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1 An Emerging Debate

Since the end of the Cold War, U.S. economic policy toward China has been 
premised on the assumption that expanding trade and investment would have 
beneficial effects, both on China’s external behavior and on the evolution of its 

domestic economic and political institutions. That country’s deepening relationship 
with the United States, and its broader integration into the global economy would, it was 
hoped, give it a stake in stability and encourage it to see itself as a “responsible stake-
holder” in the existing international system. As its economy developed, China would 
move away from state-directed planning and place greater reliance on market mecha-
nisms. Finally, as had happened earlier in Europe and other parts of Asia, so too in China 
economic growth, and the emergence of a new middle class would give rise to irresistible 
pressure for liberalizing political reforms. 

As has become increasingly clear in recent years, these expectations have not been borne 
out; nor are they likely to be any time soon. To the contrary, the prevailing trends now 
appear to be running strongly in the opposite direction. China has grown richer, to be 
sure; by some estimates, the total size of its economy will soon exceed that of the United 
States. Far from liberalizing and relaxing its grip, however, in the past decade the Beijing 
regime has become more repressive and more militantly nationalistic. Instead of evolving 
into a mellow, satisfied, status quo power, China has grown more assertive and is using its 
increasing economic clout and military power to challenge key aspects of the prevailing 
regional system and the larger international order. Meanwhile, instead of a steadily 
increasing reliance on market forces, the Chinese party-state has continued, and in certain 
respects expanded, its use of quasi-mercantilist policy tools. Among these are:

•	 subsidies and other forms of support for state-owned enterprises (SOEs);
•	 restrictions of access by foreign firms to the Chinese market;
•	 industrial policies aimed at reducing dependence on imports and promoting “national 

champions” in what are believed to be strategic sectors of the economy, including semi-
conductors, information technology, and next-generation manufacturing;

•	 massive, state-directed infrastructure development projects at home and abroad, 
including under the so-called Belt and Road Initiative; and

•	 an array of approaches to obtain technology from foreign sources, including compul-
sory transfer in return for market access, a rapidly expanding flow of mergers, acqui-
sitions, and various forms of investment in advanced industrial countries, and the 
continuing theft of intellectual property on an unprecedented scale using a variety of 
means including (but not limited to) cyber espionage.

Even if China were a liberal democracy with a full market economy, the prospect of being 
surpassed in terms of total GDP would be disconcerting to many Americans, just as it was 
to many in Great Britain in the 1880s when the United States first assumed its place as 
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the world’s largest economy. And even if China and the United States were not engaged in 
an intensifying military and geopolitical rivalry, citizens, business executives, and policy-
makers might have reason to be concerned about the impact of Beijing’s trade and indus-
trial policies on the performance and future prospects of the U.S. economy. In this sense, 
today’s worries over China resemble those expressed about Japan in some quarters during 
the 1980s.

But of course, China is all three things at once: it is big, it deploys a unique and thus far 
highly successful blend of market-driven and state-directed economic policies, and it is 
an increasingly ambitious and capable strategic competitor. The challenge posed by China 
is thus unlike any that the United States has previously faced. Over the course of the past 
decade, a growing awareness of this fact has begun to drive shifts in U.S. military doctrine, 
force posture, and diplomacy. For a variety of reasons, however, the economic aspects of 
existing strategy have remained essentially fixed. 

Now things seem set to change. In the last few years, there has been a growing sense of 
unease in many quarters about the past impact and possible future implications of the 
Sino-American economic relationship. Even before the 2016 presidential election raised 
the public prominence of these issues, a serious debate had begun over whether, and if 
so how, the United States should adjust its existing policies for interacting economically 
with China. The purpose of this report is to map the contours of the emerging debate 
over these questions by identifying the main alternative approaches to them; examining 
the logic, assumptions, and evidence that underpin them; and sketching out the differing 

policy prescriptions to which they give 
rise.

Laissez-Faire vs Interventionism

As a first step, it is possible to distin-
guish between two broad approaches to 
economic policy in general, and policy 
toward China in particular. On one hand, 
there are those who prefer to place the 
greatest possible reliance on the working 
of market forces and to minimize interven-
tion by government. In this view, while the 
state has legitimate and important roles 
to play in promoting national prosperity 
(including ensuring domestic political 
stability, providing for the common 
defense, enforcing the rule of law, regu-

Figure 1: Three Distinctions, Four Schools of Thought
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lating the money supply, and imposing taxes in ways that do not stifle initiative or harm 
growth), it should generally strive to remain neutral, avoiding actions that are intended to 
benefit some sectors, firms, or individuals at the expense of others. 

On the other side of this long-standing debate are analysts who believe that, in addi-
tion to its basic functions, government must at times be prepared to do more in order to 
advance the fortunes of particular social groups, economic sectors, and, even at times, of 
specific firms. Intervention may be justified under various circumstances (some of which 
are described below) and can take a variety of forms, including tariffs, subsidies, and 
other measures designed to help domestically based firms survive in the face of what is 
perceived to be overwhelming or unfair competition from foreign counterparts.	

Welfare vs Security

Advocates of intervention can be further divided into two groups: those who focus on 
maximizing national economic welfare and those whose primary concern is national 
security. In the broadest sense, welfare refers to the present and future material well-being 
of the nation as a whole. It is typically measured by one or several of the following indica-
tors: 

•	 the size and rate of growth of GDP and the level and rate of growth of GDP per capita; 
•	 the level and rate of growth in productivity of the national economy; 
•	 the profitability and competitiveness of individual firms and entire economic sectors; 
•	 trends in employment, wages, and incomes in certain sectors and in the economy as a 

whole; 
•	 the nationwide distribution of income and wealth; and
•	 levels of debt, public and private, internal and external.

Security is a more amorphous concept involving, at a minimum, the safety of a nation’s 
people and its territory from conquest or attack. The citizens and leaders of a secure 
nation also have the ability to determine their domestic and international policies freely 
and without coercion. Great powers like the United States have historically had even 
broader conceptions of the requirements for security, to include the ability to defend allies 
and distant interests, promulgate their preferred ideology, and reshape the world (or parts 
of it) in accordance with their values and their vision of what constitutes a just and secure 
international order. 

The measures of economic capacity relevant to national security include: 

•	 the total size and rate of growth of a nation’s GDP in relation to possible competitors (a 
rough measure of their respective ability to generate increments of military power and 
to sustain a protracted conflict or peacetime military competition);1 
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•	 relative levels of technological sophistication in sectors critical to determining the 
performance of weapons and other military systems; 

•	 ability to ramp up the production of weapons, munitions, and other systems in the 
event of a large and/or protracted crisis or armed conflict (“surge capacity”); 

•	 degree of dependence on imports of inputs needed to sustain the economy in crisis or 
conflict that may be vulnerable to disruption, including energy, food, and components 
or other materials necessary for defense production; 

•	 ability to use economic instruments (including financial or trade sanctions) to coerce 
or impose costs on others and, conversely, low vulnerability to the possible use of such 
tools by foreign powers; 

•	 ability to use trade, investment, aid, and other economic instruments to shape the long-
term domestic political and diplomatic orientation and alignment of other nations; and

•	 relative invulnerability to espionage or sabotage that may affect all or some of these 
functions and ability to exploit vulnerabilities of potential rivals.

Aggregate vs Targeted Intervention

While there is some overlap between them, the proponents of intervention for purposes of 
increasing national welfare can be divided yet again into two distinct sub-groups. Advo-
cates of what might be called aggregate intervention tend to focus on broad measures of 
current national economic performance, in particular the size of the trade deficit and the 
overall level of employment in the manufacturing sector. Aggregate interventionists also 
tend to be especially concerned about the competitiveness and profitability of U.S.-based 
firms in the industries that have traditionally been the main providers of manufacturing 
jobs, including steel, aluminum, automobiles, and household appliances. 

By comparison, the proponents of targeted intervention are primarily concerned with the 
viability and possible future performance of U.S.-based companies in newer, high-tech-
nology, high value-added industries such as IT, semiconductors, advanced manufacturing, 
and robotics. A strong position in these areas is considered essential to sustaining future 
growth and ensuring the competitiveness of U.S. firms in virtually all other industries and 
every sector of the economy. 

The remainder of this report will be devoted to providing a brief overview of the four 
schools of thought, outlining the position of each on a range of policy issues including 
the significance of the U.S.-China trade deficit, China’s high-tech industrial policies, its 
foreign direct investment in the United States, regional free trade agreements, and infra-
structure initiatives. These findings are summarized in Figure 2.
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Laissez-Faire Aggregate 
Intervention

Targeted 
Intervention

National Security 
Intervention

Trade deficit •	 Not a big concern
•	 Cutting bilateral 

deficit with China 
will only increase 
it with others

•	 To cut overall 
deficit change 
macro fundamen-
tals

•	 Major symptom/
problem

•	 Hurts manu-
facturing, jobs, 
growth

•	 Debt is dangerous
•	 Reduce deficit via 

tariffs and more 
access to China’s 
market

•	 Yesterday’s 
problem

•	 Overall balance 
matters less than 
composition of 
trade

•	 Hightech sectors 
key to growth, 
prosperity

•	 Relevant if it slows 
U.S. growth, and/
or hollows out 
defense industrial 
base

•	 Debt could give 
China leverage

China’s 
Industrial 
Policies

•	 Wasteful, unlikely 
to work

•	 Don’t try to 
imitate

•	 Part of larger 
problem

•	 Have worked 
in some sectors 
(solar), could work 
in others (semi-
conductors, IT)

•	 U.S. and allies 
need to counter

•	 Many targeted 
industries impor-
tant for military as 
well as commer-
cial reasons

Foreign 
Direct 
Investment

•	 Mostly beneficial; 
avoid restrictions

•	 CFIUS adequate 
to address national 
security risks

•	 No “economic 
security” test

•	 Often harmful
•	 Restrict via 

“economic secu-
rity” test

•	 Essential piece of 
Chinese industrial 
policies; means to 
acquire tech and 
gain advantage

•	 Major cause for 
concern due to 
espionage and tech 
transfer

•	 Current CFIUS 
process inadequate

Regional 
Free Trade 
Agreements

•	 Global free trade 
preferable

•	 RCEP is no cause 
for concern

•	 TPP was okay

•	 TPP bad for 
workers, industry

•	 RCEP could 
further hurt U.S. 
exports

•	 Use to set tech 
standards

•	 Use to achieve 
relative gains, 
keep allies close, 
and limit China’s 
ability to exert 
leverage over 
them.

One Belt, One 
Road

•	 Unlikely to pan 
out

•	 Could promote 
trade, develop-
ment

•	 U.S., others should 
take part

•	 Not a problem 
if U.S. firms can 
participate

•	 U.S. too needs 
infrastructure 
development

•	 Expanded market, 
stimulus for 
further develop-
ment of China’s 
transport and 
communications 
industries

•	 Significant stra-
tegic motivations

•	 China aims to 
create Eurasian 
sphere, reduce 
vulnerability to 
interdiction

Figure 2: Five Issues, Four Schools
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Laissez-Faire

Members of this group tend to focus on the broadest measures of national 
economic welfare and performance: usually the absolute size and rate of growth 
of U.S. GDP and GDP per capita. In this view, the worries expressed by others 

over the size of the US-China trade deficit are largely misplaced, and the proposed 
cures for the supposed problem are worse than the disease. While China is undoubt-
edly pursuing market-distorting policies, some, such as subsidies that reduce the cost of 
Chinese exports, may actually benefit U.S. consumers. In any event, in this view trade 
deficits are ultimately “made in America”; they are the product of decisions by households, 
firms, and government that determine the overall level of national savings and invest-
ment. As long as Americans collectively consume more than they produce (and save less 
than they invest), the nation as a whole will run a trade deficit with the rest of the world. 
Taking steps to narrow the trade gap with China (such as imposing tariffs on Chinese 
goods) without addressing these underlying factors will simply shift some portion of the 
deficit to other countries. Depending on how it is accomplished (for example, by reducing 
investment), cutting the overall trade deficit could actually lead to slower future growth.2 

The United States is able to import more from China (and others) than it exports to 
them because Chinese (and others) have been willing to hold dollar-denominated assets, 
including large quantities of U.S. Treasury bonds. Some analysts worry that the United 
States’ external indebtedness could expose it to economic and possible strategic risk. If the 
Chinese government were to stop buying treasuries, or if it began to sell off some of those 
it currently holds, U.S. interest rates would rise and growth would slow. It is conceivable 
that Beijing might threaten to take such action in an attempt to influence U.S. policy-
makers, and, indeed, in the wake of the 2008 financial crisis, some Chinese analysts and 
officials mused publicly about doing so. 

While they acknowledge it as a theoretical possibility, opponents of intervention are not 
overly concerned about this prospect. Slower U.S. growth (and a falling dollar) would hurt 
Chinese exporters and might do at least as much damage to China’s economy as it did to 
the United States. For this reason, as former Secretary of the Treasury Larry Summers 
put it in 2004, a balance of financial terror exists between the two countries.3 Strategic 
motivations aside, there is little economic reason to expect that, after decades of doing so, 
Chinese or other foreign entities will suddenly become unwilling to buy U.S. stocks and 
bonds or invest directly in the United States. Indeed, at least for the moment, the sheer 
size and stability of the U.S. market render it uniquely attractive as a safe haven for foreign 
investors, thereby sustaining demand for the dollar and preserving its status as the world’s 
preferred reserve currency.4

2 Four Schools of Thought



Friedberg | Rethinking the Economic Dimension of U.S. China Strategy 7

Advocates of laissez faire also generally take a relaxed view of China’s high-tech indus-
trial policies. Centrally planned programs of research and investment aimed at gaining 
an advantage in supposedly “strategic” sectors of the economy are unlikely to work, and, 
even where they might appear to have been successful (as, for example, in China’s recent 
attempts to dominate the global market for solar panels), they will be extremely costly 
and wasteful.5 Because the party-state can sink virtually unlimited 
resources into its preferred projects, China enjoys a form of “escala-
tion dominance” over other countries, including the United States, 
that might seek to pursue similar industrial policies. As it has gener-
ally done in the past, the federal government would be wise to stay 
out of the business of “picking winners and losers,” concentrating 
instead on supporting basic science, improving education, protecting 
intellectual property, ensuring that tax and patent laws encourage 
productive investment, and, in general, creating conditions conducive to the development 
of new technologies by far-sighted businesses and entrepreneurs.

While the flow of Chinese foreign direct investment (FDI) into the United States has 
increased markedly in recent years (growing by 200 percent in 2016 over 2015),6 as 
compared either to investment by other countries, or to U.S. FDI in China, the stock 
remains small. Much of the recent expansion is in sectors such as entertainment, real 
estate, hospitality, and consumer products and services where the prospects for harm 
either to national security or national economic welfare appear remote.7 Chinese inves-
tors have also helped innovative U.S. companies gain funding when other sources were 
unavailable.8 While some adjustment may be warranted, existing processes and mecha-
nisms for reviewing the implications for national security of proposed foreign invest-
ments (primarily the interagency Committee on Foreign Investment in the United 
States, or CFIUS) are adequate to the task. There should be a strong presumption against 
changes that would increase the risk of meddling by grandstanding politicians, paranoid 
bureaucrats, or clever commercial actors. Such interference would likely harm welfare by 
disrupting mutually beneficial flows of investment between the United States and China 
while doing little to enhance security.9

Faith in markets, and skepticism about the utility of intervention by governments, leads 
to a set of strong inclinations on a range of other issues. In the absence of fresh rounds of 
global agreements lowering tariffs and non-tariff barriers, regional free trade pacts such 
as the North American Free Trade Agreement, the Trans-Pacific Partnership (TPP), and 
the proposed Transatlantic Trade and Investment Partnership (TTIP) may be helpful, 
on balance and at the margins, in promoting national economic welfare. On the other 
hand, the less ambitious regional free trade agreements that China favors (including the 
Regional Comprehensive Economic Partnership, or RCEP, which includes ASEAN coun-

Advocates of laissez-faire also 
generally take a relaxed view 
of China’s high-tech industrial 
policies.
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tries, India, Japan, China, South Korea, Australia, and New Zealand) are unlikely to divert 
significant quantities of trade away from the United States and should not therefore be 
cause for serious concern.

Notwithstanding the ambitious rhetoric that surrounds it, Beijing’s One Belt One Road 
(OBOR) Initiative is also unlikely to pan out in the ways that its boosters claim. The vast 
bulk of Chinese overseas investment continues to go to advanced industrial economies, 
where it is assured of earning a good return. Chinese companies are already losing a good 
deal of money in places with poor governance and they are likely to lose even more if they 
pour capital into projects across Central Asia and the other less developed areas targeted 
by OBOR.10 Assuming that decisions about investment are in the end shaped primarily 
by cost-benefit calculations, many of the projects mentioned in speeches and featured in 
glossy brochures will never be built, and some that are will not prove commercially viable. 
For these reasons, OBOR is unlikely to transform the economic and strategic geography of 
Eurasia. Because the scale of the entire endeavor will ultimately prove to be much smaller 
than presently projected, it is also unlikely to provide a solution to China’s problems with 
overcapacity in basic industries like steel, aluminum, and cement.

Advocates of laissez faire tend to see Chinese policymakers as pursuing similar, welfare-
oriented goals to their counterparts in other advanced industrial countries. While they 
may continue for a time to cling to mercantilist, interventionist policies in some areas, 
China’s planners will be compelled eventually to abandon them in favor of more effi-
cient, market-oriented approaches. China’s distinctive trade and industrial policies have 
had significant (and occasionally distorting) effects, but the most important aspect of its 
economic strategy over the last 40 years was the initial decision to embark on a process 
of “reform and opening up.” Once China abandoned the at-times murderous inefficiency 
of Maoism and began to integrate into the global economy and to rely more heavily on 
market forces at home, it was virtually certain to grow. Given the size of its population, it 
was destined also to become one of the world’s largest economies. 

Most advocates of laissez faire believe that, barring some catastrophic disruption, China’s 
GDP will soon exceed that of the United States and could eventually grow to more than 
twice its size.11 Some acknowledge that, because total economic output is an important 
determinant of a nation’s ability to generate military power, such a development could 
have worrisome consequences for the security of the United States and its democratic 
allies. Others are more sanguine, arguing that in order to fulfill its potential, China will 
first have to undergo wide-ranging political as well as economic reforms. In this view, 
for China to become the world’s leading economic power, it will also have to become a 
democracy, a transformation that would presumably lessen the prospects of conflict with 
the United States.
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Aggregate Intervention

Proponents of this second school of thought take a much darker view of Chinese strategy, 
describing it as mercantilist, zero sum, “unfair,” and designed to enhance China’s growth 
and increase the strength and productive capacity of its economy while harming those 
of its trading partners, especially the United States.12 To aggregate interventionists, the 
United States’ large and persistent bilateral trade deficit with China is the most telling 
symptom of the distorted and damaging economic relationship between the two coun-
tries. Reducing that imbalance is essential to restoring the health of the U.S. economy.

In marked contrast to the advocates of laissez faire, aggregate interventionists believe the 
bilateral trade deficit is made in Beijing rather than in Washington. For more than two 
decades now, China has been deliberately boosting its exports to the United States while 
carefully restricting imports. Currency manipulation has been among the most important 
of the measures used to achieve these ends but there are others, including subsidies that 
reduce the cost of exports, and various tariff and non-tariff barriers designed to protect 
Chinese companies by keeping foreign competitors out of the domestic market. Since its 
entry into the World Trade Organization in 2001, China has found ways to manipulate 
WTO processes and procedures, bending the rules to its benefit even when it does not 
actually break them and at times simply accepting penalties that often come too late to 
help the targets of its predatory practices.13

These policies have had a devastating impact on the U.S. economy. First and foremost, 
aggregate interventionists claim that cheap imports of manufactured goods have acceler-
ated the deindustrialization of the United States, contributing to the dramatic drop in 
employment in the manufacturing sector that has taken place since 2001.14 The loss of 
manufacturing jobs (often described, in contrast to those in the service sector, as “good 
jobs at good wages”) has contributed in turn to other economic problems, including stag-
nating middle and working class incomes and growing income inequality, and it is impli-
cated as well in a variety of societal ills, including increased drug abuse, rising suicide 
rates, and declining average life expectancies.15 

Aggregate interventionists assert that the trade deficit contributes to slower overall 
growth through a variety of mechanisms, including its impact on the composition of the 
national economy. Because manufacturing industries have historically spent substantial 
sums on research and development, a diminished manufacturing sector is likely to mean 
less funding for research and development, less innovation, and, in the long run, slower 
growth.16

Last but not least, the capital account surplus that accompanies the trade deficit carries 
dangers of its own. Chinese entities can use the dollar IOUs they accept in return for 
their exports to acquire valuable U.S. assets, including successful businesses, new tech-
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nologies, real estate, and productive farmland. Dollars can also be used to buy influence 
and to support people and groups that lobby the U.S. government in favor of polices that 
happen to serve China’s interests as well as their own. The United States’ external indebt-
edness also exposes it to the risk of an eventual debt crisis when, for strategic or economic 
reasons, Chinese investors lose their taste for Treasury bills and other dollar-denominated 
assets.17 

To address these actual and potential problems, aggregate interventionists argue that it is 
necessary for the U.S. government to take action that will shrink the nation’s trade deficit 
with China. This can be accomplished in a variety of ways, including imposing tariffs on 
Chinese imports or using the threat of loss of access to the vast U.S. market to compel 
Beijing to cut subsidies, reduce its own tariff and non-tariff barriers and stop manipu-
lating the value of its currency. Although such actions could expose the U.S. government 
to complaints that it is violating its WTO commitments, requiring federal agencies (and 
encouraging ordinary citizens) to “buy American” might also help to reduce present 
imbalances. Other, still more controversial measures that have been suggested to reduce 
the trade deficit include a policy of “countervailing currency intervention” designed to 
achieve an orderly decline in the value of the dollar,18 and a system of “import certificates” 
intended to limit the dollar value of imports to the value of all exports.19 

While their primary focus is on finding ways to shrink the bilateral trade deficit and boost 
U.S. manufacturing, aggregate interventionists have opinions on other issues that reflect 
these concerns: 

•	 As regards FDI, many would favor broadening the mandate of the Committee on 
Foreign Investment in the United States to enable it to scrutinize and possibly block 
proposed acquisitions on welfare or “economic security” grounds as well as for reasons 
of national security more narrowly defined. Transactions that might give Chinese firms 
access to technologies that would enable them to gain a competitive edge over their 
U.S. counterparts should be opposed, even if the companies involved have nothing to 
do with the manufacture of arms and military equipment. 

•	 Multilateral regional free trade agreements are also to be viewed with suspicion. Those 
proposed by the United States (TPP) do nothing to address the problem of imbalances 
with China and would likely serve the interests of corporations at the expense of U.S. 
workers and nominally U.S. multinationals with overseas operations at the expense of 
domestically based manufacturing industries. Those advocated by China (like RCEP) 
could further constrict markets for U.S.-made goods. 

•	 If it is open to participation by U.S. companies, China’s massive infrastructure devel-
opment initiative could be unobjectionable. If it is not, and if OBOR is coupled with 
free trade agreements that exclude the United States, it could hurt the prospects for 
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expanding U.S. exports into new markets across Eurasia while further strengthening 
the position of Chinese exporters. For its part, the United States would do well to learn 
from China and could benefit from an ambitious infrastructure program of its own, 
with the work performed by U.S. companies.

Targeted Intervention

As the label suggests, targeted interventionists favor government action to 
promote the fortunes of U.S. companies, especially those in high-technology, 
high-value-added sectors (including services as well as manufacturing), while 
defending them as needed from China’s own increasingly ambitious and 
successful high-tech industrial policies. From this perspective, the aggregate 
interventionists’ concerns with traditional manufacturing industries, currency 
manipulation, and, even to a certain extent, the bilateral trade deficit are 
backward-looking and largely beside the point. 

There can be no doubt that, over the last several decades, China has been able 
to gain advantage in a range of low to medium tech industries from footwear 
and furniture to steel to consumer electronics by suppressing the value of 
the yuan, offering subsidies, welcoming foreign investors, and mobilizing its 
vast reserve of low-cost labor. But, say the targeted interventionists, these are 
yesterday’s battles. Now China’s economic planners seek to propel “national 
champions” up the value-added chain into positions of dominance in semi-
conductors, information technology, biotechnology, artificial intelligence, 
robotics, and next-generation manufacturing. If they succeed, there could be 
broad implications both for U.S. security and for national economic welfare. 
An advantage in any of these areas could enable China to produce superior 
military systems. If it can concentrate the development and production of key 
components, devices, and materials in laboratories and factories on its own 
soil, China will be less vulnerable to threat of supply cutoffs or disruptions 
while potentially putting it in a position where it could exert diplomatic pres-
sure or gain military or commercial advantage by denying access to other countries. New 
technologies will also promote productivity and fuel economic growth, while the new 
industries they enable will generate the best high-paying jobs. 

An excessive focus on reducing the trade deficit could obscure what is at stake in this new 
stage of international economic competition. If present trends continue, U.S.-China trade 
may come more closely into balance, but as analyst Stephen Ezell warns, Americans could 
find themselves relegated to the position of being “hewers of wood and drawers of water,” 
exporting food, fibers, minerals, and waste paper to China and importing sophisticated 
products like computers and energy-efficient self-driving cars.20 What matters most is not 
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so much the balance of trade between the United States and China but its content, and the 
evolving structure of the two national economies.

China’s “indigenous innovation” industrial policies start by using a variety of methods to 
gain access to cutting edge technologies, including the theft of intellectual property via 
state-assisted cyber espionage and other means, direct investment in foreign firms (often 
using capital obtained at low cost from state-controlled banks), and the forced transfer 
of technology from foreign firms that wish to gain or retain access to the large and 
fast-growing Chinese market. The state then offers subsidies to encourage the develop-
ment of domestic production capacity. To ensure a high level of demand, it uses a mix of 
import restrictions, government procurement regulations, and other rules and guidelines 
(often ostensibly related to security) that encourage or require Chinese companies and 
consumers to buy from domestic producers. Chinese manufacturers are then able to sell 
their products at below market prices in foreign markets, sometimes driving competitors 
permanently out of business or forcing them to cut profits to the point where they are no 
longer able to afford the research and development necessary to sustain innovation and 
maintain a competitive advantage. The ultimate aim of these policies, made clear in docu-
ments like the recently published “Made in China 2025,” is to achieve a high degree of 
autonomy, if not complete autarky, across a range of high-tech industries and to capture a 
substantial portion of global market share in these industries, boosting the profitability of 
Chinese firms and increasing the dependence of foreigners on Chinese products.21 

While they differ among themselves on some issues, the advocates of targeted intervention 
have proposed a number of possible responses to Beijing’s initiatives. Protecting against 
intellectual property theft and punishing those who have profited from it by constricting 
their ability to sell in the U.S. market may help to slow the illicit outflow of ideas and 
information that has fueled China’s development. New mechanisms are also required to 
monitor Chinese efforts to extract technology from U.S. companies in return for market 
access, and new legal authorities may be needed in order to block agreements that could 
damage national economic welfare as well as national security. Similarly, the rules and 
procedures for overseeing and reviewing proposed foreign direct investment in the United 
States must be tightened considerably. Because their actions are almost certainly part of 
a wider national effort to acquire critical technologies, proposed investments involving 
Chinese state-owned enterprises should be subject to special scrutiny. Some analysts have 
proposed that they be banned altogether; others suggest that the United States govern-
ment should insist on reciprocity, permitting investments in key industries and industrial 
sectors only when U.S. companies are granted equivalent access in China.22

Despite their concerns about the possible effectiveness of Chinese state subsidies and 
other forms of direct support to high-tech industries, most advocates of targeted inter-
vention stop short of proposing that Washington adopt similar policies. Trying to funnel 
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large quantities of taxpayer dollars to one industry or firm at the expense of others would 
be controversial, expensive, and unlikely to prove effective, especially in the face of the 
resources that China, unconstrained by similar inhibitions, could mobilize in response. 
The advocates of laissez faire are right that the federal government should do more to 
strengthen the domestic environment for innovation, including 
expanding support for basic research, strengthening protection of 
intellectual property, and investing more in scientific and technical 
education. But targeted interventionists also believe that it will be 
necessary to devise (or revive) other mechanisms for encouraging 
domestic development of cutting edge technologies. A recent report 
on the semiconductor industry suggests, for example, that, as it did 
during the Cold War, the government could invest in what it calls 
“moonshots,” providing an early market for advanced, innovative products and processes 
for which commercial demand is weak.23

Another point on which there is general agreement among advocates of targeted inter-
vention has to do with the importance of cooperation between the United States and the 
other advanced industrial countries, all of which are affected to some degree by China’s 
ambitious and aggressive high-tech industrial policies. Especially where Beijing’s actions 
can be shown to clearly violate its WTO commitments, a joint response may have a better 
chance of success. As China seeks to expand its investments and acquire technologies in 
the advanced economies, their governments should have good reason to share informa-
tion, review their respective national regulations, and coordinate policies so as to present a 
united front. More broadly, by setting high standards and excluding countries that do not 
yet meet them, free trade agreements such as the TPP could serve as an additional induce-
ment for China to reform. The ultimate objective of all these measures should not be to 
imitate China or simply to punish it, but rather to encourage its leaders to abandon their 
statist policies, embrace the market, and become more fully integrated into a truly open 
global economy.24

Intervention for National Security

Since the end of the Cold War, the United States’ China strategy has been based on the 
assumption that welfare and security went together and that potentially painful trade-offs 
between them were unnecessary. To put the matter somewhat differently, decision-makers 
believed that the same policies that enhanced the overall performance of the U.S. economy 
and the well-being of its citizens would also enhance their security. Trade with China 
would fuel growth on both sides of the Pacific, making all parties better off. And growth 
would lead eventually to the liberalization of China’s political system, thereby greatly 
reducing the prospects for friction, mistrust, and strategic rivalry with the United States. 
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Putting aside for the moment the question of their impact on welfare, the policies put in 
place a quarter century ago have arguably not made the United States more secure; to the 
contrary, they seem instead to have fueled the growth of a determined and increasingly 
capable competitor. Advocates of intervention on national security grounds argue that 

this harsh reality compels a reexamination of the economic dimen-
sion of overall U.S. strategy for dealing with China. The outcome of 
such a reexamination can be thought of as falling somewhere along 
a continuum. On one hand, it is conceivable that the present posture 
of openness and interdependence is still the best available option 
for promoting both security and welfare. At the other extreme, the 
United States might need to revert to a Cold War-style posture of 
economic containment, severely constricting flows of trade and 
investment with China and urging friends and allies to do the same. 

At this point, most national security interventionists appear to believe 
that the proper approach lies somewhere in between the extremes 
of complete openness and total closure. In this view, adjustments in 
current policy are necessary in order to improve security. If some of 
these can also be shown to be welfare-enhancing, so much the better, 

but changes will need to be made, regardless of the economic implications. Given uncer-
tainty about the future direction of U.S.-China relations, however, a radical shift in policy 
is not yet justified. 

Those who analyze economic policy from the point of view of national security gener-
ally begin by noting that, other things equal, a nation with a larger GDP will have an 
easier time generating military power and sustaining a protracted conflict or peacetime 
strategic competition than a nation with a smaller one. Throughout the 20th century, the 
United States derived considerable strategic benefit from the fact that it had the world’s 
largest economy. Even if it is destined eventually to lose that place to China, the nation’s 
leaders should try to retain this advantage in aggregate resources for as long as possible by 
pursuing policies that narrow the gap between the U.S. and Chinese rates of GDP growth. 

Assuming that an increase in the U.S. growth rate does not lead to an equivalent increase 
in China’s, the most obvious way of doing this would be to boost growth in the United 
States. Taking steps deliberately designed to slow China’s growth would be more prob-
lematic for diplomatic and domestic political reasons and it is difficult to conceive of U.S. 
policymakers doing this openly in the absence of some major crisis or disruption in U.S.-
China relations. Still, because what matters most in the strategic domain are relative gains 
in national power potential, as opposed to absolute improvements in national welfare, 
such policies could be justified on strategic grounds even if they led to some reduction in 
U.S. growth.25
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These observations have implications for thinking about the impact of trade and trade 
deficits on national security. While many economists would question the assertion that 
trade deficits are a cause of slower growth, many would also agree that there are ways 
of closing the overall trade deficit (as opposed to the bilateral deficit with China) that 
could contribute to faster long-term growth, i.e. by adopting tax, spending, and regula-
tory policies that would reduce the federal budget deficit, increase household savings, and 
encourage investment. 

Imposing tariffs or taking other steps to reduce the imbalance with China alone without 
adjusting underlying macroeconomic policies would simply shift the trade deficit to other 
nations. However, if some of these were U.S. friends, allies, or security partners, such a 
development might be desirable for strategic reasons. If expanded exports to the United 
States led to faster growth in India, Indonesia, and Vietnam, for example, it would be 
easier for those countries to afford bigger defense budgets, thereby helping to maintain 
a favorable balance of power with China. Conversely, if a constriction of the U.S. market 
led to slower growth in China, the result would either be an increased defense burden 
(i.e. a larger share of national output devoted to defense) that could force potentially 
difficult trade-offs with other forms of spending, or a reduction in the pace of Beijing’s 
ongoing military buildup. If it were economically feasible, the optimal approach from a 
strategic standpoint would be a mix of measures that reduces the overall size of the U.S. 
trade deficit while shifting the distribution of what remains away from China and toward 
friendly trading partners. 

The possible impact of trade with China on the U.S. industrial base is another potential 
cause for concern on national security grounds. Over time, competition from low cost 
imports could reduce or even eliminate domestic capacity for producing metals, materials, 
and components necessary to manufacture weapons and other military equipment. While 
this might not matter under normal circumstances, it could pose serious problems in 
periods of crisis or conflict. Unless it has adequate stockpiles or readily available alterna-
tive sources of supply, a disruption in critical imports, due either to the imposition of an 
embargo or the onset of hostilities, could make it difficult for the United States to sustain 
or increase arms production. The geographic dispersal of supply chains also raises the risk 
that China or another hostile foreign power could introduce contaminated components 
or sub-assemblies into U.S. weapons systems, potentially threatening their performance in 
wartime.26

Existing trade laws permit the U.S. president to provide relief to domestic industries under 
pressure from foreign competition if their products are deemed essential to national 
defense. Such action can come either in response to an appeal from industry or as the 
result of an investigation initiated by executive branch.27 Proponents of laissez faire point 
out that claims of defense essentiality can all too easily be abused by protection-seeking 
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industries and by presidents looking to score points with domestic constituencies. Because 
of concerns that their use might unleash a flood of spurious appeals for protection on 
national security grounds (and a wave of retaliatory measures by other governments) 
these provisions have been invoked on only a handful of occasions in recent decades. 28

Objective answers to the question of whether tariffs or other protective measures are truly 
necessary for national security are possible. But they would depend on detailed calcula-
tions of the requirements for defense mobilization under a variety of different scenarios, 
including, in the case of China, a protracted, high-intensity conventional conflict. The 
last time the Defense Department thought seriously about such an eventuality (and then 
only briefly) was in the early 1980s. At that time, with the globalization of production just 
beginning to get underway, there were also concerns about the reliability of supply chains. 
Performing the task of identifying and tracking the shifting sources of key inputs already 
appeared daunting and, with the end of the Cold War, it also came to seem unnecessary. 
29 While the problem has certainly grown in scale and complexity during the intervening 
decades, so too have capabilities for collecting and analyzing the vast volumes of data that 
would no doubt be involved. Whether the danger of contamination and manipulation of 
supply chains is sufficiently great to warrant the cost of addressing it is a strategic rather 
than a purely economic question.

Despite the fact that they have been discounted by many economists, national security 
interventionists believe that the risks associated with the capital account imbalances that 
accompany the trade deficit are also a legitimate cause for strategic concern. To those who 
remember the history of the Cold War, the thought that a “balance of financial terror” 
now exists between the United States and China is not reassuring. Such balances can prove 
delicate and could break down, whether by accident, miscalculation, or as the result of a 
deliberate decision by one side or the other that the costs of the ensuing catastrophe would 
be greater for its opponent than for itself. In order to assess the risk of such an eventuality, 
it is necessary not only to track objective measures of the balance (i.e., the size of China’s 
dollar-denominated reserves) but to gain a better understanding of how decision-makers 
on both sides assess the likely consequences of a major disruption in their economic rela-
tions.30 While at first glance it would appear preferable not to have as a creditor a country 
that is also a major strategic competitor, it is possible that under some circumstances 
Chinese decision-makers might feel even more vulnerable and constrained by financial 
imbalances than their U.S. counterparts.31

In addition to enjoying an advantage in aggregate resources, since the Second World War, 
the United States has sought, and in many areas of capability has been able to achieve, 
a significant qualitative edge over potential military rivals. Current efforts to counter 
China’s anti-access/area denial capabilities (the so-called “third offset strategy”) rely on 
acquiring and maintaining such advantages, yet this could turn out to be more difficult 
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in the future than it was in the past. As was true toward the end of the Cold War, many 
of the relevant technologies are dual-use and are being developed first in the commercial 
sector.32 In marked contrast to the Soviet Union, however, China will have ready access to 
most of these same technologies, whether through the efforts of its own enterprises or as 
the result of technology transfer from the United States and other advanced 
industrial countries, using a variety of open and covert means.

If the United States wants to maintain a qualitative edge over China across a 
wide array of military systems, it will need to accelerate the pace at which it 
develops and applies relevant technologies while doing what it can to slow 
the rate at which they diffuse. On the positive side of the ledger, this will 
require measures designed to promote the general climate for innovation in 
the United States similar to those supported by the advocates of laissez faire 
and targeted interventionism, including funding for education and basic 
scientific research and immigration laws that encourage a continued influx 
of talent in relevant fields.33 As during the Cold War, the federal government 
will also have to support the development of specific technologies deemed 
critical to national security but where the incentives for private sector invest-
ment may be inadequate or where China’s own targeted industrial policies threaten to 
give it a decisive lead. While their motives and precise focus might vary, there would 
thus be a good deal of overlap between the programs proposed by targeted and national 
security interventionists. The “moonshots” recommended to spur development of high-
end semiconductors may be necessary in other areas as well, perhaps including quantum 
computing. In addition, as has begun to happen in recent years, the U.S. Defense Depart-
ment and other government agencies will need to devise new mechanisms for identifying 
and accelerating the adoption of technologies developed initially for commercial use that 
can enhance the performance of weapons and other military systems.34 In a world in 
which the technologies themselves are more widely available, the advantage may go to the 
side that can identify and exploit their strategic potential better and faster than its poten-
tial rivals.35 

Slowing the diffusion of strategically relevant technologies from the United States and 
other advanced industrial nations to China will be more difficult than in the past, and 
doing so will no doubt have costs, but that does not mean that it is impossible. The United 
States and its key allies still have a number of important and strategically significant 
advantages that they should seek to protect, including in the design and fabrication of 
advanced semiconductors and aircraft engines. Among the measures to be considered 
here are:

•	 strengthening cybersecurity to prevent the kinds of penetration and exploitation that 
have reportedly taken place in recent years;36 
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•	 strengthening the capacities of domestic counterintelligence agencies to prevent more 
traditional forms of scientific, technical, and commercial espionage;

•	 monitoring and, where appropriate, restricting research and educational exchanges;37

•	 broadening the scope of existing procedures for monitoring and restricting Chinese 
investment in the United States to include activities other than mergers and acquisi-
tions;38 

•	 strengthening the government’s capacity to oversee and, if necessary, to prevent 
commercial transactions (including joint ventures and compulsory transfer of tech-
nology by U.S. firms seeking access to the Chinese market) that could have harmful 
strategic consequences but are nonetheless permissible under current law;39 and

•	 working with friendly countries to devise a new and more focused system of export 
controls.40 

From the vantage point of national security, there are a number of arguments to be made 
in favor of regional free trade pacts. Even if their economic impact is limited, FTAs can 
serve as tokens of U.S. commitment to the welfare as well as the security of its friends and 
allies. By contrast, refusing to enter into such agreements or imposing new restrictions 
on imports from friendly countries could stir resentment among their populations and 
weaken long-term ties. Reducing remaining barriers to trade and investment among other 
Asian countries and between them and the United States can help to reduce the extent 
to which they become economically dependent on China. As Ashley Tellis has argued, 
regional free trade agreements that exclude China, such as the now-defunct TPP, NAFTA, 
and a possible Transatlantic Trade and Investment Partnership, could also generate stra-
tegically significant relative gains, increasing growth rates in the United States, its friends, 
and allies but not China.41

It is probably too early to offer a definitive assessment of the strategic implications of 
China’s One Belt One Road initiative. A careful reading of Chinese writings on the subject 
suggests that, whatever its economic motivations, OBOR is also driven by geopolitical 
considerations, including a desire to reduce vulnerability to maritime interdiction of 
energy and resource supplies and the hope that infrastructure development will help 
stabilize China’s authoritarian neighbors, foster closer economic ties to Europe and the 
Middle East, and provide the logistical backbone for a new Sino-centric regional system in 
eastern Eurasia.42 If Beijing can achieve these ends, it would be better situated to compete 
for influence on a global scale with the United States. On the other hand, if many of 
China’s proposed investments in OBOR do not prove commercially viable, and if Beijing 
has to defend its projects and personnel in unstable parts of Central and South Asia, the 
net effect on its strategic position could be decidedly negative. In addition to squandering 
scarce resources, Beijing would then find itself compelled to divert energy and attention 
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westward, away from the maritime domain where it is now challenging the U.S. and its 
Pacific allies, and toward its continental frontiers. For these reasons, the United States 
and its allies should avoid making it easier and less costly for China to attempt to fulfill its 
ambitious plans for a new Eurasian order.
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Contrary to the hopes and expectations of the architects of engagement, the United 
States and China have clearly become geopolitical rivals. Acknowledging this fact 
does not yield easy answers to the question of whether and if so how the economic 

aspects of current policy should be changed. But it does mean that strategic considerations 
can no longer be safely ignored, or wished away with the pleasing assumption that the 
same approach will simultaneously maximize both welfare and security.

Despite this, the emerging debate over U.S. economic policy toward China has centered 
almost entirely on welfare considerations, with comparatively little attention paid to issues 
of national security. While the first three schools of thought sketched out above, and the 
differences among them, are reasonably clearly defined, the possible arguments for (and 
against) intervention on national security grounds remain underdeveloped. In order to 
remedy this situation, it will be necessary to taking the following steps.

Understand the Competitor, and the Competition

Even as they reexamine the role of economic policy in their own strategy, U.S. analysts 
and policymakers would do well to pay closer attention to the thinking of their Chinese 
counterparts. Beijing clearly views economic policy as an inseparable component of its 
grand strategy, and it appears to be more focused on maximizing China’s national power 
than on improving the welfare of its citizens.43

Given the nature of its institutions and its governing philosophy, the United States cannot 
adopt a similar approach, nor should it try. But existing policies have clearly failed to 
achieve their stated objectives, and long-standing U.S. advantages in material resources 
are fast eroding. Despite their liberal preferences and beliefs, if they are to craft an effec-
tive response, Americans are going to have to try harder to understand the assumptions, 
objectives, and ambitions of those who see commerce not as an antidote to power politics, 
but as a continuation of war by other means. 

Identify Objectives

A first step toward bringing national security concerns more fully into the broader 
discussion of economic policy regarding China would be to identify a set of objectives or 
preferred outcomes. These might include the following:

•	 Extend the period during which the United States will continue to enjoy an advantage 
in aggregate resources over China.

•	 Maintain a lead in developing and deploying technologies that will give U.S. weapons 
and other military systems a qualitative edge over their Chinese counterparts.

3 Conclusions
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•	 Reduce the vulnerability of the U.S. economy to possible attempts at coercion while 
preserving the ability of the United States to use economic instruments to deter or 
apply pressure to others.

•	 Promote the growth of friends and allies, minimizing their exposure to economic coer-
cion and strengthening their ties to the United States and to one another. 

•	 Maintain a defense industrial base capable of increasing and sustaining production of 
arms and other military systems as needed in a range of realistic scenarios.

Specify Policies, Analyze Costs, and Benefits

While these goals may appear desirable in the abstract, there will inevitably be ques-
tions about the extent to which they can be achieved, the policies necessary to do so, and 
their attendant costs and risks (diplomatic as well as economic) and potential benefits 
(economic as well as strategic). Planners and policymakers need to address these ques-
tions as objectively as possible, rather than simply accepting the inevitable claim that the 
difficulties are too great and the costs too high, or the contrary assertion that the demands 
of national security should take precedence over all other considerations. 

There is always a risk that groups and individuals will use strategic arguments to gain 
government protection that serves their own narrow interests rather than the interests 
of the nation as a whole or that measures introduced for purposes of enhancing national 
security will do serious long-term damage to the economy. But there is a danger too 
that those seeking to minimize government economic intervention in the belief that this 
approach is best for the collective welfare will understate or ignore real security chal-
lenges.

Examine Policymaking Structures and Processes

Conducting the kind of analysis and planning described above will likely require the 
creation of new bureaucratic mechanisms in which economic and strategic considerations 
can be merged more effectively than is currently possible. This will not be easy. Writing 
in 1978, Samuel Huntington observed that, in the United States, efforts to modulate trade 
with the Soviet Union in pursuit of strategic objectives faced “formidable obstacles,” 
including “bureaucratic pluralism and inertia; congressional and interest group politics 
. . . [and] a pervasive ideology that sanctifies the independence, rather than the subordi-
nation, of economic power to government.”44 Forty years later, these obstacles remain in 
place and, if anything, because of the depth and complexity of commercial ties between 
the United States and China and the lack of consensus regarding the nature of their stra-
tegic relationship, they will be more formidable with regard to China than they were with 
the Soviet Union. 
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Consider Alternative Scenarios

A serious reexamination of current policies should consider changes that might be diffi-
cult to implement or even to contemplate in a serious way today, but which could appear 
obvious and essential following a major deterioration in U.S.-China relations. In recent 
decades, Washington has had the luxury of deciding whether or not to impose sanctions 
or embargos on other countries. But in the future, the United States could find itself on 
the receiving end of such measures or of more serious acts of economic warfare intended 
to disrupt and delay mobilization or even to destabilize its economy and society. It would 
obviously be better to have thought about and prepared for these eventualities in advance 
rather than trying to improvise a response if and when they occur.
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