment Funds $2.76T

Total $82.42T

Figure 26. Assets of Chinese Households, 2019 

Source: “How Strong Is China’s Household Balance Sheet?,” Seafarer Funds, March 2022. 
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insurance and pensions. These workers subsequently consume 
significantly less than those employed in the formal sectors.

The dramatic upscaling of the Chinese economy could drive 
even more low-skilled jobs overseas to lower-cost economies 
and force more Chinese workers into the informal economy at 
the same time. In other words, upscaling the economy will ben-
efit high-skilled workers but could threaten the employment or 
wages of lower-skilled workers, who make up a large majority 
of the Chinese workforce.

Inconsistency between Higher Wages and  
the Export-Driven Model of Growth
The awkward reasoning in the context of the DCP about higher 
wages driving consumption growth is also worth noting. Wages 
are the major source of disposable income for Chinese house-
holds (see figure 29). Beijing is trying to upend classical trade 
economics by simultaneously achieving rising wages across 
the board in China and dominating exports of high-tech and 
high-value products and services. This goes against China’s 
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Source: Ilaria Mazzocco, Undermining China’s Prosperity, Washington, DC: CSIS, May 26, 2022. 

16%

14%

12%

10%

8%

6%

4%

2%

0

2010 201320122011 2014 2015 2016 2017 2018 2019

Formal
GDP

Informal

Figure 28. Growth in Chinese Average Real Wages, 
2010–2019 
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own experience, in which it became an exporting superpower 
due to lower cost inputs than those of its competitors. It sug-
gests the emphases on dramatically increasing wages by up-
scaling the entire economy and becoming the dominant export-
er of related products are inconsistent.

China’s domination of solar panel exports provides both an 
illustration and a possible Chinese counter to this problem. It 
was recently estimated that China accounts for the produc-
tion of 97 percent of global silicon wafers, 79 percent of solar 
photovoltaic (PV) cells, and 67 percent of polysilicon. China is 
also the world’s largest supplier of solar cells and light-emit-
ting diodes.171

China achieved this dominance by making and selling these 
products cheaper than competitors in advanced economies 
through enormous subsidies, cheap credit, and low input cost 
(such as labor and land). Instead of paying taxes, Chinese so-
lar companies in the designated “strategic sector” received tax 
credits. Between 2008 and 2013, China’s then fledgling so-
lar-electric panel industry dropped global prices by 80 percent 
in what was then an extremely competitive market.172 This oc-
curred even though the US invented much of the technology 
and held most of the patents for it.

The solar sector also demonstrates China’s well-worn game 
plan. Chinese entities with the support of the government and 
lending institutions bought international solar companies or in-
vited leading foreign firms to establish operations in China. The 
government implemented schemes to attract leading global so-
lar experts to Chinese firms. It developed vertically integrated 
supply chains inside China, often at great expense. The Chi-
nese strategy is to acquire, develop, or steal world-class tech-
nology and capabilities, support the creation of entire supply 
chains inside the country, eliminate overseas competition, and 
dominate domestic and global markets in the target sector. If 
the latter objective is achieved, then even higher wages are not 
enough to erode entrenched Chinese advantages.

China’s MIC 2025 and DCP plans seek to apply the Chinese 
solar sector strategy to a broader range of strategic and critical 
sectors. The problem is the impossibility of escaping the iron 
laws of economics. The solar industry was established in China 
at a time when wages were much lower than those of compet-
itors but were hugely expensive nonetheless.173 The massive 
assistance that the government provided to Chinese firms led 
to a predictable oversupply of solar panels. Even though most 
Chinese panels were made for export, an estimated two panels 
were made for every one export order.174

When the global financial crisis hit advanced economies in 
2008, there was a massive decrease in global demand for 
panels. As global demand fell, Chinese companies were 
forced to continue to ramp up production of panels to remain 
in business (see figure 30), and this was possible only due to 
even more subsidies worth billions of dollars. In short, China 
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achieved its objective of dominating the global solar panel in-
dustry. But applying this approach to an ever-expanding list 
of strategic and critical sectors will worsen the problems of 
over-capacity, indebtedness, and inefficiency that MIC 2025 
and DCP are designed to alleviate—and that are all made 
worse by rising wages.

China Inc. vs. the Private Sector and Households
The most important structural factor inhibiting the emergence 
of a sufficiently large Chinese domestic consumer economy 
is the nature of the country’s political economy and the re-
sulting winners and losers within it. China’s political and poli-
cy-directed economy involves the central government setting 
broad and far-reaching priorities for the entire economy; set-
ting fiscal, lending, regulatory, taxation, and other policies to 
advance these priorities; and compelling local governments 
and the state-owned and private sectors to implement these 
measures in furthering CCP-determined policies. MIC 2025 
encapsulates this state-led approach, and the DCP framework 
extends it further.

Under this approach, state-owned firms are the primary bene-
ficiaries as they are uniquely placed to achieve CCP objectives. 
National champions and other private firms advancing Beijing’s 
agenda also benefit from the special advantages they receive 
from central and local governments. In turn, they further ben-
efit by being better placed to access cheap credit from banks 
and other lending institutions because those offering credit 
are obliged to support preferred firms on political and policy 
grounds. At the same time, firms operating in sectors nomi-
nated by the CCP as strategic or critical are considered safer 
and more reliable borrowers because they are favored by the 
government.

This effect is clear when examining the first five years of the 
Xi Jinping era, during which loans to state-owned nonfinancial 
enterprises constituted 83 percent of all lending, while only 11 
percent went to the private sector (see figure 31).

As explained earlier, over the past few years, China is governing 
and regulating private firms more like state-owned firms and 
giving privileges to firms that advance Beijing’s objectives with 
less regard for ownership structure. This practice is leading to 
an increase in the number of private firms on the list of the top 
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Source: “How Strong Is China’s Household Balance Sheet?,” Seafarer Funds.

500 Chinese firms by revenue. Whereas only 15 private compa-
nies appeared on 2005’s top 500 list, 130 appeared in the 2021 
ranking.175 Even so, the rise of private firms began from a very 
low base, and state-owned firms continue to dominate the list 
of the largest firms in the country.

For well-connected individuals and firms or firms operating in stra-
tegic and critical sectors, a mutually reinforcing cycle gives them 
substantial advantages over most private firms. The Chinese pri-
vate sector firms denied assistance from the regime are leaner 
and more efficient, and they outdo favored firms on all standard 
measures, such as return on capital, return on assets, profitability, 
and productivity (see figure 33).176 It is estimated that the private 
sector contributes to 60 percent of GDP, 70 percent of innovation, 
and 80 percent of urban employment and provides 90 percent of 
jobs.177 However, the perverse result is that the lion’s share of cap-
ital and opportunity is given to less deserving but favored firms.

This political economic structure has direct relevance to Chi-
nese efforts to increase domestic consumption as a driver of 
growth, which is required for successful decoupling. As is the 
case with corporate debt, Chinese household debt is already 

at dangerous levels (see figure 34). It would not be feasible for 
households to simply borrow substantially more to increase 
national private consumption to levels sufficient to meet even 
modest Chinese GDP growth targets.

Moreover, significantly more Chinese citizens need to be able to 
rise into the ranks of the “consumer class,” which is commonly 
associated with adults who have a net wealth of USD 100,000 
to USD 1,000,000 (see figure 35). This need is often tied to 
the requirement for China to emerge from the so-called middle 
income trap.

To achieve China’s goals, households (and not the privileged 
state-owned and well-connected private sector) need to emerge 
as the primary beneficiary of rising national wealth. The most 
effective way to dramatically increase broad-based household 
wealth is to increase wages or to transfer more economic oppor-
tunity from the state-owned sector to the genuine private sector.

Earlier, I explained the downward pressures on wage growth as 
well as the contradiction between higher wages and success-
ful decoupling. Regarding dramatically increasing consumption, 
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another key is to spread economic access and opportunity to 
the more than 20 million private firms and estimated 83 million 
individual businesses (owned solely by one person) and away 
from the estimated 266,000 central and local SOEs178 and other 
privileged national champions. This is because China’s state-led 
and politically directed political economy is the primary reason 
for both worsening and dangerous inequality (as it privileges a 
relatively small group of politically connected insiders) in addition 
to suppressed household incomes (as too much commercial op-
portunity is allocated to too few firms). Both of these effects work 
against the emergence of a consumption-driven growth model.

This causal connection between a bottom-up approach to eco-
nomic growth—allowing independent private entities the free-

dom to make commercial decisions and allowing the market to 
determine price and allocate resources and opportunity—and 
higher household share of wealth and consumption levels is 
apparent in China’s own recent economic history following the 
reforms in December 1979.

From 1980 to 1989, the primary driver of Chinese economic 
growth was domestic consumption—a result of land reform 
that gave rural residents free license to use their plot of land in 
any way they wanted and dramatically raised across-the-board 
household incomes. From 1992 to early this century (after the 
so-called Tiananmen Interlude from 1989 to 1992, when Chi-
nese leaders were paralyzed from the countrywide protests), 
export manufacturing took over the mantle of primary driver of 
growth. The period dominated by state-led fixed investment 
growth began in the 2000s and dramatically accelerated after 
2008, when the global financial crisis shook China’s advanced 
economy export markets. Around the early 2000s, consump-
tion as a proportion of GDP began to decline alarmingly (see 
figure 36).
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One assessment is that household wealth must increase its 
share of GDP by 10–15 percent to bring China closer to the 
levels of consumption as a proportion of GDP in other develop-
ing countries.179 Another measurement compares China’s net 
household wealth (i.e., assets minus liabilities) with the US’s. 
The former was an estimated USD 64 trillion at the end of 2019 
compared to the US figure of USD 118 trillion.180

The “liberalization” of the political economy and changes in gov-
ernment priorities would have immense political consequences 
that are intolerable to the CCP. The emergence of a corporatist 
state tied to the future of the CCP is a feature of contemporary 
China. Without controlling or dispensing the lion’s share of com-
mercial opportunity, the CCP would lose status and relevance. 
That was the lesson learned from the Tiananmen Interlude and 
national upheavals in 1989, when the emergence of a genuine-
ly independent middle class dared to challenge the regimes in 
Russia and Eastern Europe and those regimes lost the support 
of economic and social elites.181

Moreover, without directing economic and commercial opportu-
nity, Beijing would be unable to implement top-down plans such 
as MIC 2025 and the DCP. Left to animal spirits and the hidden 
hand of market forces, the CCP would be unable to utilize Chi-
nese firms to pursue its political and strategic ends.

Prioritization of the Corporate State over People
Rapid Chinese GDP growth over many years can give the incor-
rect impression that there is enough expanding national wealth 
to solve most problems. Since the late 1990s, Chinese leaders 
have prioritized state-led corporatism and acceleration of the 
economy’s productive capacity over public and social goods.

One ramification of this hyper-corporatist model and the prioritiza-
tion of economic capacity is suppressed household income and 
wages. Another is the lower emphasis on public and social goods. 
For comparison, the US spends around 19 percent of GDP on 
public social welfare, while the figure for China is about 8 percent. 

The average across the OECD is around 20 percent.182 This ratio 
has barely changed even as government resources allocated to 
defense, domestic security, and industry (subsidies, guaranteed 
loans to SOEs, etc.) have increased more rapidly than GDP growth.

Beijing’s prioritization of national material power (e.g., defense, 
public security, fiscal stimulus for the corporate sector, subsi-
dies, etc.) over social safety nets goes a long way toward ex-
plaining the high household savings rates. For China, the aver-
age level of savings as a percentage of GDP over the past two 
decades is just under 42 percent. The 2020 figure was almost 
45 percent, which is the fourth highest in the world (behind Bru-
nei, Zambia, and Vanuatu). The world average in 2020 based on 
134 countries is 22.73 percent.183

The stubbornly high savings rates work against CCP plans to 
rapidly increase domestic consumption. In this sense, there is 
an inconsistency between the hyper-corporatist approach of 
plans such as MIC 2025 and the DCP and the hoped-for rapid 
increase in domestic consumption.

This inconsistency is manifested in a related context. The high 
savings rate is partially due to widespread anxiety about the 
inadequacy of pension provisions and their enforcement by 
central and local governments. All companies are obligated to 
contribute to social insurance, which covers pensions, medical 
funds, unemployment safety nets, maternity leave, and work 
injuries for employees. The idea is to offer relief from the inade-
quate fiscal budgets of local governments. In practice, compli-
ance is piecemeal and unpredictable due to poor enforcement 
or the inability of companies to meet these obligations.184

However, the government prioritizes allowing firms to reinvest 
profits to drive corporate growth over forcing firms to meet their 
pension obligations to workers. Firms in key sectors such as 
telecommunications, machinery production, computers, mili-
tary applications, and electronic equipment will likely suffer the 
biggest hit to their profits if the government properly enforced 
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these reforms (see figure 37).185 These are the same sectors 
that Beijing highly values for strategic reasons.

In 2020, it was estimated that the national pension plan covered 
only about 71 percent of the urban workforce and that only 47 
percent had unemployment insurance.186 Even then, Chinese 
pension funds (into which firms are obliged to contribute spec-
ified amounts and which are overseen by the government) will 
peak in 2027 (at about USD 1.04 trillion) and could be exhausted 
by 2035.

In the context of China’s rapidly aging society (see figure 38), 
inadequate pension funding will have an even more pronounced 
impact on the ability and willingness of Chinese citizens to in-
crease discretionary consumption.

Geopolitical Tension
The external circulation element of the DCP involves Chinese 
exports dominating global markets in high-tech and high-value 
sectors. Developing economies will be important partners in the 

Sinocentric supply chain, including as a source for raw mate-
rials. But the most important and lucrative export markets for 
China will be advanced economies.

Over the past decade, export growth in China has been de-
clining markedly (see figure 39). Moreover, the percentage of 
total Chinese exports bound for developing economies has in-
creased significantly, while the percentage of total Chinese ex-
ports to developed economies has declined significantly (see 
figure 40). Much of this represents China increasingly domi-
nating regional supply chains for the production and export of 
traditional merchandise goods. It also reflects a global trend in 
which the supply chains and production of traditional merchan-
dise goods are becoming more regional (i.e., located closer to 
the end consumer).187

China has correctly identified the opportunities ahead. A dra-
matic rise in Chinese exports to developed economies will oc-
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cur on the back of high-tech and high-value goods and ser-
vices. The external circulation of the DCP depends on China 
leading in these sectors when it comes to know-how and sup-
ply chains and on the advanced economies becoming reliant on 
these Chinese exports. That will occur only if there is a stable 
and pragmatic relationship between China and these advanced 
democracies.

It is in this context that Xi Jinping has been a counterproduc-
tive leader for advancing China’s standing and reputation in the 
world, especially vis-à-vis advanced democracies. In the latest 
Pew Survey of American attitudes toward China, 82 percent of 
Americans have an unfavorable view of China, the highest ever 
recorded (see figure 41). Further, 67 percent view China as a 
threat, which is also an all-time high.188 These views are consis-
tent with surveys of many other advanced economies. In Aus-
tralia, the United Kingdom, Germany, the Netherlands, Sweden, 
South Korea, Spain, and Canada, negative views of China are 
at their highest levels since the Pew surveys began polling on 
this topic more than a decade ago (see figure 42).
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A growing number of political and strategic elites in these de-
mocracies share the worsening public perception of China. Im-
portantly, governments in these countries have taken measures 
to punish China for illegitimate economic behavior or, more com-
monly, to protect their economies from overexposure or vulnera-
bility to Chinese economic coercion and arbitrary policies.

For example, the US measures against China that began during 
the Trump administration, and that have been maintained and 
extended by the Biden administration, are well known.189 The 
European Union has suspended the ratification of the EU-Chi-
na Comprehensive Agreement on Investment following China’s 
decision to declare a no-limits friendship with Russia shortly be-
fore the Russian invasion of Ukraine and Beijing’s subsequent 
refusal to condemn Moscow. The recent decision by the Group 
of Seven to mobilize USD 600 billion in infrastructure funding 

for the developing world over the next five years demonstrates 
Europe’s willingness to publicly recognize China as a challenge 
and threat and its preparedness to commit resources to offer 
material alternatives to developing nations.190 Enduring its third 
year of cascading economic punishments for implementing pol-
icies that have displeased Beijing, Australia is in the process 
of taking policy and practical measures to lower its economic 
reliance on China.191

Xi Jinping’s hubris and potential overreach are also evident in 
changing attitudes toward the BRI among developed econo-
mies. While 18 EU members have formally endorsed the BRI, 
there is emerging and growing wariness of Beijing’s intentions.192 
Most of these countries now agree with a 2018 assessment by 
the ambassadors to China of all EU nations (except Hungary) 
that the BRI “runs counter to the EU agenda for liberalizing trade 
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and pushes the balance of power in favor of subsidized Chinese 
companies.”193

Moreover, and given the CCP’s control over the Chinese political 
economy and its extensive authority over all aspects of com-
mercial activity, the comprehensiveness of military-civil fusion 
in the Chinese system, the increasing repressiveness of the re-
gime, and the willingness of Xi Jinping to reveal Chinese plans 
to dominate future technologies, the industrial and high-tech 
competition in some key sectors is already well underway.

This competition has played out most prominently in increas-
ingly coordinated efforts among a growing number of advanced 
democracies to exclude Chinese firms such as Huawei and ZTE 
from their 5G infrastructure and networks.194 While Huawei is 

the leading firm in the 5G sector in many developing countries, 
its momentum in rich democratic nations has stalled and is slid-
ing backward. It is unlikely that Huawei will have a significant 
presence in the 5G sectors in advanced economies as seemed 
inevitable several years ago (see figure 43).

Certainly, competition for dominance of 5G is only the beginning 
when it comes to China and the advanced democracies. There 
will be other sectors, and Xi Jinping has unwisely boasted to the 
world the technologies that China will seek to dominate in. This 
is a problem for Beijing because China’s goal is to decrease its 
dependency on the US and increase advanced democracies’ 
dependency on China. Xi is running the risk that the advanced 
democracies will more effectively coordinate their counterstrat-
egies against it long before it can achieve a dominant position.
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There are three related strategic priorities for the US and its allies:

1. Counter China’s objective of acquiring strategic support 
states.

2. Counter elements of China’s technological upgrade strat-
egy that are designed to help it surpass the advanced de-
mocracies.

3. Counter Chinese plans to dominate high-tech and high-value 
global export markets in high-tech and high-value sectors.

These priorities are related because Chinese success in one as-
pect leads to success in the others. For example, the emergence 
of China as a dominant technological power will deepen regional 
dependency on Chinese technology and supply chains. This will 
strengthen Beijing’s leverage over regional capitals. At the same 

time, China will be in a better position to dominate global exports 
while shutting imports out of the Chinese economy.

The emergence of a regional Sinocentric economic system 
within which Chinese firms and entities dominate would mean 
such firms are in a position of insurmountable strength as they 
negotiate the conditions of any arrangement—with an Ameri-
can or other foreign firm or entity. Disputes and disagreements 
will not be resolved by preexisting laws and rules but through 
negotiations in which Chinese political and economic leverage 

SECTION E: TOWARD A US  
AND ALLIED STRATEGY

Caption: President Joe Biden speaks with the President of the Peo-

ples Republic of China Xi Jinping virtually in the Roosevelt Room at the 

White House on November 15, 2021. (Photo by Demetrius Freeman/

The Washington Post via Getty Images)
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is brought to bear, or according to rules and processes drafted 
by Beijing.

Additionally, with a greatly reduced US commercial presence 
in East Asia and Eurasia, the capacity for American firms and 
authorities to set or revise commercial and quality standards 
in all sectors is greatly diminished. Once such standards are 
set, it is expensive—usually prohibitively so—for firms and 
economies to operate in a different economic ecosystem. 
When regional economies become tethered to Sinocentric 
infrastructure, institutions, logistical networks, etc., Chinese 
political and strategic capture will be difficult to prevent. At the 
same time, outsiders such as the US will be in a much weaker 
position to enter what Beijing hopes will be the most import-
ant economic zone in the world, stretching from East Asia to 
South Asia, from Central Asia to Western Europe, and from the 
Middle East to Africa.

In short, China’s vision of decoupling on its preferred terms is 
to create a Sinodominant Asian region and to gradually decou-
ple it from the US in ways that suit China and disadvantage 
the US. The US should take the following measures to counter 
Chinese dominance and achieve the three strategic priorities 
listed above.

Compete in Commercially Profitable 
Economic Zones
The US will have limited capacity to compete in landlocked eco-
nomic zones like Central Asia and parts of continental South-
east Asia. But it is well placed to work with economic partners 
to prevent the emergence of a Sinocentric economic order in 
maritime Southeast and South Asia, the South Pacific, and Eu-
rope. These maritime economies and regions will be the primary 
determinant of the distribution of power and prosperity through-
out Asia.

Part of the US approach over the next 10 to 20 years should 
encourage these economies to take the following steps:

1. Disentangle or diversify their supply chains in critical and 
strategic sectors away from China—especially important 
for advanced economies on China’s periphery, such as Ja-
pan, Taiwan, and South Korea.

2. Agree on common industry rules, standards, and export 
controls for high-value and high-tech sectors.

3. Link common market access to adherence to legal, regula-
tory, and human rights rules and standards.

4. Seek sources of external (non-Chinese) financing that do 
not impose oppressive debt burdens or unreasonable 
restraints on a country’s sovereignty or domestic deci-
sion-making.

5. Work with the US to reform or build institutions that can 
better resist illegitimate or predatory Chinese economic 
practices, and even punish China for them.

In most economic interactions, the objective is to prevent these 
economies from becoming too dependent on the Chinese 
economy in terms of supply chains, production processes, or 
access to finance. That over-dependency comes from focus-
ing solely on pursuing the guaranteed absolute economic gains 
from China with insufficient regard for the possibility of handing 
China too much leverage and the strategic consequences of 
doing so.

This is particularly important with respect to high-value and high-
tech sectors, or sectors of critical or strategic value. Maritime 
Asian states cannot be allowed to become trapped in the Chi-
nese ecosystem. Once they are in any high-tech or high-value 
ecosystem, it becomes difficult or prohibitively costly to leave.195 
In this sense, the US needs to work with other advanced econ-
omies to develop and spread high-tech and high-value ecosys-
tems that are far more appealing than China’s.

Bear in mind that ASEAN economies are already deeply inte-
grated into US and global production networks. FDI from Ja-
pan, the US, the EU, South Korea, Australia, and Singapore 
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far exceeds that from China. That trend needs to continue into 
the next decade and beyond, forcing China’s less efficient and 
productive firms to allocate capital to less attractive and less 
important landlocked BRI corridor economies—which are also 
less strategically important to the US. This will further help en-
sure Asian supply chains and productive processes are not 
overly dependent on China.

Most broadly, the Chinese hopes of shrinking the US’s oper-
ating ground and easing it out of Asia can be achieved only if 
maritime East Asia becomes a Sinocentric and China-dominat-
ed subregion. That nightmare scenario begins with overreliance 
on a closed Chinese economic system. It is better for the US 
(and advanced-economy firms) to maintain and expand their 
footing on grounds that are strategically vital and economically 
attractive, and that play to the strengths of the superior US (and 
allied) private sector.

Seek Membership in the CPTPP
In May, the US and a dozen counterparts launched the Indo-Pa-
cific Economic Framework for Prosperity (IPEF). The framework 
lists four policy pillars: connectedness, resilience, clear or environ-
mental friendliness, and fairness.196 IPEF puts special emphasis 
on the importance of the digital economy, supply chain resilience, 
decarbonization, and fairness in the context of firms paying their 
expected share of taxes in the appropriate jurisdictions.

IPEF presents a principled approach to economic interaction 
between members who are free to join in and work with the US 
on any or all four of the pillars. IPEF will appeal strongest to the 
advanced economies in the region. These economies are best 
able to utilize and implement principles and standards related to 
the digital economy, environment, and labor.

However, and like the broader framework of the free and open 
Indo-Pacific, laudable frameworks do not provide countries with 
guaranteed and immediate gains. This is especially important 
vis-à-vis low- and middle-income economies. As argued earlier, 

China’s advantage is that it can offer (although not always deliv-
er) immediate and guaranteed gains even if such arrangements 
disproportionately benefit Chinese entities.

In this context, the most direct and effective way forward is for 
the US to seek membership in the CPTPP. Doing so would offer 
members enhanced access to the US market while allowing the 
US greater ability to shape the principles and standards that 
IPEF targets. Indeed, the CPTPP is modeled on standards that 
the US advocated for in the first place.

Moreover, China’s application to join the CPTPP will be much 
easier to resist with the US as a member. As part of the CPTPP, 
the US will be able to help countries collectively withstand that 
pressure. An additional benefit of membership is that the US 
will be able to support Taiwan’s application, which would have 
strategic and economic benefits to the US and its allies. More 
broadly, US membership in the CPTPP will make it extremely dif-
ficult for China to decouple Asia from the US on Chinese terms.

It is commonplace to hear the assessment that it is not political-
ly feasible for the US to seek membership in the CPTPP in the 
foreseeable future. While the Obama administration expended 
little political capital on ratifying the then TPP, the Trump and 
Biden administrations have not made serious efforts to join the 
CPTPP.

Even so, the sense of fatalism is unwarranted. Just as sentiment 
changed quickly against the TPP during the 2016 presidential 
campaign, it is conceivable that sentiment can be reversed in 
favor of the CPTPP. Efforts by the last two administrations to 
convince Americans and those in the Indo-Pacific that the US 
will remain fully engaged in the region receive broad and biparti-
san support, as do US policies to balance and counter Chinese 
activities. As in many regional countries, American views of Chi-
na have become more unfavorable over time as the latter be-
comes more aggressive and explicit regarding its regional and 
global ambitions (see figure 44). A new effort channeled toward 
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explaining the importance of US membership in the CPTPP and 
its benefits for the US would offer the maximum strategic and 
economic bang for the buck.

Just as many once dismissed the political and policy feasibility 
of selectively decoupling from China more generally, or execu-
tive orders imposing tariffs on Chinese imports more specifically, 
the case for the US joining the CPTPP has not been properly 
made. Concluding that membership is infeasible is premature 
and unnecessarily defeatist.

Convince Europe to Reject a False 
Dichotomy between Strategic Success and 
Economic Opportunity
The communique following the NATO summit in Brussels in 
June 2022 described China as posing “systemic challenges” 
and accused Beijing of working with other authoritarian pow-
ers, such as Russia, to “undercut the rules-based international 
order” in ways that “run counter to our values and interests.”197

This is a clear-eyed expression of the challenge China poses. 
It represents a hardening of the EU’s approach to China even 
though NATO is a collective security organization and cannot 

be conflated with the EU. Even so, the NATO communique is 
only an early step. There is still a tendency among Europeans to 
separate their security from their economic interests in lament-
ing that a hardening security posture toward China will lead to 
a proportionate deterioration of Europe’s longer-term economic 
prosperity.

The true situation is far more complex, and China is both a se-
curity and economic threat to the EU in the longer term. Indeed, 
Europe has a special role as either part of the solution or the 
problem when it comes to addressing the economic challenge 
posed by China as raised in this monograph.

To begin, it should not be lost on Europe that the BRI excludes 
the US but extends to Europe. Indeed, Europe is key to the 
success of the BRI and to Chinese efforts to favorably decouple 
from the US and emerge as the globally dominant economic 
entity more generally. This is apparent in two ways.

First, the EU represents about 16 percent of global GDP. Impor-
tantly, it is also the second-largest consumer market in the world 
and around double China’s size by that measure. Although the 
consumer markets in Southeast Asia and India are predicted to 
grow rapidly, Europe will remain the most important destination 
for finished goods throughout the BRI in the foreseeable future.

Second, China needs the technology transfers that come 
from joint ventures with advanced-economy firms, especially 
from Europe (and the US). In this context, some commenta-
tors have referred to the EU as a “technology piggy bank.”198 
Chinese investment in Europe increased tenfold from 2009 to 
2015 and another 76 percent in 2016 before declining in more 
recent years.

Of greater interest is what Chinese capital is seeking to acquire 
in Europe. While funding for large infrastructure projects has de-
clined since its peak in 2016, Chinese firms are increasing their 
stakes in European companies engaged in areas such as health 
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care, pharmaceuticals, biotech, robotics, AI, advanced materi-
als, cutting-edge engineering, and semiconductors. It is reveal-
ing that Europe’s two most advanced economies in Germany 
and the United Kingdom have attracted the lion’s share of Chi-
nese investment since 2016. It is also significant that greenfield 
investments in especially advanced EU economies increased 
by 51 percent in 2021 from the previous year, some 240 per-
cent above the average level of Chinese greenfield investment in 
the EU between 2015 and 2019.199 Greenfield investments are 
often subject to weaker regulatory scrutiny while they can be 
used to fast-track tech and know-how transfers to China. For 
example, Chinese firms Huawei and Contemporary Amperex 
Technology Company are seeking to use greenfield investments 
in Europe to enter R&D collaborations with European universi-
ties, research institutes, and industry.200

It has only been in the past couple of years that countries 
such as Germany have started blocking, on national security 
grounds, applications by Chinese firms to purchase local firms. 
They have delayed this step despite studies suggesting Ger-
many (and South Korea) will be the economies most negative-
ly affected by MIC 2025.201 Germany has tightened screening 
powers and standards for foreign investment in “security-rele-
vant” sectors such as AI, robotics, semiconductors, and auton-
omous vehicles. France has done similarly for defense, energy, 
and the high-tech and biotech sectors.202 Even then, existing 
controls on foreign investment in or export of strategic or du-
al-use technologies have not prevented significant leakages of 
such technologies to China. Many European decision-makers 
and regulators are still reluctant to use existing powers to take a 
stricter approach when scrutinizing Chinese investments.

There are unique institutional barriers to coordinated and deci-
sive action by the EU. Positions on industrial and security poli-
cies are effectively left to individual members to implement even 
if there is an agreed framework. Regulations and laws within 
individual countries are not coordinated, which results in varying 
levels of robustness and compliance. Even where there is grow-

ing consensus, such as for an EU-wide mechanism to deal with 
considerable increases in Chinese investment in advanced EU 
firms since 2015, the lowest-common-denominator approach 
prevails. This means there is more progress in information shar-
ing with respect to what China is doing than in specific and 
decisive policies to deal with an issue.

China has also been executing a divide-and-conquer approach 
to Europe. Its main method is the China-initiated 17+1 group, 
which includes 17 Central and Eastern European states plus 
China. Eleven countries in this group are also EU members. 
In late 2016, China announced it had established a USD 11.1 
billion Central and Eastern European (CEE) Fund to finance 
projects in the grouping to support the BRI. Its primary motive 
is to create an economic investment zone that will decide on 
investments according to China’s rules and processes rather 
than following the EU standards preferred by most Western Eu-
ropean states.

Outside the EU zone, European firms (and many firms head-
quartered in other advanced economies) are also falling into the 
trap of thinking that setting up firms in China for the Chinese 
market as largely self-contained entities will help them avoid 
conflicts of interest or cross-border problems. For example, 
Volkswagen produces 95 percent of vehicles for the Chinese 
market in China and reinvests about 90 percent of the profits in 
Chinese operations.203

The problem is that setting up Chinese operations for Chinese 
markets and reinvesting heavily in them helps advance Beijing’s 
plans for dominance in the supply and value chains for these 
sectors without providing many benefits to the European econ-
omy. In this sense, the narrower commercial interests of the 
multilateral firm in China are not necessarily aligned with the 
national interest.

The Chinese approach is to leverage and acquire European 
technology and know-how to entrench Chinese dominance in 
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these sectors before dominating European markets. This would 
significantly reduce a long-standing pillar of European prosperi-
ty and advantage, which is built on the strength of its high-tech 
and high-value exports to the world.

In this context, the US should take the following measures:

6. Use all multilateral platforms (such as the Group of Seven) 
and its regular bilateral interactions to convince Europeans 
of the false dichotomy between pursuing their strategic and 
economic interests. Given the way China’s political economy 
is set up and the objectives of MIC 2025 and the DCP, there 
is no genuine win-win with Beijing. China is obtaining greater 
relative gains in its interactions with Europe in the high-tech 
and high-value sectors and will seek to entrench this dynamic 
to usher in a sustained era of Chinese economic dominance.

7. Work with European regulatory, screening, and trade 
bodies to arrive at common rules and principles that ap-
ply specifically to China as the latter is a unique econom-
ic challenge and threat. This will make it more difficult for 
Chinese entities to circumvent or exploit non-discriminatory 
regimes. It will also reduce the possibility that the EU (or 
the US) will use screening regimes and punishments in-
tended for Chinese entities as a form of ad hoc industrial 
protectionism against non-Chinese entities or each other. A 
common allied regime should treat Chinese private entities 
as if they are state-owned or government entities in all reg-
ulatory decisions.

8. Work with the EU (and other advanced economies) to 
guide and, in some circumstances, regulate the Chinese 
operations of multinational firms headquartered in the US, 
EU, and other liberal democracies. There needs to be a 
set of principles to minimize activities by multinational firms 
that help entrench Chinese technological and supply chain 
dominance in important sectors.

The EU and other advanced economies will increasingly seek to 
avail themselves of instruments with which to retaliate against 

or respond to illegitimate or coercive economic policies of other 
countries—similar to the Section 301 powers that the Trade Act 
of 1974 gives to the Office of the United States Trade Repre-
sentative.

For example, the European Commission is proposing an an-
ti-coercion instrument (ACI) to counter coercive economic 
measures against it. Such measures might include the sus-
pension of tariff concessions, import and export restrictions, 
restrictions against participation in public procurement proj-
ects, export controls, FDI restrictions, restrictions on IP pro-
tections, and restrictions on access to capital markets and the 
banking system.204

While China is not the only conceivable target of the possible 
ACI, it is Chinese actions (e.g., against Lithuania after it allowed 
the opening of a de facto Taiwanese embassy) that have given 
rise to this EU discussion.

The US needs to work with the EU to ensure such instruments 
are designed as an effective counter to Chinese economic co-
ercion, specifically as such Chinese coercion has been used 
against economies that have stymied Chinese plans for regional 
dominance in particular sectors, such as 5G.205

The US, EU, and other allied economies contemplating such 
instruments should also align and coordinate the principles and 
rules for their use such that these powers are directed toward 
illegitimate Chinese behavior rather than toward each other for 
narrower protectionist purposes.

It is worth noting that while the value of German goods ex-
ported to China was roughly equal to the combined exports 
of all other EU economies to China, Europe’s largest econo-
my and exporter is still much more deeply integrated in eco-
nomic terms with the US than with China.206 US FDI stock 
and flows into Germany and all other European economies 
(except Portugal) also exceed Chinese stock and flows by a 
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considerable margin. In the high-tech and high-value sectors, 
US firms have a far larger presence and stronger foothold 
than Chinese firms.207

While older EU regulations and restrictions were conceived to 
keep US dominance of the EU economy in check, it is becom-
ing clear to Europeans that China is the main problem when it 
comes to issues such as IP theft, lack of reciprocity, and ille-
gitimate erosion of European competitiveness and know-how. 
The EU seeks “strategic autonomy,” defined by the European 
Council as the “capacity to act autonomously when and where 
necessary and with partners wherever possible.”208 It also seeks 
“economic sovereignty,” which is defined as maximization of 
control over its economic future and affairs.

There is a strong European notion of wanting to be a neutral 
third center of power between the US and China. The EU is 
gradually facing the reality that it cannot remain equidistant be-
tween the US and China as the latter is the more egregious 
violator of laws, rules, and norms that serve European interests. 
The US is also far more important to Europe in economic terms 
than is China and is the much more trusted partner. The point is 
that partnership with the US vis-à-vis China is of much greater 
importance to the EU’s current and future prosperity and secu-
rity (see figure 45).

Pursue a Realistic Supply Chain Strategy 
for Traditional Merchandise Goods
When it comes to traditional and current-generation merchan-
dise goods, the current administration and future ones will find 
it difficult to persuade American firms to relocate supply chains 
back to the US when goods are being produced for markets in 
Asia and elsewhere outside North America.

Supply and value chains for traditional and current-generation 
merchandise goods will continue to become more regional, 
especially in East Asia, which comprises China, Japan, South 
Korea, and the Southeast Asian economies. The rapid pace 
of technological progress in manufacturing-related technolo-
gies—such as robotics, automation, artificial intelligence, and 
3D printing—will help this trend. These technologies will interact 
with each other in ever more sophisticated ways,209 and they will 
encourage businesses to locate the production and assembly 
of merchandise goods closer to the end consumer.

However, the declining importance of direct labor inputs and 
even land costs resulting from these technological developments 
mean that it is far more feasible to locate supply and value chains 
in the US when producing products for US consumers. The value 
and impact of investment in such technologies are already prov-
en. For example, more than one-third of global installations of ro-
bots are in China—Japan and South Korea fill out the top three.210 
These countries benefit disproportionately at the expense of oth-

Figure 45. Sources of FDI Stock in the EU, 2019 
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er regional manufacturing economies as they are where the most 
advanced regional manufacturing plants are based. The best and 
most advanced industrial robotics companies are headquartered 
in the US, Japan, and Europe. Yet the US is only the fourth-larg-
est robot installer in the world and the seventh-largest when it 
comes to robot density (per 10,000 workers).211

While it does not make sense for the US to compete for 
low-paying global manufacturing jobs (and it will fail if it tries to 
do so), the emphasis should be increasingly on encouraging 
advanced manufacturing plants serving American consumers 
to be based in the US—by far the world’s largest domestic con-
sumption market. This will create more high-paying and skilled 
jobs in manufacturing services, logistics, marketing, etc., where 
much of the value will reside and be created.212

The US government should offer incentives to American firms 
and to those from advanced like-minded entities such as Ja-
pan, South Korea, the EU, and Australia to invest in these 
technologies and capabilities within the US when serving North 
American markets.

The objective should be to nurture a booming North Ameri-
can production and assembly zone for an increasing number 
of merchandise goods designed and dedicated to serve North 
American consumer markets while lowering advantages for and 
reliance on China-based firms, whether these firms have head-
quarters in China or elsewhere.

One cannot prevent China-based manufacturing firms from in-
creasing their share in the Chinese consumer market as Beijing 
will offer these firms substantial assistance. But this is different 
from allowing entrenched advantages for Chinese firms serving 
external consumer markets.

Adopt an Effective Defensive Strategy 
The most consequential contest will be in the high-tech and 
high-value sectors. Without Chinese dominance of these sec-

tors, Beijing cannot dominate Asia or decouple from the US on 
its preferred terms. The US will want to ensure China is not in 
a position to dominate key technologies, set standards, and 
assume the box seat to dominate supply and value chains for 
these emerging and enabling technologies and sectors.

Leadership and dominance in these technologies and sectors 
are generally predicated on four conditions:

1. Investment at scale

2. Access to large and advanced markets

3. An effective system to drive innovation and competition

4. Channels to develop or acquire technology and know-how

China’s state-led approach and economic size allow it to fulfill the 
first condition, albeit in an extremely inefficient manner. However, 
the US and its allies have considerable agency in ensuring the 
other three conditions become far more problematic for China.

China needs to have access to large and advanced markets, 
develop an effective system to drive innovation and competi-
tion, and find channels to develop or acquire technology and 
know-how.

Supply chains in high-tech sectors are becoming more glob-
al and centered around advanced economies even as supply 
chains in traditional merchandise goods are becoming more 
regional. Most of these advanced economies are liberal democ-
racies and US allies, while China is the outlier. In this sense, 
“globalization as usual” suits China since it benefits dispropor-
tionately from strategic competitors and rivals (i.e., the US and 
its allies). In the current and emerging period in which Chinese 
notions of decoupling have raised the stakes, China cannot be 
allowed to benefit at the expense of the US and its allies.

The US needs to oversee an increasingly difficult decoupling 
from China in the high-tech and high-value sectors—but on 
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US terms when it comes to content and timing. Just as China 
does not draw a distinction between military and civil use in its 
military-civil fusion framework, the identification of problematic 
Chinese entities and technologies should not be directed only 
to those Chinese entities primarily working with the military. All 
technologies identified by the MIC 2025 plan and in the DCP 
framework should be considered appropriate and legitimate 
battlegrounds. China has ensured there is too much at stake 
to do otherwise.

Below are some defensive principles and suggestions that the 
US can apply to the high-tech and high-value sectors. 

Using Reciprocity as a Sword and Shield
For the US, demands for “reciprocity” should be used as both a 
sword and shield in diplomatic and tactical terms.

The Chinese lack of reciprocity is so stark and is such an en-
trenched feature of the Chinese political economy that the de-
mand for genuine reciprocity will most likely never be met. But 
demanding reciprocity will put China on its back foot and help 
the US dictate the pace and nature of bilateral or mini-lateral 
negotiations given long-standing failures by the World Trade Or-
ganization to resolve many of these issues.213

The demand for reciprocity is not simply a negotiating tool. In 
sectors and areas that are purely economic rather than gen-
uinely strategic, American companies should be able to sell 
as freely in China as the Chinese can in the US. Likewise, in 
nonsensitive areas, American firms should be able to invest as 
freely in China and with the same protections as China enjoys 
in the US.

However, in strategic sectors such as enabling technology, re-
ciprocal treatment and protection of rights include measures 
that would entail deep reforms of China’s economic and legal 
institutions and practices, without which reciprocity would be 
impossible. As Beijing will be unlikely or unable to offer accept-

able ground on such reforms or to do so in a timely manner, the 
US needs to justify to China (and to domestic stakeholders) why 
many Chinese purchases of US technology companies ought 
to be blocked, and to do so in a way that provides more than 
generalized justifications that the two countries are engaged in 
a strategic and technological competition or rivalry.

Bear in mind that the US needs time to organize its legal and 
regulatory response and should therefore be able to dictate the 
pace of negotiations with China. The Committee on Foreign In-
vestment in the United States (CFIUS) is necessarily a flexible 
and adaptable regime that should consider changing realities 
and new challenges to the national interest. It will take some 
time for CFIUS to develop effective frameworks vis-à-vis China 
and for supporting legislation, such as the 2018 Foreign Invest-
ment Risk Review Modernization Act (FIRRMA), which came 
into effect in February 2020, and reforms to the Export Control 
Act, still to be considered and passed.214

Moreover, it will also take some time for the US (and other key 
allies and partners) to coordinate legislative and policy respons-
es that involve scrutinizing and potentially blocking Chinese pur-
chases of technology assets. FIRRMA previously recommend-
ed that CFIUS establish a process for exchanging information 
with allies and partners to help coordinate action with respect 
to FDI policy that poses national security risks, especially in the 
technology sectors.215

The principle of reciprocity will also be used to prevent or limit 
unintended or illegitimate technological leakage from the US to 
China. For example, the legislative and regulatory frameworks 
for FDI will increasingly consider allowing Chinese investment in 
sensitive sectors only if those sectors are open to foreign inves-
tors in China. Since virtually all these sensitive sectors in China 
are closed or restricted, this gives the US a strong reason to 
knock back any Chinese investment that might prove problem-
atic. Science and technology cooperation with China should be 
reciprocal. A tit-for-tat restriction by one against the other suits 
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the US because cooperation has become far more beneficial to 
Beijing than to Washington. In this context, documents such as 
the US-China Agreement on Cooperation in Science and Tech-
nology should be rewritten to reflect the principle of reciprocity.

Following a Targeted Denial Strategy
The US has a broad range of executive, legislative, and regula-
tory powers to prevent or slow Chinese technological advances 
(see table 4).

Denial strategies need to be targeted to minimize unintended 
costs and disruptions. The US needs to forensically identify 
key technological chokepoints and vulnerabilities when thinking 
about how best to prevent China from acquiring, transferring, or 
stealing key capabilities and know-how.

The semiconductor industry is an instructive example. Semi-
conductor production consists of three main processes: inte-
grated circuit (IC) design, IC fabrication, and IC packaging and 
testing. Since the 1990s, these processes have become highly 
fragmented. American firms such as Qualcomm lead the IC de-
sign process, while Asian firms such as Samsung and Taiwan 
Semiconductor Manufacturing (TSCM) lead IC fabrication. It is 
only in the relatively labor-intensive IC packaging and testing 
element that China is a major player. Incidentally, US firm Intel is 
one of the few companies able to perform all three processes.216

Chinese firm Semiconductor Manufacturing International Cor-
poration (SMIC) is the fifth-largest IC fabrication firm. SMIC was 
a start-up with investment from Silicon Valley that succeed-
ed by acquiring advanced machinery from the US. However, 
it is significantly behind Samsung and TSCM when it comes 
to the industry standard 14-nanometer chip, while it is relent-
lessly seeking capital and support to produce a 7-nanometer 
chip like those offered by TSMC, Samsung, and Intel. Similarly, 
China cannot match the innovation and capabilities of interna-
tional firms such as Qualcomm and Nvidia when it comes to 
IC design.

The point is that China’s relative backwardness and vulnerabili-
ties are in IC design and IC fabrication. Special focus and atten-
tion need to be given to protecting technology leakage or theft 
in these areas and processes. Tariffs, export control laws, IP 
safeguards, banned entity lists, prohibited Chinese investment, 
and prohibitions on locating or transferring technologies from 
US and allied firms into China should focus on these specific 
Chinese vulnerabilities in any denial strategy.

There is less reason to focus on prohibiting or restricting Chi-
nese access to technologies and processes at which China is 
already proficient. The highest priority of the denial strategy is to 
prevent China from becoming self-sufficient or emerging as the 
leading player in terms of hosting or having access to a com-
plete supply chain for the technologies that will shape national 
power in the years ahead.

While there will be disagreement about how tough or how far 
restrictive policies should go, this report suggests that any Chi-
nese technological capability and advancement ought to be 
treated as if they can be utilized to advance the objectives of the 
Chinese state, which include achieving a permanent advantage 
and leverage over the US in that sector.

Note that the position of this report is much harsher than a so-
called centrist approach to technology controls, which is often 
summarized as the “small yard, high fence” approach of ap-
plying a denial strategy only to the most sensitive and strategic 
areas, especially military and dual-use civilian technologies.217 
The problem with that approach is that the existing US notion 
of “sensitive and strategic areas” is far narrower than the Chi-
nese one. A denial strategy should consider not just US think-
ing about what is important but also China’s approach, and it 
should effectively counter that thinking. For example, those in 
the US advocating only a moderate response by focusing on a 
relatively small number of key technologies argue that “many in 
Beijing believe that the United States is intent on destroying the 
Chinese technology system, and Chinese domestic narratives 
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Table 4. Available US Defensive Measures 

INVESTMENT 
RESTRICTIONS

ߪ  Committee on Foreign 
Investment in the United 
States (CFIUS)

ߪ  CFIUS activity increased

ߪ  Foreign investment Risk Review Modernization Act passed

ߪ  Non-SDN Chinese Military-Industrial Complex Companies List created

ߪ  Holding Foreign Companies Accountable Act passed

TELECOMS 
LICENSING AND 

EQUIPMENT 
AUTHORIZATION

ߪ  Carrier public interest 
certificate

ߪ  Submarine cable landing 
licensing

ߪ  Radio frequency equipment 
authorization (technically 
based)

ߪ  Secure and Trusted Communications Networks Act created the FCC’s Covered 
List

ߪ  Team Telecom formalized

ߪ  Chinese carrier and cable landing licenses denied or revoked

ߪ  Secure Equipment Act banned radio frequency equipment on national security 
grounds

VISA  
RESTRICTIONS

ߪ  Section 212(a)(3)(C) of the 
Immigration and Nationality 
Act (INA)

ߪ  Section 212(f) of the INA

ߪ  Visa ban instituted for graduate students and researchers tied to military-civil fusion

ߪ  Certain Huawei employees barred

ߪ  Chinese Communist Party members restricted

IMPORT 
RESTRICTIONS

ߪ  Antidumping duties

ߪ  Countervailing duties

ߪ  Section 337 of the Tariff Act 
of 1930

ߪ  Broad-based tariffs imposed under a revived Section 301 of the Trade Act of 1974

ߪ  Steel and aluminum tariffs imposed under a revived Section 232(b) of the Trade 
Expansion Act

ߪ  DJI drones and Hytera radios excluded (the former later rescinded)

ߪ  Xinjiang-made goods presumptively banned

FINANCIAL 
SANCTIONS

ߪ  International Emergency 
Economic Powers Act and 
National Emergencies Act

ߪ  Specially Designated Nationals 
(SDN) List

ߪ  Global Magnitsky Act

ߪ  Chinese actors placed on SDN list for human rights abusers, corruption, and Hong 
Kong repression

ߪ  US Innovation and Competition Act passed Senate (would mandate further 
sanctions on Chinese actors)

TECHNOLOGY 
TRANSACTION  

RULES

ߪ  International Emergency 
Economic Powers Act and 
National Emergencies Act

ߪ  “App bans” attempted on Tik Tok, WeChat, and others (later rescinded)

ߪ  Bulk power system order instituted (later rescinded)

ߪ  Information and communications technology or services (ICTS) supply chain 
security rule enacted

FEDERAL USE 
AND SPENDING 
RESTRICTIONS

ߪ  Various

ߪ  Drone use and purchase restricted

ߪ  Section 889 of the 2019 National Defense Authorization Act restricted government 
and contractor use of Chinese tech

ߪ  “Remove and replace” rule enacted.

LAW  
ENFORCEMENT

ߪ  Federal investigation and 
prosecution

ߪ  China Initiative announced (later ended)

ߪ  Nontraditional collector cases persecuted

Source: Jon Bateman, US-China Technological Decoupling: A Strategy and Policy Framework, Washington, DC: Carnegie Endowment for International Peace, 2022.
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about tech competition have become increasingly nationalistic. 
A particularly harsh U.S. restriction, or the overall accumulation 
of controls, may cause China to step up its responses or broad-
en into new areas. Alternatively, Beijing might overreact due to 
misperceived U.S. intentions.”218

This perspective inaccurately depicts China as the passive 
bystander or responder to US current and future actions. 
As previous sections argue, China seeks technological de-
coupling on its own terms and in the timing of its choosing. 
Beijing has long planned to permanently eclipse and sideline 
the US when it comes to technological prowess and the eco-
nomic benefits from it. China is already engaged in a techno-
logical war with the US, and the primary risk for the US is not 

overreaching but doing too little to prevent the Chinese plan 
from eventuating.

In this sense, the US should allow research or technological 
cooperation or a softer application of the above denial powers 
and rules only if it stands to gain a relative advantage or a net 
benefit—or if certain restrictions will isolate the US economy or 
harm friendly economies and the net benefit to US interests is 
consequently negative.

Restricting and Regulating US R&D in China
Chinese innovation and know-how depend heavily on joint ven-
tures with foreign firms. One estimate is that about 80 percent 
of private-sector R&D money spent in China in 2015—about 

COUNTRY

2018 2019 2018-2019 % CHANGE
R&D EMPLOYMENT 

INTENSITY*
FOREIGN 

R&D

FOREIGN 
EMPLOYMENT FOREIGN 

R&D

FOREIGN 
EMPLOYMENT FOREIGN 

R&D

FOREIGN 
EMPLOYMENT

TOTAL R&D TOTAL R&D TOTAL R&D 2018 2019

Total $100.4B 10,700 797 $104.5B 11,083 844 4% 4% 6% 7% 8%

UK $11.3B 695 68 $11.8B 736 67 5% 6% -1% 10% 9%

India $9.5B 867 173 $9.8B 893 196 3% 3% 13% 20% 22%

Germany $8.4B 454 47 $8.9B 475 55 6% 5% 17% 10% 12%

China $7.9B 457 73 $8.2B 989 85 4% 12% 16% 8% 9%

Canada $6.1B 457 40 $6.9B 522 44 12% 14% 10% 9% 8%

Israel $5.1B 57 23 $6B 59 23 17% 4% 0 40% 39%

Switz. $4.4B 71 10 $4.5B 71 11 2% 0 10% 14% 15%

Ireland $4B 116 14 $4.2B 113 14 4% -3% 0 12% 12%

Japan $4B 200 22 $4.1B 215 21 3% 7% -5% 11% 10%

France $3.3B 263 21 $3.3B 284 20 -1% 8% -5% 8% 7%

*R&D employment intensity = (foreign R&D employment/foreign employment) x 100

Figure 46. US Foreign R&D and Employment by Location, 2018–2019

Source: Francisco Moris, “Foreign R&D Reported by IT-Related Industries Account for About Half or More of US-Owned R&D Performed in India, China, Canada, and Israel,” NSF 22-328, National 
Center for Science and Engineering Statistics, National Science Foundation, April 28, 2022.
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Figure 47. US Foreign R&D by Industry and Host Country, 2019

INDUSTRY
TOTAL 

OUTSIDE 
US

UK IND GER CHN CAN ISR SWITZ IRE JPN FRA

ALL INDUSTRIES $104.5B $11.8B $9.8B $8.9B $8.2B $6.9B $6B $4.5B $4.2B $4.1B $3.3B

MANUFACTURING $64.4B $5.6B $4.5B $6.9B $5.9B $3.6B $3.9B $2.9B $2.3B $2.7B $2.1B

Chemicals $18.6B $2.2B $0.4B* $1.1B $1B $0.8B $0.3B $1.8B $1.5B $1.2B $0.7B

 Pharmaceuticals $15.9B $2B* $0.4B* $0.8B $0.8B $0.7B $0.2B $1.7B $1.5B $1.1B $0.6B

Machinery $4.3B $0.4B $0.4B $0.7B $0.4B $0.1B $0.4B $0.2B $0.02B* $0.2B $0.4B

Computer, electronic 
products $25.5B* $1.4B $3.2B $2.1B $2.5B $1.8B $3.1B $0.3B $0.5B $0.8B $0.5B*

  Semiconductors, other 
electronic components $13B* $0.4B $1.5B $0.8B $1.5B $0.7B $2.2B $0.1B $0.3B $0.3B $0.2B

Electrical equipment, 
appliances, components $1.7B $0.1B $0.1B $0.3B $0.4B $0.3B* $0-0.02B $0.1B $0.01B $0.1B $0.1B

Transportation Equipment $7.8B $0.9B $0.2B $2B $1B $0.3B $0.001B $0.01B $0.01B $0.1B $0.2B

  Motor Vehicles, bodies, 
trailers, parts $7B $0.7B $0.2B $1.9B $1B $0.2B $0.04B $0-0.01B $0.01B $0.1B $0.1B

  Aerospace products, 
parts $0.6B $0.2B $0-0.02B $0.01B $0-0.01B $0.04B $0.0B $0-0.01B $0.0B $0.004B $0-0.05B

NONMANUFACTURING 
INDUSTRIES $40.1B $6.2B $5.4B $2B $2.3B $3.3B $2.1B $1.6B $1.9B $1.4B* $1.2B

Information $19.1B $3B $3.2B $0.6B $1.2B $1.9B $1.4B $1B $0.9B $0.2-0.3B $0.5B

 Publishing $6.9B $0.7B $1.4B $0.2B $0.7B $1B $0.5B $0.1B $0-0.3B $0.1B $0.2B

  Software Publishing $6.9B $0.7B $1.4B $0.2B $0.7B $1B $0.5B $0.1B $0-0.3B $0.1B $0.2B

  Data processing, 
hosting, related services $5.9B $0.6B $1.5B $0.2B $0.3B $0.6B $0.4B $0-0.2B $0.3B $0.04B $0.2B

Professional, scientific, 
and technical services $14.8B $2.5B $1.3B $0.7B $0.8B $1B $0.6B $0.5B $0.3-0.5B $0.7B* $0.6B

  Computer systems 
design, related services $5.4B $0.4B $1B $0.3B $0.3 $0.5B $0.5B $0.1B $0.2-0.4B $0.1B $0.1B

  Scientific research, 
development services $9B* $2B* $0.3B* $0.4B* $0.4B $0.5B $0.1B* $0.4B $0.1B* $0.6B* $0.4B

   R&D in Biotechnology $2.8B $1B $0.1B $0.1B $0.2B $0.1B $0.02B $0.4B $0.04B $0.1B 0.1B

   R&D in physical 
engineering, life 
sciences (except 
biotechnology)

$6.2B $1.1B $0.2B $0.3B $0.2B $0.4B $0.05B $0.03B $0.1B $0.4B $0.3B

*50% of the estimate is a combination of imputation and reweighting to account for nonresponse. Note: An estimate range may be displayed in place of a single estimate to avoid disclosing 
operations of individual companies.

Source: Moris, “Foreign R&D Reported by IT-Related Industries.”
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USD 44 billion out of USD 55 billion—was by non-Chinese mul-
tinationals.219

When it comes to US-headquartered firms, China is the 
fourth-most-important international destination for R&D by ex-
penditure after the UK, India, and Germany (figure 46).

About three quarters of US R&D in China goes into manufac-
turing, traditionally for export to the world but increasingly to 
the Chinese consumer market. Most of the R&D in China is 
not relevant to high-tech competition, which is the subject of 
this report.

However, the US should better examine some aspects of for-
eign R&D related to manufacturing (e.g., advanced materials, 
robotics, machine learning, and AI) that feed directly into Chi-
na’s MIC 2025 and DCP framework. Some discrete catego-
ries—such as computer systems design, biotechnology, and 
life sciences—also need to come under much greater scrutiny, 
including possible regulation or prohibition (see figure 47).

More generally, it is certain the US government will give itself 
ever broader powers to block corporate and sales transactions 
between America- and China-based firms and the export of 
whole classes of products or certain technologies (even if these 
powers are held in reserve most of the time).220 There should 
be much stronger guidance and regulation when it comes to 
US-headquartered firms’ R&D activities inside China or who 
their joint-venture R&D partners can be.

Regulating and Restricting Portfolio Investment in China
US portfolio investment (investment in Chinese securities and 
debt) in China begins from a low base compared with FDI in 
China. For example, while 2017 figures show that US entities 
have significant holdings in equities listed in advanced-econo-
my stock markets around the world, American holdings of Chi-
nese equities amount to less than 3 percent of Chinese listed 
securities (see figure 48).

However, in recent years, US portfolio holdings have increased 
at significantly faster rates even as US FDI in China is generally 
declining from the peaks of 2018 (see figure 49). From 2011 
to 2019, the value of foreign portfolio investment in China in-
creased 5.5 times, compared to 1.7 times for the value of FDI.221

Ceteris paribus, one would expect portfolio investment in Chi-
na to grow even more rapidly. As earlier sections explain, the 
severely indebted Chinese economy needs external capital to 
fund Beijing’s ambitious industrial and technological plans. Bei-
jing will increasingly rely on portfolio investment to obtain that 
capital in the form of foreigners buying Chinese equities and 
purchasing central and local government bonds. That this is a 
deliberate strategy is affirmed by significant changes over the 
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Figure 48. US Holdings as a Percentage of Domestic 
Market Capitalization, 2017 

Source: US Department of the Treasury, reproduced in Nicholas Borst, “How Exposed Are US 
Investors in China?,” Prevailing Winds (blog), Seafarer Fund, August 2019.
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past few years that smooth the way for foreign portfolio invest-
ment in China at a time when the CCP is putting more empha-
sis on accelerating its industrial and technological ambitions. 
For example, the  Shenzhen-Hong Kong Stock Connect was 
launched in 2016 and provides foreign investors with access to 
many of the high-growth technology firms listed in Shenzhen. 
At the same time they launched of the Shenzhen Connect, au-
thorities removed quotas for both the Shanghai and Shenzhen 
Stock Connect programs. In April 2018, they quadrupled the 
daily quota amount for the stock connects.222 They implement-
ed similar changes for Chinese bond markets to enable foreign 
entities to buy Chinese bonds more easily.223

Moreover, changes by major indexes such as the MSCI All Coun-
try World Ex-US Investable Market Index, FTSE Russell, and 
S&P Dow Jones, as well as by pension funds such as the Thrift 
Savings Plan’s International Stock Fund to give a heavier weight-
ing to Chinese firms, have led to hundreds of billions of “passive” 
portfolio investments in China. Inclusion and a heavier weighting 

in these indexes provide these firms with flow-on advantages 
such as access to cheaper capital and “captured” institutional 
investors, given the need for benchmark or passive funds to own 
these stocks.224 In 2019, an estimated USD 400 billion of new 
investment in Chinese equities was driven by changes in these 
benchmark indexes alone, and the figure is likely to be around a 
trillion dollars currently.225 The inclusion and greater weight given 
to Chinese bonds in relevant indexes have resulted in an addi-
tional USD 100 billion according to some estimations.226

This is a problem because the Chinese firms included are large-
ly SOEs and national champions that are central to Beijing’s 
MIC 2025 and DCP plans. Similarly, an increasing share of Chi-
nese government bonds (including local bonds) is being used 
to fund Beijing’s broader industrial and technological plans. In 
this context, portfolio investment is a considerable loophole for 
Chinese entities to obtain much-needed foreign capital when 
other actions by the US are seeking to restrict these and oth-
er advantages for these same Chinese entities. It also means 
more American entities are sleepwalking their way toward hold-
ing more and more Chinese assets that carry sovereign and 
political risk that is not being sufficiently priced into them by 
either those determining the constituents of the indexes or the 
passive investors.

Like the Trump administration, the Biden administrations has 
continually added to the list of Chinese firms in which US en-
tities are prohibited from investing. This has led to a steady 
stream of Chinese firms being removed from major indexes.227

Most Chinese firms on the entity list are involved in the defense 
industry, are engaged in violation of human rights (e.g., use of 
forced labor), or are major contributors to China’s authoritarian 
and surveillance capabilities. Given the comprehensive Chinese 
military-fusion framework and the ambition and strategic chal-
lenge of Chinese plans to dominate high-tech and high-value 
sectors, the entity list ought to include all major Chinese firms 
engaged in the priority sectors identified by plans such as MIC 
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Figure 49. Foreign Direct and Portfolio Investment in 
China, 2011–2019 

Source: Borst, “How Exposed Are US Investors in China?”



UNDERSTANDING AND COUNTERING CHINA’S APPROACH TO ECONOMIC DECOUPLING FROM THE UNITED STATES

2025 and the DCP. Exceptions should be made only if there is a 
net benefit for the US in doing so.

Reimagining Globalization
Business as usual in the global economy is no longer possible. 
However, rather than a retreat into fortress America, it requires 
a reimagining of globalization. Just as former Google CEO Eric 
Schmidt predicts there will be two internets—a freer version and 
a Chinese version228—supply chain and end users in high tech 
might well exist in one of two ecosystems. The Chinese alter-
native will be guided by certain principles and governed very 
differently from the US and allied one.

The previous section about a defensive strategy is critical, but 
merely preventing or slowing China’s progress is not sufficient. 
Tech leadership and dominance are possible only with exten-
sive collaboration between entities and individuals from many 
countries. The process of innovation and successful commer-
cialization requires input from and access to many markets. The 
US needs to seek every advantage for its preferred ecosystem 
and to nurture and protect that ecosystem. In this sense, the US 
should seek deeper interdependencies within its preferred eco-
system to maximize innovation and efficiency gains between 
the advanced economies. This will help ensure the US-led eco-
system is a more attractive one in technological, commercial, 
and ethical terms than a Chinese-led one.

In the US-led ecosystem, competition between countries and 
firms for technologies, patents, talent, and markets should be 
intense as befits a private-sector-led open economy. However, 
the objective is to create a rules-based and level playing field 
within this ecosystem while minimizing structural and relative 
advantages available to the Chinese-led ecosystem. Put differ-
ently, one must make the distinction between competition with-
in the US-led ecosystem and competition between the US-led 
and Chinese-led ecosystems for technology, capital, markets, 
talent, and participants. Within the US-led ecosystem, winners 
and losers are determined largely by the market and will change 

and evolve over time. Between the US-led and Chinese-led 
ecosystems, the competition is to entrench guaranteed advan-
tages for one at the expense of the other.

Work with Big Tech
Half of the largest technology companies in the world by reve-
nue are American.229 Companies such as Alphabet (Google) and 
Meta (Facebook) spent USD 31.6 billion and USD 24.7 billion on 
R&D in 2021 respectively, which accounts for 12.3 percent and 
21 percent of their respective revenues.230 Meta is working with 
another giant American company, Nvidia, on projects such as 
the development of an AI research supercomputer.231

In the context of competition with China’s state-owned giants 
and national champions, proposals to break up America’s big 
tech companies or to prevent them from growing or undertak-
ing further acquisitions risk undermining them when they are 
needed to give the US-led tech ecosystem decisive advantag-
es. Size and market dominance are not evidence of uncom-
petitive behavior per se. Rather than suppress or break up big 
tech, the US needs to regulate some of its activities—those 
that are genuinely anticompetitive or involve practices and 
partnerships that transfer advantages to the Chinese economy 
and Chinese firms.

It does not serve US interests to specifically target big tech on 
the bases of size and market dominance rather than behav-
ior that violates existing antitrust law. Arguments by American 
business entities that specifically targeting big tech will hurt 
America’s capacity to win the tech wars might be self-serv-
ing,232 but they are correct. What is good for big tech is not 
necessarily good for the US. But hampering the ability of US 
big tech to compete with Chinese competitors is almost cer-
tainly bad for the US.

Indeed, big tech needs to work with the US government and 
other stakeholders on missions that are in the national interest. 
The most recent example of deep collaboration was Operation 
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Warp Speed, which aimed to develop, manufacture, and dis-
tribute an effective vaccine for COVID-19, one of the most am-
bitious scientific endeavors in history.

Operation Warp Speed involved multibillion-dollar partnerships 
between government and the private sector. Equipment and 
raw materials were sourced from around the world for use by 
the best scientific minds in the private and research sectors. Cy-
bersecurity and physical security operations were established 
to protect the work being done. The government offered finan-

cial backing and strong commercial incentives for private firms, 
and risks were managed and shared.233

The COVID-19 pandemic created unique and existential incen-
tives for Operation Warp Speed to succeed. Such activity can-
not be reproduced easily or frequently, but it is a recent example 
of mission-based activity in the national and international inter-
est. It would not have been possible without the existence of 
world-leading firms with enormous capabilities and resources. 
Operation Warp Speed also demonstrates America’s advan-

Table 5. The Three Warfares 

WARFARE ACTIONS PURPOSES

Psychological

Use or dissemination of specific information or 
arguments to affect the psychology and subsequent 
behavior of the enemy.

Focus on the psychology of ‘coercion’ (compelling a 
subject to behave in certain ways); ‘mystification’; or 
‘obfuscation’ (spreading confusion and uncertainty of 
facts or issues); ‘division’ (encouraging and exploiting 
disagreement amongst enemies); and ‘defense’ or 
‘resilience’ (ensuring the same cannot be done to 
Chinese entities).235

Encourage a potential adversary to be cautious about joining an 
action (including war) against China.

Encourage the enemy to base its policies and actions on false or 
irrelevant information to dilute the effectiveness of their decision-
making.

Enhance the CCP’s capacity to control the nature and pace of 
escalation through manipulation of how the enemy calculates 
costs/benefits and understands risk.  

Undermine the enemy’s will to resist or endure costs/losses.

Public Opinion

Dissemination of disinformation through media 
(newspapers, radio, television, the internet, films, books, 
and social media) to affect discussion and shape 
desired narratives in an enemy’s environment. 

Degrade the resolve of the public to oppose CCP policies and 
actions.

Shape not only public opinion but how the public thinks and 
talks about an issue (such as Taiwan, human rights, or Chinese 
history).

Create social licence to support and propagate the CCP’s view of 
history and deny others the social licence to oppose the CCP’s 
view of history.

Legal

Use of legal and pseudo-legal arguments to redefine 
notions of legality and legitimacy. 

Development of favorable norms and processes in 
international organizations.

Redefine legality and legitimacy to justify Chinese actions. 

Increase the sphere of ‘legitimate’ coercive and subversive 
Chinese actions. 

Use threat of legal action to intimidate or silence, or to impose 
financial or reputational costs on entities and individuals 
promoting views antithetical to Beijing’s interests.  

Source: John Lee, “Chinese Political Warfare: The PLA’s Information and Influence Operations,” Hudson Institute Policy Memo, June 2022.



tage over authoritarian political economies such as China. The 
US needs to incentivize and unleash its big tech companies in 
the national interest rather than inhibit them.

Conclusion
The Chinese Communist Party instructs the People’s Liberation 
Army to engage in information and influence operations that are 
commonly known as “political warfare.” Sometimes referred to by 
Chinese strategists and military thinkers as the sixth domain of war-
fare, political warfare is being used by the CCP and PLA to shape 
or even control the enemy’s thinking and decision-making.234

The PLA’s most developed doctrinal and operational framework 
of “cognitive domain operations” is the Three Warfares—psy-
chological, public opinion, and legal—which was first formulat-
ed in 2003 (see table 5).

Political warfare is raised in this context because American and 
global perspectives of China and its role in the global economy 
are major targets of CCP and PLA information operations.

For example, China frames decoupling as an illegitimate Ameri-
can initiative driven by the latter’s insecurity and fear that its eco-
nomic and technological dominance is being eclipsed. Beijing 
is also eager to tell the world that China is too indispensable to 
the global economy for US-led decoupling to occur or succeed 
and that other economies ought not to support or join such US 
actions. Doing so would only harm their own prosperity for no 
possible gain. Instead, it would be better for the world to ac-
cept globalization as usual and pocket the absolute (if unequal) 
gains that come from existing interactions with China. In short, 
Chinese economic and technological dominance is inevitable 
and beneficial. One would do better to accept and internalize 
Chinese economic and predatory behavior rather than resist it.

As in all effective influence efforts, some elements of truth or 
fact are interwoven in this strategic messaging. China is indis-
pensable to the global economy, and countries do gain from 

interacting with China—albeit in more absolute than relative 
terms. Complete decoupling is likely impossible, and attempts 
to achieve it would be enormously costly and disruptive.

Indeed, China urges the rest of the world to pursue moderate 
policies toward it even as Beijing accelerates efforts to decou-
ple the Chinese and regional economy from the US on Chinese 
terms. Beijing knows that if it can coax others into inaction and 
lead them to focus only on the costs of action, then it can grad-
ually transform economic relations in ways that permanently en-
trench privileges for China.

This report makes the following arguments and conclusions:

1. On the back of a preexisting mercantilist political economic 
structure, China has been explicitly pursuing economic de-
coupling from US and allied economies on Chinese terms 
for at least one decade.

2. While the US seeks to decouple some aspects of econom-
ic activity from China, the latter is seeking to dominate vast 
segments of the Asian economy and to decouple them 
from the US.

3. The most important segments are the high-tech and 
high-value sectors. These sectors are where competition is 
the most consequential and where decoupling on US terms 
needs to occur.

4. China is facing increasingly serious problems and obstacles 
related to its decoupling strategy. Many of these arise out 
of structural weaknesses inherent in its political economy.

China hopes the US and its allies will adopt a cautious, gradual-
ist, and ineffective approach to countering Beijing’s objectives. The 
CCP knows the US and other advanced economies still have the 
advantage despite clever Chinese messaging to the contrary. The 
US and its allies continue to enjoy considerable leverage and re-
main well placed to partially decouple from China on their preferred 
terms, but they need to act quickly, collectively, and decisively.
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