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Preface

The U.S. government is devising international policies under the principle that the United
States faces growing political, economic, and military competition. This report discusses
different forms of economic competition, including the concept of national competitiveness,
competition for markets and investment, the use of economic tools in other realms of international
competition, and competition over the nature of the global economic system. The results of this
competition have direct and indirect relevance to the U.S. armed forces, most important by
enabling the funding of the personnel, equipment, and technology the armed forces use, but also
by influencing the global security environment.
Research conducted for this report is part of a broader Project AIR FORCE project that
examines the nature of international competition; evaluates its military, economic, geopolitical,
and informational components; and assesses the perspectives of the major powers. The research
reported here was commissioned and sponsored by the Director of Strategy, Concepts, and
Assessments, Deputy Chief of Staff for Strategic Plans and Requirements, and conducted within
the Strategy and Doctrine Program of RAND Project AIR FORCE as part of a fiscal year 2018
project, America and Strategic Competition in the 21st Century, that assists the Air Force with
executing its Strategic Master Plan.
This report should be of value to the national security community and interested members of
the general public, especially those with an interest in competition in the international economy,
the future of the international system, and the U.S. role in dealing with rising competition.

RAND Project AIR FORCE
RAND Project AIR FORCE (PAF), a division of the RAND Corporation, is the U.S. Air
Force’s federally funded research and development center for studies and analyses. PAF provides
the Air Force with independent analyses of policy alternatives affecting the development,
employment, combat readiness, and support of current and future air, space, and cyber forces.
Research is conducted in four programs: Strategy and Doctrine; Force Modernization and
Employment; Manpower, Personnel, and Training; and Resource Management. The research
reported here was prepared under contract FA7014-16-D-1000.
Additional information about PAF is available on our website:
www.rand.org/paf
The draft report, issued in April 2019, was reviewed by formal peer reviewers and U.S. Air
Force subject-matter experts.
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Summary

U.S. foreign policy is being built around a fundamental assumption that the United States
faces growing competition around the world. This competition is occurring in the political and
military realms, but also in the economic realm—a realm of direct and indirect relevance to the
strength of the U.S. armed forces and the global security environment. This report discusses
economic competition from a number of different perspectives. These include ideas about
national competitiveness, competition for markets and investment, the use of economic tools in
other realms of competition, economic warfare, and competition over the nature of the global
economic system. These different perspectives may be placed in two broad groups: competition
as outcome and competition as action.
Competition involves two or more parties contending for some scarce goal with the outcome
being that one of the parties will enhance its power or influence relative to another. This report,
and the RAND Corporation project on Strategic Competition of which it is a part, have adopted
the following broad definition of competition: Competition in the international realm involves
the attempt to gain advantage, often relative to others believed to pose a challenge or threat,
through the self-interested pursuit of contested goods such as power, security, wealth, influence,
and status. Research for this report was concluded in October 2019.

Strategic Competition in Economics
The idea of strategic competition among nations is embedded in a long-running debate among
economists about competitiveness. The issue enters into the realm of strategic competition among
nations because one view holds that competitiveness relates to the global market position of a
national industry. In the United States in the late 1980s and early 1990s, this pertained largely to
the global position of high-technology industries.
For most economists, national economic competitiveness is now taken to mean the ability
to spur increases in productivity and standards of living, with a focus on domestic economic
policies, and can be considered competition as outcome; all nations can institute policies to
increase productivity and standards of living, such as by improving educational systems, without
directly affecting each other. However, there is disagreement about the idea of global technology
leadership and the proper role, if any, of government action to encourage that. Such disagreements
focus on which institutions, policies, and factors governments should support, ranging from
support for broadly beneficial institutions and policies to support for specific technologies or
economic sectors.
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Economic Competition Beyond Competitiveness
Countries conduct economic competition in a number of different ways, beyond ensuring
their economies are “competitive.” They compete for export markets and inward foreign direct
investment (FDI), echoing eighteenth-century mercantilism in which trade surpluses were seen
as a goal to foster economic growth and state power. Often, they do so through subsidized
finance or through other forms of direct assistance. They also compete to develop leadership in
technology-intensive industries. After the fact, it is possible to see which countries host the
dominant firms in a technology area and where the most technologically advanced products
come from. But even more than with exports or investment, tracing the pathway from
government action to technological dominance is difficult, and policies to boost technologyintensive industries often fare poorly or do not improve the broader economy. Finally, countries
compete to make sure standards that are favorable to their industries are adopted more widely.
These may come in the form of regulatory requirements or technical standards.
The final arbiter of technology leadership or successful competition in the global economy
remains the ability of a country to foster domestic economic growth with a level of inequality
that is politically tolerable. Despite a great focus on international competition, domestic
economic policies regarding such mundane matters as efficient government spending, effective
training programs, and sensible regulatory regimes retain primacy in affecting economic power
and success.

Geopolitical Competition with Economic Tools
Economics as a field of competition involves not only the search for growth and markets. It
also includes using economic tools to further geopolitical goals—competition as action. These
uses have been come to be known by some analysts and policymakers as geoeconomics. This is
not the use of economic tools to improve a nation’s economy. Rather, it is the use of economic
instruments to support other goals, including defending national interests and producing more
favorable political, diplomatic, or security outcomes.
In the area of punishment, these tools include the use of sanctions to cause policy change,
destabilize a government, stop a country from acting, or send a message to other nations or the
public. Such actions can include a broad variety of sanctions on trade, investment, finance, and
people. At a more aggressive level, using economic actions to coerce can accumulate to become
economic warfare. The line between the two is not distinct, but economic warfare would include
economic actions to achieve not just economic but military and geopolitical goals. Although the
goals of economic warfare are different from the goals of economic competition, many of the
tools are the same. Economic warfare can include trade and investment limits, travel bans, and in
the case of actions instituted by the United States, limits on the use of the U.S. financial system.
But economic warfare can go well beyond these tools and include blockades of ports, bombing
of factories, or cyberattacks on political or military targets, and it may include covert actions.
vii

Economic tools can also be used to reward. Countries and institutions around the world
provide more than $225 billion in official development assistance, including grants or loans on
concessional financial terms offered by governments to promote economic development or
welfare. Such aid can be helpful in achieving those goals. Although generally frowned on by aid
advocates and development officials, aid has always had foreign policy goals that can be viewed
through the lens of strategic competition. Goals have included winning allegiance to and
obtaining favorable treatment for the donor country. In addition, despite the apparent generosity,
aid can have negative consequences, both for development and in achieving political goals.

Competition over the System Itself
A final major area in which countries compete is in setting the rules under which they compete
economically, specifically, the rules of the global trade, investment, and finance system. These
rules can also have geopolitical effects in the way they create norms of behavior and how they
influence political systems. The rules-based international economic system established following
World War II has rested on three main pillars. The first is multilateral trade liberalization through
what was originally the General Agreement on Tariffs and Trade and is now the World Trade
Organization. The second is assistance originally for balance-of-payments adjustments and later
for all manner of financial and budget crises under the International Monetary Fund. The third is
economic development under the World Bank and regional development banks.
These pillars have supported two simple ideas that have been implemented slowly:
International trade and investment should be free among nations, with benefits that are accorded
to one partner accorded to all. Furthermore, businesses of one nation operating in another, either
through trade or investment, should be afforded the same treatment as the local businesses in the
nation in which they are operating.
As with many other aspects of global economics, the effect of China’s growing role in the
world economy has the potential to change the institutional foundations of international trade and
investment. The most contentious area affecting the system is China’s efforts to make international
institutions accommodate its state-led economic system on an equal basis to market economies.
Gaining greater acceptance for state-led economies within the international system could have
strongly negative effects on that system.

Economic Competition and the Armed Forces
Beyond the well-being of a country’s population and growth of a country’s economy and
production capacity, economic competition is relevant to the armed forces. The wealth and
output generated by economic activity leads directly to the ability of a nation to fund the
personnel, equipment, and operations of the armed forces and the technological development that
can lead to more effective weapons and operations. To the extent that economic competition,
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however defined, leads to a larger economy, economic competition can enable larger, more
powerful armed forces and underpin increased chances of victory in wartime.
The changing nature of defense procurement also demonstrates the links between economic
competition and the armed forces. Reliance on commercial off-the-shelf technology has increased,
not only because much of the innovation is taking place in commercial activities but also because
buying from the commercial market (or modifying commercial products) can be cheaper
than buying custom-made technology. A stronger economy can fund not only the research,
development, and manufacturing activities that result in new technology, but the education and
training that provide the workforce and knowledge for the development of that technology.
One other factor that makes economic competition highly relevant for the armed forces is
that international security interests may follow international economic interests. This is
particularly a concern with China’s growth and internationalization. Already, China is the
leading trade partner of many countries. As trade and financial orientation changes, political
orientation could follow. Additionally, China may want to expand its military presence to protect
its investments and Chinese nationals working throughout the world. Such activities are not yet a
security challenge for the United States but may become so.

Policy Implications of Economic Competition
Countries are competing economically in a variety of ways and using economic tools to
compete in security and geopolitical domains. Does this economic competition matter? One way
to answer the question is to start with what countries are competing for, how they compete, and
whether global competition allows them to meet their goals (Table S.1).
One view of economic competition is reflected in the 1990s debates about competitiveness, in
which countries compete to offer their residents a decent standard of living and job opportunities.
But another way to frame this idea is that countries are endeavoring to create a policy environment
that offers residents the chance to have a decent standard of living and job opportunities, and so
this is not really much of a competition because it can be positive-sum (both parties may gain
from competition) rather than zero-sum (one party gains and the other party loses just as much)
and all countries could achieve these goals. Achieving these goals is best served through smart
domestic economic policy. Accordingly, the policy implication is that policymakers should focus
on providing stable fiscal and monetary policies that emphasize long-run economic growth to
undergird the overall economic and political strength of the nation.
Countries are competing to open markets for their companies and attract investment. In some
cases, this competition is zero-sum. Investment and trade mean little on their own, but they can
contribute to domestic prosperity and opportunity, so such competition matters. They are also
working to ensure the standards that favor their companies are the internationally accepted
standards; doing so will enhance the ability of their companies to operate internationally.
The higher-profile competition is for leadership in industries making and using new
technologies. Certainly, government policy and support can create new, leading industries.
ix

Table S.1. Domains of Economic Competition
Domain

Typical Tools

Economic Effect

Assessment

Economic warfare

Sanctions, blockades, and
attributed or unattributed attacks on
economic targets to achieve
economic, military, and political
goals

Degrading or destroying
an adversary’s
economic capacity can
reduce that adversary’s
freedom of action

Use of economic warfare is an
adjunct to other types of warfare
and by itself will rarely achieve
military or political goals, at least
over the short to medium term

International
economic
leverage

Foreign aid for the purpose of
gaining allies or winning specific
policy debates; economic sanctions
to shape behavior; other tools for
geopolitical purposes

Evidence that these
tools can shape
behavior, but economic
consequences uncertain

Sanctions can be effective in
specific cases but often fail to
achieve goals; aid leverage
mixed; other tools may have high
costs

Leading and
Helping to found and set rules of
setting rules of the international economic institutions;
system
issuing global reserve currency;
dominating standards-setting
organizations; predominant voting
share in institutions; leading voice in
informal forums

Limited evidence, but
available cases suggest
system structure can
benefit leader and
participants

Some systemic roles (reserve
currency, leading institutions)
provide major competitive
advantages

Public-sector
competitiveness
policies

Public-sector funding of research
and development; support for
specific industries; national
technology and industrial strategies;
public-private partnerships

Evidence that broader
policies, at least, can
generate economic
strength

Overall innovation-system
investment can make a difference,
but targeted, state-led policies
can misidentify winners and
losers

Domestic
economic
fundamentals

Fiscal responsibility and health;
stable, effective monetary policy;
regulatory and tax environment;
rules and standards that affect
innovation; socioeconomic
opportunity; domestic institutions
that support effective economic
policy

Clear, consistent
evidence that these
policies are essential to
economic strength

The foundation for all effective
competition; other areas will not
make up for failures in these
areas

SOURCE: Author’s assessment based on research for this report.
NOTE: The table presents the different categories of economic competition, whether the purpose is more to provide
for domestic economic strength or to serve as tools of geopolitical competition, and a brief note on their effectiveness.

Evidence suggests that much more is needed to achieve broad prosperity, such as national
innovation systems and the country’s receptivity to absorb and use new technologies. Both of
these are far harder to create, support, and sustain. This suggests that policymakers should
institute general innovation-supporting policies, such as promoting infrastructure, basic research,
patent protections, and technology development to support overall competitiveness, and should
avoid attempting to pick specific winners and losers in sectors or companies.
Where competition is most likely to matter is in setting the rules by which countries trade,
invest, and conduct financial transactions globally. As of 2019, that was largely a Westernderived system, featuring equal treatment of foreign companies, the application of tariffs and
barriers on a nondiscriminatory basis, and accepted methods of dispute resolution. But with
countries instituting trade barriers, the United States trying to renegotiate certain aspects of the
global trading system, and China appearing to wait for a time to remake the global system when
the current system no longer serves its interests, the overall system is under pressure (although
x

still far freer than it was through most of history and even the post–World War II era). In some
ways, Europe is caught in the middle—finding common commercial cause with the United States
vis-à-vis China but finding common institutional cause with China vis-à-vis the United States in
the desire to uphold global economic institutions, at least for now.
Knowledge of which countries have succeeded in competition for specific markets can
be gained just by looking at which companies have the largest market share for an industry.
Technological leadership is harder to gauge, but such measures as patents and, more important,
sales by technology companies can shed light on that. Gauging the results of competition for the
overall system is still more difficult, but possible. For that, the issue will be whether the basic
principles of free exchange and fair treatment that have been promoted since just after the end of
World War II will be maintained or whether systems favoring significant state intervention and
selective barriers and treatment will emerge. From a policy perspective, U.S. policymakers
should take advantage of the relative size of the U.S. economy to set rules for the international
system that are conducive to the U.S. economy and attractive to other countries in the long run.
Geopolitical competition using economic tools can be effective, but the use of such tools can
also be costly. Through restraints or new regulations on business, the use of these tools is trading
off economic performance for geopolitical objectives. In addition, through overuse, economic
tools could lead targeted countries to create alternative systems or workarounds, not only
blunting their power but potentially diminishing the economic performance of the country using
the tools in the first place. Accordingly, as with any other geopolitical tool, policymakers should
weigh their costs against their benefits and use them judiciously. For the United States, at least
for now and likely through the next decade, if not longer, economic tools are likely to remain
effective.
Finally, tools of economic warfare can prove destructive to an adversary’s economy, but
there is little evidence that by themselves they achieve military or political goals when an
adversary’s core interests are at stake, at least in the short to medium term. They can also invite
similar actions in retaliation, a particular concern when aimed at a large economy with which
the United States might be interdependent. Furthermore, they can have consequences for
noncombatants, including loss of life. Policymakers should treat the tools of economic warfare as
they would any other instrument of war, assessing positive strategic effect and potential harm
before deploying them.
In geopolitical competition and warfare, economic tools can serve as an adjunct to
U.S. military power; the ability to use them provides one example of why economic competition
is relevant to the armed forces. More broadly, economic competition and its goals of positive
domestic economic performance have relevance to the armed forces as well. More direct effects
include the ability of the United States to appropriately fund its defense and provide the armed
forces with the personnel, equipment, and technology needed to protect the United States from
present and future challenges. This places economic competition as an essential element in
consideration of overall strategic competition, relevant to military and defense planners.
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Chapter 1. Economics as a Domain of Competition

The most recent U.S. National Security Strategy starts with a fundamental assumption that
the United States faces growing political, economic, and military competition around the world.1
Responding to, shaping, and even leading this competition is based on four pillars, of which the
second is firmly economic: “Promote American Prosperity.”2 This includes agendas for the
domestic economy, international economic relations, innovation, and energy.
This report discusses economic competition from a number of different perspectives.
Different types of economic competition really are distinct in their effects. While some may
result in zero-sum outcomes, in which one party gains and the other party loses just as much,
others may have positive-sum outcomes, in which both parties may gain from competition.
Therefore, the relationship between competition and winning and losing may not be obvious.
For example, in international economic relations, trade is generally a positive-sum interaction,
and even if the industry of one country shrinks relative to the industry of another, both
countries may end up better off, at least in overall economic terms. Another example is policy
that aims to develop specific industries, with the intent of establishing a global industry leader.
Governments may guess wrong as to which industries will develop or even be important in
future years, thus wasting money trying to develop an industry that could be obsolete before it
is created.
Although international economic competition—which focuses on trade, investment, and
finance relationships—can affect domestic prosperity, domestic economic policy usually has the
preponderant effect on domestic prosperity. International competition has little effect on how
policymakers may choose their domestic labor regulations or professional licensing regimes,
especially if the domestic market is large relative to transactions with the international market. In
fact, appeals to international competitiveness have been used in the past to mask poor domestic
policy choices.
As will be discussed throughout this report, there is a lack of agreement on what exactly
economic competition means. At one extreme, countries do not compete—companies compete.
When considered this way, the idea of competition among countries is meaningless. At another
extreme, countries vie to control international economic rules, originate and control the most
demanded future technologies, increase the market share of the exports of their companies, and

1

The White House, National Security Strategy of the United States of America, Washington, D.C., December 2017.

2

The White House, National Security Strategy, p. 17.

1

attract more international investment, the latter two goals harkening back to the eighteenthcentury mercantilism that Adam Smith and David Ricardo opposed.3
There is some element of truth in each of these positions, although not in the sense of
splitting the difference. Companies compete. A large proportion of world trade occurs within
companies and business networks, in global value chains, so that while the profits from exports
may accrue to company owners, employment occurs and wages are paid in foreign countries.4
An example of this is the small print on the back of an Apple iPhone: “Designed by Apple in
California. Assembled in China.” In these cases, companies are competing, but many of the
benefits are accruing to other countries.5
Nations compete. Many economists believe that innovation and some level of control of new
technologies is fundamental to prosperity.6 In addition, these technologies can give a defense
and security edge. Economic size and dominance in certain sectors may also provide a country
leverage over other countries, again for defense and security purposes. The United States has
demonstrated this with its central role in the global financial system and therefore the effect of
economic sanctions and other tools it imposes.
Accordingly, economic competition can be understood in two ways. The first is competition
as outcome. Results are measured by aggregate outcomes, such as per capita gross domestic
product (GDP). Better outcomes in one country may have little bearing on outcomes in another,
and countries that are not the highest or best in the outcome being measured may still enjoy
strong economic performance and good quality of life.
The second is competition as action. The focus is on government policies, programs, or other
actions designed to achieve specific results generally focused on a relative economic or even
geopolitical gain. Actions may also ultimately lead to positive aggregate outcomes, but the
successful pursuit of a relative economic gain can come at an absolute cost. Trade is generally
beneficial to all parties participating in it; skewing the competition in one’s favor may shift the
relative gains but hobble growth in both countries. Sanctions and tariffs are likely to have such
an effect. There can thus be a trade-off between maximizing economic outcomes and succeeding

3

Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations, London: William Strahan and
Thomas Cadell, 1776; David Ricardo, On the Principles of Political Economy and Taxation, London: John Murray,
1817. Mercantilism is a term used to describe seventeenth- and eighteenth-century writings on trade that encouraged
state regulation of trade, protection of domestic sectors, and the fostering of trade surpluses as a means of increasing
national wealth, maximizing employment, and increasing the overall power of the state. For a more complete
description, see Douglas A. Irwin, Against the Tide: An Intellectual History of Free Trade, Princeton, N.J.:
Princeton University Press, 1996.
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Richard Baldwin, The Great Convergence: Information Technology and the New Globalization, Cambridge,
Mass.: Belknap Press of Harvard University Press, 2016.
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This is not to minimize the benefits of exporting even via global value chains. In the case of Apple, the production
arrangements support high-wage employment in the United States.
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George Magnus, “Forget Trade Wars, the Real U.S.-China Clash Is a Tech War,” Prospect, March 26, 2018.
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at a competitive action. Actions therefore need to take account of not just benefits but costs
as well.
Economic competition, however defined, has direct and indirect relevance to the U.S. armed
forces. Most important, a wealthy country with a large economy can more easily fund the
personnel, equipment, and technology the armed forces use. It can support more innovation and
development of new technologies, including commercial technologies that are useful to the
armed forces. And the trade and investment orientation of countries could affect their political
orientation, influencing alliance and partnership possibilities and future security challenges.
The research for this report was conducted within a broader RAND Corporation project on
America and Strategic Competition in the 21st Century and was concluded in October 2019. This
report first defines competition and highlights overall economic aspects within the context of the
Strategic Competition project. It then moves to a discussion of how economists have generally
viewed “competitiveness,” which is a stand-in for international competition. Next it discusses
how countries compete for markets, technologies, and standards, noting differences regarding
whether there are first-order effects on prosperity and power or whether these actions are
swamped by domestic policies. The report also discusses the use of economic tools in
geopolitical and security competition, and competition over setting the overall rules for the
international economy, then goes into more depth on why this competition is relevant to the
U.S. armed forces. A final section discusses policy implications.

Defining Competition
Competition involves two or more parties contending for some scarce goal with the outcome
being that one of the parties will enhance its power or influence relative to another. This does
not mean the outcome needs to be zero-sum, but it is also not equally win-win. Based on these
characteristics, this report and the project on Strategic Competition have adopted the following
broad definition of competition:
Competition in the international realm involves the attempt to gain advantage,
often relative to others believed to pose a challenge or threat, through the selfinterested pursuit of contested goods such as power, security, wealth, influence,
and status.7

Economic competition is perceived to occur in a number of different areas. First, countries
may compete for leadership in specific industries.8 However, the connection between purposeful
government policy to create leadership in these industries and actual leadership is not necessarily
obvious. Nor is it obvious that leadership, however defined, is desirable, given that the resources
used to attain leadership could have been used for other purposes more effectively.
7

Michael J. Mazarr et al., Understanding the Emerging Era of International Competition: Theoretical and
Historical Perspectives, Santa Monica, Calif.: RAND Corporation, RR-2726-AF, 2018, p. 5.
8

Mazarr et al., Understanding the Emerging Era, p. 5.
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Countries may also compete to ensure that other nations or international systems adhere to
the instituting nation’s preferred norms and rules.9 This is directly applicable to economics with
two fundamental characteristics of nondiscrimination in international trade: the most-favored
nation (MFN) clause—insisted on by the United States in the General Agreement on Tariffs
and Trade (GATT), the first major post–WWII multilateral trade agreement—and national
treatment.10 In the context of international trade agreements, MFN holds that all partners must
receive the same treatment as the best available to any individual partner. National treatment
means that foreign goods and services, and subsequent to the original GATT, foreign investment,
must receive the same treatment as domestic goods, services, and investment.
In this context, “predatory, regime-destroying trade policies” designed to damage another
nation’s economy could be a form of economic competition.11 Likewise, the use of state-owned
enterprises or state-guided enterprises in ways that are incompatible with existing norms and
rules of international exchange may be a form of economic competition.12
Countries may also compete simply to have the highest level of material economic
prosperity.13 Given the outsize role of domestic economic policy in growth and productivity,
this type of competition is more akin to bodybuilding than a soccer game (the latter being more
like competing to dominate an export market) or a street fight with few rules (using economic
tools to undermine another country’s economy).
Countries may compete over control of or access to resources, which is another form of
economic competition.14 In fact, natural resources—typically oil—have been a common trigger
for interstate wars and militarized border disputes.15
Finally, economic competition may involve using economic tools in other forms of
competition. In this domain, the most well-known acts include sanctions, particularly
comprehensive financial sanctions of the type that brought Iran to negotiations over its nuclear
program. Actions could also include cyberattacks on infrastructure and even slowing down or
blocking transit of goods over borders, as China has done to Mongolia.
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Journal of International Law, Vol. 10, No. 1, 1989, pp. 207–224.
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As an entrée into economic competition, this report starts with economic outcomes. These
outcomes may not be the result of competition but may instead result more from domestic
economic policies. Nonetheless, they do show the standings of the United States and its allies in
the world economy as of the mid-2010s.

The United States in the Global Economy
Regardless of the view of economic competition, it is useful to understand the United States’
place in the global economy. Doing so is a prime example of competition as outcome. Tables 1.1,
1.2, and 1.3 provide key indicators for specific years since 1990 for the four largest economies in
Table 1.1. Domestic Economic Indicators for the World’s Leading Economies
Country
Gross domestic product ($B)
China
European Union
Japan
United States
Share of world GDP (%)
China
European Union
Japan
United States
Per capita GDP ($PPP)
China
European Union
Japan
United States
Unemployment rate (%)
China
European Union
Japan
United States
Youth unemployment rate (%)
China
European Union
Japan
United States

1990

2000

2010

2018

361
7,579
3,133
5,963

1,211
8,910
4,888
10,252

6,087
17,010
5,700
14,992

13,608
18,749
4,971
20,494

2
34
14
26

4
27
15
31

9
26
9
23

16
22
6
24

1,522
24,868
30,582
36,813

3,690
30,299
33,872
45,661

9,498
34,135
35,750
49,479

16,187
38,076
39,294
55,681

2.4
8.6
2.1
6.8

3.3
9.3
4.7
4.0

4.5
9.5
5.1
9.6

4.4
6.8
2.4
3.9

4.4
18.4
4.5
13.3

6.9
19.9
9.1
9.2

9.8
22.1
9.5
18.3

10.6
17.1
3.7
8.2

SOURCE: World Bank, World Development Indicators (WDI), data downloaded July 18, 2019.
NOTES: Gross domestic product is in billions of nominal dollars and is the WDI variable NY.GDP.MKTP.DC. Share
of world GDP is in percentage terms and is nominal GDP for the geographic entity relative to world GDP using the
GDP variable NY.GDP.MKTP.DC. Per capita GDP is in terms of purchasing-power parity in constant 2011
international dollars and is WDI variable NY.GDP.PCAP.PP.KD. Unemployment rate listed as 1990 is actually for
1991 and is WDI variable SL.UEM.TOTL.ZS. The youth unemployment rate listed as 1990 is actually for 1991 and
is WDI variable SL.UEM.1524.ZS. Youth unemployment is measured for people ages 15 to 24. Both unemployment
rates are modeled ILO (International Labour Organization) estimates.
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the world, including the three largest single-country economies—the United States, China, and
Japan—and the European Union (EU), a unified market of 28 member states at the time of the
research but 27 member states as of January 31, 2020.16
The United States remains the world’s single-largest economy, at least as of 2018, with a
GDP valued at $20.5 trillion. GDP is the value of all goods and services produced within a
jurisdiction; it is equivalent to the value of all income earned within a jurisdiction. Although
China’s share of world GDP has been continuously increasing, the U.S. share of the global
economy was only slightly smaller in 2018 than it was in 1990, albeit with some volatility.
In contrast, the share of the closest U.S. allies—the EU and Japan—has shrunk notably and
consistently.
As noted previously, all schools of thought on economic competition agree that a goal is to
provide for a high standard of living. This is best measured as per capita GDP in terms of
purchasing-power parity (PPP), which takes account of different prices for the same good or
service in different economies. For example, a haircut is much cheaper in China than in
Germany, but it is still a haircut. If a Chinese resident can afford four haircuts a month but a
German resident can afford only one haircut each month, then in some ways, the resident of
China is wealthier. In general, nontradable products and services, such as haircuts, have more
variation in prices than do tradable products, such as cars or clothing.17
China’s per capita GDP in PPP terms has grown dramatically since 1990, from about $1,500
to $16,000—an annual growth rate of 8.8 percent. In contrast, per capita GDP in PPP terms grew
1.5 percent annually in the European Union and the United States and 0.9 percent annually in
Japan.18 However, because China started from such a low base, the developed economies of the
EU, Japan, and the United States retained far higher standards of living as of 2018, with the
United States by far the wealthiest. That year, U.S. per capita GDP in PPP terms was 3.4 times
that of China, almost 1.5 times that of the EU, and 1.4 times that of Japan.
Part of having a high standard of living is having a job. China and Japan have exhibited the
most stability in unemployment rates, one measure of the health of the labor market. Technically,
the unemployment rate is the percentage of people actively looking for work relative to the total
number of people either employed or actively looking for work. It does not account for people
16

Boris Johnson (Prime Minister, United Kingdom), PM Address to the Nation: 31 January 2020, Prime Minister’s
Office, 10 Downing Street, January 31, 2020.

17

PPP rates can also be used for aggregate GDP. However, international trade and investment take place at nominal
market exchange rates, and so PPP aggregate GDP does not reflect a country’s ability to engage in international
exchange. However, PPP rates can be used to compare domestic living standards because they include traded and
nontraded goods when purchased within the home country. One flaw of using PPP rates to compare domestic
standards of living is that they are based on a common basket of goods and services. However, people in different
countries often purchase different baskets of goods and services, sometimes because of price and sometimes because
of different preferences.

18

Specifically, per capita GDP in PPP terms grew 8.81 percent per year in China, 1.53 percent in the EU, 1.49 percent
in the United States, and 0.90 in Japan.
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not looking for work, either because they are doing home activities, are discouraged, are in
school, are elderly, or have other reasons, and it counts as a job both part-time and full-time
work. China’s state-controlled economy is designed to keep employment stable, although at
some cost to efficiency. The Japanese economy has also traditionally featured stable employment
arrangements, although in recent years there has been more nonregular employment, such as
through fixed-term contracting.19
Labor markets in the United States are more volatile. During periods of economic growth,
unemployment falls to levels at or below those of Japan and China. But during recessions,
unemployment tends to rise. This was especially true of the period 2008 to 2010, during the
Great Recession and its immediate aftermath. Europe, in contrast, has consistently high
unemployment rates. Labor-market rigidities, such as strong regulations about firing and
benefits, and weak economic growth result in less job creation for people who want work.
These patterns repeat for youth unemployment, which is the unemployment rate for people
ages 15 to 24. It is higher than overall unemployment rates worldwide, but among major
economies it is particularly high in the European Union. Notably, it has been rising in China.
This could be a negative signal for the future if it means larger numbers of young people now
than in the past are not forming employment skills early in their careers.
All major economies are relatively unequal when it comes to income before taxes and
transfers (Table 1.2). Income inequality in many economies worldwide has risen over the past
several decades. Both causes and consequences are debated. Causes may include technological
change that favors highly educated people; globalization that increases competition among
lower-skilled workers worldwide, suppressing wages in wealthier countries because workers
in poorer countries can do similar work for a lower wage; or even greater use of laws and
regulations by influential social groups to favor themselves. Consequences may be public
perceptions of systemic unfairness—leading voters to support political leaders who promise to
make things more fair (whether they can actually do so or not)—slower economic growth, and
less intergenerational mobility. But the promise of high economic rewards might also spur
innovation that broadly raises living standards, although at different rates for different groups.
Furthermore, policies for moderating inequality while retaining incentives for innovation and
growth remain debated as well.20

19

Koji Takahashi, “The Future of the Japanese Style Employment System: Continued Long-Term Employment
and the Challenges It Faces,” Japan Labor Issues, Vol. 2, No. 6, April–May 2018, pp. 6–15.
20

Era Dabla-Norris et al., Causes and Consequences of Income Inequality: A Global Perspective, IMF Staff
Discussion Note, International Monetary Fund, SDN/15/13, June 2015; N. Gregory Mankiw, “Defending the
1 Percent,” Journal of Economic Perspectives, Vol. 27, No. 3, Summer 2013, pp. 21–34; Miles Corak, “Income
Inequality, Equality of Opportunity, and Intergenerational Mobility,” Journal of Economic Perspectives, Vol. 27,
No. 3, Summer 2013, pp. 79–102.
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Table 1.2. Income Inequality in the World’s Leading Economies
Country

1995

2000

2005

2010

2015

Gini coefficient, pretax and transfer
China
European Union

—
0.472

—
0.480

—
0.495

0.548
0.496

—
0.503

Japan
United States
Gini coefficient, posttax and transfer
China
European Union

0.403
0.477

0.432
.0476

0.462
0.486

0.488
0.499

0.504
0.506

—
0.299

—
0.300

—
0.311

0.514
0.309

—
0.312

Japan
United States

0.323
0.361

0.337
0.357

0.329
.0380

0.336
0.38

0.339
0.390

SOURCES: Organisation for Economic Co-Operation and Development, “Income Distribution Database (IDD),” 2018a,
data downloaded July 18, 2019 and July 19, 2019; United Nations, World Population Prospects, 2019b, data query,
data downloaded July 18, 2019.
NOTES: Gini coefficients are a measure of inequality and range from 0 (total equality) to 1 (all income is held by one
person) and are from the OECD. Variables are “Gini (market income, before taxes and transfers)” and “Gini (disposable
income, post taxes and transfers).” Coefficients were computed based on an income definition until 2011 and a new
income definition since 2012. Whenever available, the coefficients based on the new income definition were used,
but when those were unavailable, coefficients based on the old income definition were used. Totals for the European
Union are population-weighted averages since there was no EU-wide variable. For 1995, the following countries
were used for the pretax coefficient: Czech Republic, Denmark, Finland, France, Germany, Italy, Netherlands,
Sweden, and United Kingdom. The following countries were used for the posttax coefficient: Denmark, Finland,
Germany, Greece, Hungary, Italy, Luxembourg, Netherlands, Sweden, and United Kingdom. For 2000, the following
countries were used for both coefficients: Denmark, Finland, France, Germany, Italy, Netherlands, Sweden, and
United Kingdom. The following additional countries were used for the posttax coefficient: Greece, Hungary, and
Luxembourg. For 2005, the following countries were used for both coefficients: Belgium, Czech Republic, Denmark,
Estonia, Finland, France, Germany, Greece, Ireland, Italy, Latvia, Lithuania, Luxembourg, Netherlands, Poland,
Portugal, Slovak Republic, Slovenia, Sweden, and United Kingdom. The following additional country was used for
the posttax coefficient: Hungary. For both 2010 and 2015, 23 of the 28 current EU countries were included: Austria,
Belgium, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia,
Lithuania, Luxembourg, Netherlands, Poland, Portugal, Slovak Republic, Slovenia, Spain, Sweden, and the United
Kingdom. In some cases, adjacent years were used. For pretax, they included China (2011 for 2010); Czech
Republic (1996 for 1995); France (1996 for 1995); Germany (2004 for 2005); Hungary (2009 for 2010 and 2014 for
2015); Italy (2004 for 2005); Japan (2006 for 2005 and 2009 for 2010); Sweden (2004 for 2005); and the United
Kingdom (1994 for 1995). For posttax, they included China (2011 for 2010); Greece (1994 for 1995 and 1999 for
2000); Hungary (2009 for 2010 and 2014 for 2015); Japan (2006 for 2005 and 2009 for 2010); Luxembourg (1996 for
1995 and 2001 for 2000); Sweden (2004 for 2005); and the United Kingdom (1994 for 1995).

The Gini coefficient, a measure of inequality, ranges from 0 (most equal) to 1 (most unequal).
Before taxes and transfers, the United States and the European Union are actually quite similar.
Japan, based on available data, is relatively more equal in its income distribution.
Major differences arise after taxes and transfers. Similar to the labor-market protections it has
instituted, the European Union is also the most aggressive major economy regarding redistribution.
Japan also actively redistributes income, as does the United States, although to a lesser degree. In
contrast, China, even after taxes and transfers, is highly unequal—even more so than the other
major economies before taxes and transfers.
Other aspects of domestic economic performance are not as easily captured. For example,
most major economies have high and rising levels of debt. Among the advanced economies—
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some countries of the European Union, Japan, and the United States—the value of this debt is
known and is largely recognized as an important economic issue, although repaying it could be a
challenge. If it continues to mount, it could have negative effects on growth and the government’s
ability to continue funding some programs. In China, high levels of debt are less transparent and
have led to warnings from such organizations as the International Monetary Fund (IMF). There,
the issue is not only growth effects but also uncertainties about how the government will respond
in the event of debt problems.
In sum, the major advanced economies—the European Union, Japan, and the United States—
all provide decent economic performance to benefit their populations in terms of per capita
income and the after-tax distribution of income. Europe faces ongoing challenges regarding the
creation of jobs for people who want them. China has grown dramatically, and hundreds of
millions of people are enjoying standards of living that their grandparents would have never
imagined. However, as reflected in the Gini coefficient, this prosperity is not shared throughout
the society, and China still has hundreds of millions of people, perhaps a third of the population
or more, with very poor standards of living.
In sum, given China’s starting point, it appears that all major economies are fulfilling the
basic goals of economic competitiveness—providing a decent standard of living, or the hope of
one in the future—to the vast majority of their populations.
The measures discussed so far may benefit from global engagement but are not direct measures
of international competition, either by companies or countries. For that, we now turn to trade and
foreign direct investment, or cross-border investment with the purpose of controlling a business
(Table 1.3).
The United States is by far the largest trading economy among single countries and has
been so for decades. The 28 member countries of the EU constitute the largest unified trading
economy. In part, this is because trade among EU members—such as German exports to Italy,
and French exports to Poland—are counted as international trade. However, even excluding this
intra-EU trade, the EU is the largest trader and the largest exporter. Certainly, one reason the
United States is the largest single-nation trading economy is because it is also the largest
importer and runs a substantial trade deficit. However, it is also a substantial exporter.
Although the United States is the largest single-nation trading economy, it is far less
dependent on trade than the other countries, with trade amounting to only 27 percent of
U.S. GDP in 2018. In all four major economies, trade relative to GDP was far higher in 2010
than in 1990, but in the United States and China it has since receded. As of 2018, when
considering only extra-EU trade, China’s, the European Union’s, and Japan’s trade dependence
were all similar, at 38 percent, 35 percent, and 37 percent, respectively. This suggests they are all
more vulnerable to international economic turbulence than the United States would be.
These major economies are intertwined. In 2017, Japan sent 49 percent of its goods exports
to the other three major economies. For China, this figure was 42 percent; for the EU it was
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Table 1.3. International Economic Indicators for the World’s Leading Economies
Country
Total trade ($B)
China
European Union
European Union—extra-EU
Japan
United States
Total trade relative to GDP (%)
China
European Union
European Union—extra-EU
Japan
United States
Exports of goods and services ($B)
China
European Union
European Union—extra-EU
Japan
United States
Imports of goods and services ($B)
China
European Union
European Union—extra-EU
Japan
United States
Outward FDI stock ($B)
China
European Union
European Union—extra-EU
Japan
United States
Inward FDI stock ($B)
China
European Union
European Union—extra-EU
Japan
United States

a

1990

2000

2010

2018

104
3,931
—
616
1,151

351
5,967
2,225
978
2,523

2,985
12,898
5,113
1,662
4,201

5,199
16,744
6,601
1,855
5,624

29
52
—
20
19

29
67
25
20
25

49
76
30
29
28

38
89
35
37
27

57
1,982
—
320
535

190
2,989
1,074
524
1,075

1,604
6,532
2,550
870
1,853

2,651
8,662
3,452
929
2,501

47
1,950
—
296
616

161
2,979
1,152
455
1,448

1,381
6,367
2,563
792
2,348

2,548
8,082
3,149
925
3,123

4
976
—
201
732

28
2,907
—
278
2,694

317
9,137
5,595
831
4,810

1,482
10,632
8,376
1,520
7,799

21
884
—
10
540

193
2,322
—
50
2,783

588
7,357
4,171
215
3,422

1,491
9,124
7,114
207
7,807

SOURCES: World Bank, World Development Indicators (WDI), data downloaded July 18, 2019; Eurostat, “European
Union Balance of Payments—Quarterly Data (BPM6) [bop_eu6_qt],” 2019, data downloaded July 18, 2019; Eurostat,
“Archive: Foreign Direct Investment Statistics,” Statistics Explained, March 19, 2018; Eurostat, “The Net Investment
Position of the EU down at €1, 100 Billion,” news release 200/2018, December 20, 2018; United Nations Conference
on Trade and Development, UNCTADStat, data downloaded July 18, 2019; Board of Governors of the Federal
Reserve, U.S./Euro Foreign Exchange Rate (DEXUSEU), undated, data downloaded July 18, 2019.
NOTES: All data are in billions of nominal dollars. The following applies to all variables except the extra-EU
European Union trade in 2000, 2010, and 2018 and the extra-EU European Union FDI in 2010 and 2017. Total
trade is exports of goods and services plus imports of goods and services on a balance of payments (BOP)
basis except for Japan in 1990, which is on a non-BOP basis; exports of goods and services is WDI variable
BX.GSR.GNFS.CD except for Japan in 1990, which is WDI variable NE.EXP.GNFS.CD; imports of goods and
services is WDI variable BM.GSR.GNFS.CD except for Japan in 1990, which is WDI variable NE.IMP.GNFS.CD.
FDI data from UNCTADStat were not available for 2018. The variable trade relative to GDP is trade, as described
above, relative to GDP for the geographic entity using GDP variable NY.GDP.MKTP.DC.
Extra-EU trade for the European Union in 2000, 2010, and 2018 is from Eurostat and is specifically for goods and
services credits and debits as recorded in “European Union Balance of Payments—Quarterly Data.” Values for
extra-EU trade and FDI were in euros and were converted to dollars using annual exchange rates from the Board of
Governors of the Federal Reserve System via FRED.
a
2017 for FDI.
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33 percent, and for the United States it was 31 percent.21 For goods imports, the figures for
China, the EU, Japan, and the United States were 31 percent, 38 percent, 47 percent, and
46 percent, respectively.
As high-income economies, the EU and especially the United States specialize in services
exports, so their trade exposure is even higher than indicated by the goods exports figures. For
example, in 2017, the United States sent 35 percent of its goods and services exports to the three
major economies, compared to 31 percent of goods exports.22 But it received 46 percent of its
goods and services exports from those economies, the same share as its goods exports.
Finally, consider FDI, which is cross-border investment aimed at controlling a business. The
United States is the single-largest investor among individual countries. The U.S. lead means that
U.S. companies—not the United States as a country—own a larger share of foreign businesses
than do companies from other countries. In the reverse direction, the United States is also the
largest site of inward FDI. As with trade, FDI is intertwined among the major advanced
economies.
The European Union is also a major investor. As with trade, FDI within the European Union
is considered international. Considering just FDI from the European Union to countries outside
the EU, the European Union is a larger investing entity than is the United States. Considering
just FDI from countries outside the EU to the EU, the United States remains a larger host of
investment by multinationals.
Numerous other international economic indicators are relevant but are not included in
Table 1.3. One is a financial measure. The U.S. dollar constitutes the majority currency in
international reserves—foreign currencies held by other countries—and is the dominant currency
used in international trade transactions. The international use of the dollar has allowed the United
States to borrow more easily and to exercise leverage with financial sanctions when it sees fit to
do so.
In sum, the United States is still the world’s leading economy on a number of dimensions of
international transactions. It is the largest single-nation trader, the largest single-nation investor,
and the dominant financial hub in the world. This certainly contributes to aggregate domestic
economic prosperity. The open question is how it translates into international power.

21

United Nations, UN Comtrade Database, 2019a. The data were downloaded July 24, 2019. Reexports and
reimports are excluded from these calculations.

22

U.S. Bureau of Economic Analysis, “U.S. Trade in Goods and Services by Selected Countries and Areas,
1999–Present,” Excel spreadsheet, last updated June 19, 2019. Another 26 percent of exports went to Canada and
Mexico, and 24 percent were received from Canada and Mexico.
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Chapter 2. Strategic Competition in Economics

Economists have long debated exactly what is meant by competitiveness. The issue enters
into the realm of strategic competition among nations because one view holds that competitiveness
relates to the global market position of a national industry. In the United States in the late 1980s
and early 1990s, this pertained largely to the global position of high-technology industries.
For example, in 1990, the Senate Finance Committee asked the U.S. International Trade
Commission (USITC) to study the global competitiveness of the U.S. telecommunications,
semiconductor manufacturing and testing equipment, and pharmaceuticals industries. Furthermore,
the reports were to include information on foreign-government policies to make their own
industries globally competitive, existing or proposed U.S. government policies to keep or make
American industries globally competitive, and impediments in the U.S. economy that might
inhibit competitiveness.1 The USITC defined competitiveness to mean the ability of a company
or industry “to sustain relative global market position (sales volume and market share) and profit
performance in the context of rapidly changing technology and markets.”2
The United States was not the only economy concerned with global competitiveness. In what
was then the European Community, a landmark European Commission white paper noted that
for employment prospects in the European Union to improve, the global competitiveness of
European industries must improve. It called for national and European Community authorities
not only to provide a favorable environment for business, but to promote international
competitiveness.3
In many cases, those writing about the need to pay attention to international competitiveness
said that domestic economic policies were the most important element in national economic
well-being. For example, one noted author wrote, “Flawed domestic choices, not unfair foreign
trading practices, are the main cause of the nation’s long-run economic slowdown.”4 Another
wrote, “Ninety-three percent of economic success or failure is determined at home with only

1

U.S. International Trade Commission, Global Competitiveness of U.S. Advanced-Technology Manufacturing
Industries: Semiconductor Manufacturing and Testing Equipment, Report to the Committee on Finance, United
States Senate, on Investigation No. 332-303 Under Section 332(g) of the Tariff Act of 1930, USITC Publication
2434, September 1991.
2

U.S. International Trade Commission, Global Competitiveness, p. 1-1.

3

European Commission, Growth, Competitiveness, Employment: That Challenges and Way Forward into the
21st Century: White Paper, Luxembourg: Office for Official Publications of the European Communities, 1994.
4

Laura D’Andrea Tyson, Who’s Bashing Whom? Trade Conflict in High-Technology Industries, Washington, D.C.:
Institute for International Economics, November 1992, p. 2.
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seven percent depending on competitive and cooperative arrangements with the rest of the
world.”5
However, behind the competitiveness arguments were a variety of propositions: A nation
benefited from success in high-technology industries, with those benefits including higher
productivity and correspondingly high-wage jobs. Meeting the test of international markets was
essential to the success of these industries. Furthermore, there was significant government
involvement in trade in the products of those industries worldwide; therefore, traditional trade
policies were no longer helping produce prosperity. As a result, governments needed to design
policies to help those industries sell into foreign markets.6 For the European Community, the
policy response was to also include finding a new balance between competition and cooperation,
including carefully fostering strategic alliances to allow European firms to counterbalance their
U.S. and Japanese competitors.7
This focus on competitiveness reached its 1990s peak with a debate sparked by Paul
Krugman in a Foreign Affairs article called “Competitiveness: A Dangerous Obsession.”8 He
wrote that the idea that a country’s economic success is determined by how well it performs in
world markets is “flatly wrong. That is, it is simply not the case that the world’s leading nations
are to any important degree in economic competition with each other, or that any of their major
economic problems can be attributed to failures to compete on world markets.”9 Among other
issues he raised were the fact that a trade deficit can be a sign of economic strength, that
countries are not corporations, that trade can be mutually beneficial—so that simply having a
larger market share is not necessarily a sign of success—and that, most important, it is domestic
productivity that determines domestic standards of living, and this is only loosely connected to
performance on world markets.
The reaction was swift from those arguing that international competition and industrial policy
were important. In essence, the argument was that advanced technology sectors are the source of
well-paying jobs and productivity increases, that the United States should introduce policies to
foster those sectors, and that ensuring that America does have strong, internationally competitive
technology sectors will strengthen growth prospects.10

5

Lester Thurow, “Microchips, Not Potato Chips,” Foreign Affairs, July/August 1994.

6

Tyson, Who’s Bashing Whom?; Thurow, “Microchips, Not Potato Chips.”

7

European Commission, Growth, Competitiveness, Employment, pp. 75–76.

8

Paul Krugman, “Competitiveness: A Dangerous Obsession,” Foreign Affairs, March/April 1994, pp. 28–44.

9

Krugman, “Competitiveness,” p. 30.
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Thurow, “Microchips, Not Potato Chips.” In his Foreign Affairs article, Thurow referred to the competitiveness
and industrial policy advocates as “the gang of eight” and mentioned President Bill Clinton, British Prime Minister
John Major, European Commission President Jacques Delors, Clinton Secretary of Labor Robert Reich, Clinton
Council of Economic Advisers Chair Laura D’Andrea Tyson, Clinton U.S. Trade Representative Mickey Kantor,
Clinton Health Care Task Force head Ira Magaziner, and himself.
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The argument about the need for industrial policy and national coordination died out for a
time, in particular during the rapid development of the internet and telecommunications sectors,
which suddenly seemed to emerge and succeed internationally without coordinated government
policy. But it has never gone away. Notably, the government was involved in the development of
the internet, but not with the goal of having it develop the way it did. The Advanced Research
Projects Agency (ARPA), now the Defense Advanced Research Projects Agency (DARPA),
demonstrated the ARPANET network in 1969,11 and in 1973, initiated a research program to
enable computer networks to communicate across what were known as packet networks.12 This
program resulted in the Transmission Control Protocol and Internet Protocol, or TCP/IP Protocol
Suite. In 1986, the National Science Foundation initiated the NSFNET, now an important internet
backbone communication service. Civilian industry eventually became involved and the internet
took off as a public resource. In the absence of some initial government funding, the internet may
not have developed the way that it did and the United States might not be the dominant player in
information technology.
However, even successfully targeting a sector and succeeding at creating it might not have an
appreciable effect on an economy. The creation and support of the aviation company Embraer in
Brazil is a good illustration: Created in 1969, Embraer was the world’s largest producer of
regional jets in 2018.13 And Brazil certainly has grown, but out of 97 countries with available
data, its growth of per capita GDP between 1969 and 2016 was ranked 37, behind less
technology-focused Latin American and Caribbean countries such as Dominican Republic,
Panama, Chile, Paraguay, Colombia, Costa Rica, and Uruguay. Furthermore, Brazilian growth
has largely leveled off—per capital GDP in real terms in 2010 U.S. dollars was $10,244 in 2007
and $10,869 in 2016.14 Brazil created a technologically advanced, globally competitive
company, but it remains an open question as to whether those resources might have been better
used for measures that might have had a broader-based effect.
For most economists, competitiveness is now taken to mean a focus on domestic economic
policies in support of the ability to spur increases in productivity and standards of living. For
example, one set of authors described competitiveness as based on three sets of policies: social
infrastructure and political institutions, monetary and fiscal policy, and national business
environment.15 Likewise, the World Economic Forum, which produces the Global Competitiveness
Report, defines competitiveness as the “set of institutions, policies, and factors that determine
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the level of productivity of an economy, which in turn sets the level of prosperity that the
economy can achieve.”16
Despite that convergence, disagreements remain, largely focusing on which institutions,
policies, and factors governments should support. At one end of the range are spending and
programs that are unrelated to specific industries or technologies, such as infrastructure and
education. Framed this way, achieving competitiveness is closer to competition as outcome
rather than competition as objective. There are actions, but they are broadly aimed and intended
to improve aggregate outcomes. At the other end of the range, the choice of institutions, policies,
and factors may include spending and programs that are more targeted toward specific industries
or technologies. Framed this way, achieving competitiveness is closer to competition as action.
One new test case is the rise of China. Although there remains little evidence of economists
saying countries compete, some have said that the United States and other countries are right to
confront China’s policies and even to counter its economic dominance.17 This point of view is
discussed further below.
In addition, the gulf between economists on the one hand and technologists and analysts of
geopolitics on the other appears to be incompletely bridged. For example, in 2011, Krugman
once again criticized the focus among policymakers on competitiveness, noting that countries are
not like corporations, competing in the global marketplace, but advocating broad-based efforts
on education and spending to improve national productivity.18 And, as in 1994, the response
by others to this argument was that actually countries compete to take global leadership in
technology sectors, and that they should do so to maintain national economic performance.19
Whether and how much governments should support industries in their nations to compete to
host technology sectors that dominate global markets is a matter of debate. What is clear,
however, is that they do compete to do so, as discussed next.
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Chapter 3. Economic Competition Beyond Competitiveness

Countries conduct economic competition in a number of different ways. They compete for
export markets and inward FDI, echoing seventeenth- and eighteenth-century mercantilism. They
compete to develop leadership in technology-intensive industries. They also compete to make
sure standards that are favorable to their industries are adopted more widely. These domains of
competition fall under competition as action.

Competing for Markets and Money
Nearly all countries compete for export markets and inward FDI. Competition for export
markets can come in several forms, including some type of subsidized finance, direct help by
government officials, and state-owned enterprises competing in markets.
In the realm of export finance, countries often have established institutions. Every single
member of the Organisation for Economic Co-operation and Development has such an
institution.1 In the United States, that institution is the Export-Import Bank of the United States;
in Korea, it is the Korea Trade Insurance Corporation; in Belgium, it is Credendo.
Such organizations do not exist only in the advanced countries. The most well-known trade
finance organization from the developing world is the Export-Import Bank of China, and it
illustrates the way countries compete aggressively to open and expand export markets.
Founded in 1994, the China Export-Import Bank operates directly under the leadership of
the State Council with the mission to “facilitate national development strategies” and provide
financing for “foreign trade, cross-border investment, the Belt and Road Initiative, international
industrial capacity and equipment manufacturing cooperation, science and technology, cultural
industry, ‘going global’ endeavors of small and medium enterprises, and the building of an open
economy.”2 Certainly, the loans from the bank have the potential to help recipients, although
they also help Chinese companies, which tend to get hired for bank-funded projects and use
Chinese labor. However, the bank’s activities, in particular subsidized finance, can make it far
more difficult for companies operating solely with market-based finance to sell to export markets
or win construction contracts (with construction as a form of services export) and could provide
China leverage over host governments. In addition, the portfolio of the bank tends to be far less
transparent than that of Western export finance agencies.3
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Countries also provide direct advice to exporters. For example, the U.S. Commercial Service,
part of the U.S. Department of Commerce, provides customized export assistance, including
promotional events, trade show representation, and trade missions.4 Likewise, Austrade, the
Australia Trade and Investment Commission, offers tailored services to Australians aiming to
export to growing markets, largely in the developing world.5
Related to export promotion, countries try to promote their companies to work on major
construction and infrastructure projects. In China, the Export-Import Bank plays that role to a
large degree. In the United States, not only does the U.S. Commercial Service help with that but
a different agency, the Trade and Development Agency, focuses on the range of goods and
services U.S. companies can supply to development projects in emerging economies. The agency
particularly targets the energy, transportation, and telecommunications sectors.6
Notably, despite well-known benefits of imports, countries do not publicly vie for imports.
However, trade policymakers recognize the benefits and will use opportunities to lower trade
barriers as a way to make their country a more inviting global market destination.
Just as countries try to promote exports in a perceived zero-sum competition, they also try to
attract investment from abroad. Singapore pioneered the aggressive pursuit of FDI for development
purposes and economic growth (although it certainly did not pioneer the search for foreign
investment). At the time of Singapore’s independence, in 1965, most developing countries were
following a development strategy of import-substituting industrialization by building up local
industrial capacity to serve the local market. Shortly after independence, Singapore was one of
the few countries to reject this policy and instead turn toward export-led industrialization and the
attraction of subsidiaries of multinational corporations.7 The result has been spectacular, with
Singapore per capita GDP in 2010 dollars growing from the equivalent of $3,900 in 1965 to
slightly above $52,000 in 2015, a compound rate of 5.3 percent a year, the fourth fastest-growing
country during that period. For comparison, U.S. per capita GDP in 2010 dollars in 2015 was
slightly below $52,000.8
Based in part on the success of Singapore and other rapidly growing Asian economies, China
embarked on its reform in the late 1970s and started seeking foreign investment. It established
four special economic zones to attract FDI, expand exports, and bring in new technology.9
Although not the whole story, investment attraction certainly contributed to China growing even
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faster than Singapore after 1965, albeit from a very low base, with nearly all of China’s growth
occurring after 1980. Of all countries with available data, China grew the fastest in terms of per
capita GDP from 1980 through 2016, with per capita GDP in 2010 dollars of $187 in 1965 and
$6,500 in 2015.
The competition for FDI is now ferocious with not only countries but subnational regions
vying for foreign investment. One of the leading trade magazines aimed at helping investors
recognizes top national and subnational investment promotion agencies based on responsiveness
to inquiries, knowledge and language diversity, databases of sites and incentives, information on
permitting and processes, access to recent investors, protection of investor confidentiality, afterinvestment service, and website.10 In 2016, the top national agencies were those from Slovenia,
Turkey, Korea, Malaysia, Costa Rica, Nicaragua, Ireland, Portugal, Morocco, and South Africa.
The best subnational agencies did not necessarily come from the countries with the best national
agencies. They included the agencies of Izmir, Turkey; the Aegean Free Zone in Izmir; Hong
Kong; Shanghai; the Panama Pacific Special Economic Area; Bogota, Colombia; SaxonyAnhalt, Germany; Copenhagen; Dubai; and Sharjah, United Arab Emirates.

The Innovation Race
Exports and FDI are measurable, and so the competition is easy to watch, which makes it
relatively easy to see on a transaction-by-transaction basis which countries are doing best.
However, these efforts may not always make an appreciable difference to aggregate economic
performance for most countries. Size of economies and distance to markets are the two variables
with the strongest relationship to size of trade and investment flows, and all the export and
investment promotion in the world cannot change distance and, except in rare instances, do not
have large effects on overall size of the economy.
A less measurable area in which nations compete is the development and domination of new
technologies. Certainly, ex post, it is possible to see which countries host the dominant firms in a
technology area and where the most technologically advanced products come from. But even more
than with exports or investment, tracing the pathway from government action to technological
dominance is difficult.
The United States has led in technology and innovative industries for decades. Examples
include the creation of the internet, the tablet computer, and the smartphone, as well as various
web-based services and companies such as Amazon, Facebook, Google, and Twitter. Although
China has Alibaba and Taobao in lieu of Amazon, Russia has VKontakte in lieu of or in addition
to Facebook, China has Baidu in lieu of Google, and China has Weibo in lieu of Twitter, these
are normally described as foreign versions of the U.S. company; the U.S. company is almost
never described as the U.S. version of the foreign company. Furthermore, use of the non-U.S.
10
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versions is generally limited to a country or a region; the U.S. company or service has worldwide
use when it is not blocked by a government.
Technology competition was at the root of the original wave of the competitiveness debate,
and it has reemerged, particularly with China’s rise. China has become strong in a variety of
areas of innovation, science, and technology, and at least some analysts believe it will rival if not
surpass the United States.11
Some of this increase in innovation capacity can be seen in counts of patents granted
(Figure 3.1). From only 42 patents granted to Chinese nationals in 1985 (not shown), the total in
2017 was almost 353,000, placing China as the leading patenting country. China took the lead in
2015, when it passed Japan.
Figure 3.1. Total Patent Grants
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However, many of these patents were granted in China, and Chinese patent standards are
considered to be lower than standards elsewhere.12 Accordingly, another way to evaluate Chinese
patents is to consider triadic patent families, which can be taken to be a measure of high-quality
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patents. According to the OECD, “Triadic patent families are a set of patents filed at three of
these major patent offices: the European Patent Office (EPO), the Japan Patent Office (JPO) and
the United States Patent and Trademark Office (USPTO). Triadic patent family counts are
attributed to the country of residence of the inventor and to the date when the patent was first
registered.”13 Analysts of patents generally consider filings in multiple offices as a sign of
quality.14
By this measure, Chinese quality patent activity is still much lower than that of the patent
leaders, Japan, the United States, and the European Union (Figure 3.2). However, Chinese
Figure 3.2. Triadic Patent Families

Number of Triadic Patent Families

25,000
20,000
15,000
10,000

0

1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016

5,000

China

EU28

Japan

USA

SOURCE: Organisation for Economic Co-operation and Development, “Triadic Patent Families,” webpage and
database, 2019.
NOTES: According to the OECD, “Triadic patent families are a set of patents filed at three of these major patent
offices: the European Patent Office (EPO), the Japan Patent Office (JPO) and the United States Patent and
Trademark Office (USPTO). Triadic patent family counts are attributed to the country of residence of the inventor and
to the date when the patent was first registered” (OECD, 2018). Triadic patent families can be taken to be a measure
of high-quality patents.
13

Organisation for Economic Co-operation and Development, “Triadic Patent Families,” webpage and database,
2019.
14

David Popp, “Using the Triadic Patent Family Database to Study Environmental Innovation,” Organisation for
Economic Co-operation and Development, 2007; Jay Shambaugh, Ryan Nunn, and Becca Portman, “Eleven Facts
About Innovation and Patents,” Economic Facts, The Hamilton Project, Brookings Institution, December 2017. Note
that multiple filings do not always mean high quality. Research on the quality of patents filed under the patent
cooperation treaty (PCT), another form of international patenting, found that while Chinese-origin PCT patents have
risen, they are of lower quality than patents from other countries, and the quality has been decreasing (Philipp
Boeing and Elisabeth Mueller, “Measuring Patent Quality in International Comparison—Index Development and
Application to China,” Discussion Paper No. 15-051, ZEW: Zentrum für Europäische Wirtschaftsforschung GmbH,
Centre for European Economic Research, July 2015).

20

innovators are catching up to other major patenting countries. From less than 100 such patents
each year between 1985 and 2000, Chinese triadic patent families rose to 3,890 in 2016, but still
well below the European Union (13,660), the United States (14,221), and Japan (17,391).
All major economies appear to try to boost their technology industries globally. In the
European Union, such sentiments can be found in the 2017 industrial policy strategy.15 Much of
the document focuses on strengthening industry within the European Union. But the policy
document also discusses making the EU the global leader in such industries as “next-generation
digital technologies”; gaining “a first-mover advantage and global competitive edge” by quickly
adopting fifth-generation (5G) connectivity; and maintaining leadership in “green production and
clean energy technologies.”16 Global market share is noted, with Europe having world market
share of 33 percent in robotics and 55 percent in automotive semiconductors, among other
industries.17 A separate, earlier space strategy document aims to “promote Europe’s global
leadership in space and increase its share on world space markets.”18 As for exactly what
leadership means, European Commission President Jean-Claude Juncker was quite clear in his
2017 State of the Union address: the industrial policy strategy is meant to help EU industries stay
or become “number one in innovation, digitisation and decarbonization.”19
In the United States most recently, this concern about competition for technology industries
manifested itself in the President’s Council of Advisors on Science and Technology (PCAST)
during the administration of President Barack Obama. The council dealt with a variety of issues,
many of which did not relate to the economy.20 However, it also considered how to maintain or
establish U.S. global leadership in select industries.
For example, in 2011, the council issued a report aimed at ensuring U.S. leadership in
advanced manufacturing.21 The report argued against an industrial policy supporting specific
companies or sectors but instead advocated a more general innovation policy. However, the
report did recommend supporting specific technologies, such as by coinvesting in public-private
partnerships to help the development of “broadly applicable technologies with transformative
potential.”22
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One of PCAST’s last reports was aimed at ensuring American leadership in semiconductors.23
The report noted that progress in semiconductors has fostered new industries and benefited the
U.S. and global economies. It also noted that semiconductors were critical to U.S. defense and
that cybersecurity relied on the integrity of this technology. But one of the chief motivators for
concentrating on U.S. leadership in semiconductors was competition from another country,
particularly the way that country was competing: “… Chinese industrial policies aimed at
achieving a global leadership position in semiconductor design and manufacturing through
nonmarket means, together with the steady growth in Chinese domestic semiconductor
consumption, are now compounding those challenges.”24 Although again not recommending a
detailed industrial policy, the report did advocate that the U.S. government develop and execute
a strategy to both sustain U.S. leadership and drive innovation and specifically to select
challenges for innovation on which government, industry, and academia can collaborate.25
The administration of President Donald Trump has continued efforts to maintain and expand
U.S. global technology leadership, although through different means. A primary method has
been an investigation of China’s technology practices under Section 301 of the Trade Act of
1974. In a report released in March 2018, the Office of the U.S. Trade Representative (USTR)
wrote that China is seeking global leadership in a variety of technologies and that the United
States needed to maintain leadership in such sectors as semiconductors and integrated circuits.26
In part because of the findings of the report and because of the general geostrategic competition
with China, the Trump administration as of July 2019 had undertaken a process to raise tariffs on
numerous Chinese products and had instituted dispute settlement at the World Trade Organization
(WTO).27 It had also considered restricting Chinese investment in the United States, but opted
not to target China specifically, instead deciding to strengthen both the process for reviewing
security implications of foreign investment and export controls.
The focus on China comes in the wake of a major new policy document from that country,
also focused on triumphing in international competition. In May 2015, China unveiled the “Made
in China 2025” document, a ten-year plan, to be followed by two more plans, to “transform
23
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China into a leading manufacturing power by the year 2049,” the 100th anniversary of the
founding of the People’s Republic of China.28 The plan focuses on ten sectors specifically: “new
information technology, numerical control tools and robotics, aerospace equipment, ocean
engineering equipment and high-tech ships, railway equipment, energy saving and new energy
vehicles, power equipment, new materials, biological medicine and medical devices, and
agricultural machinery.”29 For each of these sectors, China intends to improve innovation,
integrate information technology, foster Chinese brands, and have greener processes, among
other tasks. In sum, the plan has nine tasks, ten key sectors, and five major projects.30
There have been instances of cooperation between foreign companies and China regarding
Made in China 2025. For example, Chinese Premier Li Keqiang noted the construction of a
demonstration production line in Shenyang as a result of cooperation between Germany’s
Industrie 4.0 plan (that country’s plan for digital manufacturing) and Made in China 2025.31
In addition, there is general agreement that China has every right to aim for technological
development and stronger innovation as part of its development process.32 But foreign countries
have been more likely to view Made in China as an attempt to unfairly take global leadership in
advanced industries.
For example, the European Chamber of Commerce in China noted that the policy tools to be
employed in the plan run counter to fair market competition. These include pressure to turn over
advanced technology in exchange for market access, government subsidies to Chinese businesses,
and constrained market access for foreign businesses.33 Likewise, the U.S. Chamber of Commerce
contrasts China’s plan with Germany’s previously mentioned Industrie 4.0, because the Chinese
plan provides preferences to domestic industry whereas the German plan does not.34 The U.S.
Chamber of Commerce cites three characteristics of the 2025 plan: (1) reinforcing government
control of important parts of the economy, (2) intensifying preferences for domestic industry,
and (3) targeting global market share. The end result is to “leverage the power of the state to alter
competitive dynamics in global markets in industries core to economic competitiveness.”35
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So it is clear that all major economies aim in one way or another to advance their industries,
particularly technology industries. Businesspeople and policymakers from Europe and the United
States would say that their methods are market-based and provide for fair competition, whereas
Chinese methods do not. The Chinese may differ in this assessment. The additional question
about all of these plans is whether they actually work, serve as wasteful distractions, or come
somewhere in the middle.
Made in China 2025 is not the only grand plan from China. Consider a brief case study of
artificial intelligence (AI) in China. Following the release of Made in China 2025, the State
Council in 2017 released a national strategy for the development of AI. It called for China to
become “a global innovation center” by 2030.36 According to one translation of the State Council
document, the hope is to develop a first-mover advantage, “lead the artificial intelligence
development trend of the world, serve . . . economic and social development, support national
security, and promote the overall competitiveness of the country and leapfrog development.”37
(Notably, the United States, the European Union, Japan, and the United Kingdom also have plans
related to AI.)38
Some analysts and technologists in the United States say they believe China can succeed at
attaining AI leadership. For example, one characterized China’s AI efforts as “the first credible
threat to United States technological supremacy since the Soviet Union.”39 He called for
significant increases in U.S. funding of research and development. Another author noted that by
early 2018, China’s efforts had advanced dramatically, featuring a close partnership between
state support and businesses. But the author did note that it is not at all certain that China will
succeed in its AI ambitions.40
And that is exactly right—there is no way to tell whether China will succeed and even
whether the Chinese system of politics and economics can lead the world in an innovative area.
A recent analysis of China’s AI efforts casts some doubts.41 Consider four factors necessary
for AI development: (1) hardware, specifically chips; (2) data; (3) research and algorithm
development; and (4) a commercial AI ecosystem. Advancing in each of these areas involves
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state subsidies and encouragement, foreign alliances and acquisitions, and training and attraction
of talent, among other actions.
This analysis finds that China lags the United States on every driver except for availability of
data. And for this factor to provide a meaningful edge, data would have to be more than four
times as important as the other three factors in AI development.
In each area, China lags in different ways. And even the data edge is not clear. For example,
despite significant efforts and advances at chip development, including state-directed theft of
intellectual property (IP), China still lags well behind in certain types of hardware needed for
AI and is thus dependent on foreign supplies.42 China’s data policies cut it off from global data
sharing, which may prove important to international AI development efforts. Even with its
sizable production of technologists and scientists, China as of early 2018 had only about half the
pool of AI researchers that the United States had.43 And even though China’s commercial
ecosystem is well funded, the number of high-quality start-ups appears to be well below that
in the United States.44 Given global complaints about China’s technology-acquisition and
IP practices, and suspicions about China’s intentions, it will likely be easier for U.S., European,
and Japanese firms to collaborate internationally on AI than it will be for Chinese firms.
China’s efforts at AI leadership, U.S. efforts at directed semiconductor leadership, and the
efforts of other countries to retain or develop leadership in technologies via a coordinated,
whole-of-society plan raises the question of whether these plans actually work. There is still
tremendous disagreement about where truly breakthrough innovations come from.
There appears to be widespread agreement that broader factors related to the organization of
an economic system are important, rather than specific investments for specific technologies.
One of these factors has become known as a national innovation system.45 Although there are
efforts to help countries develop innovation systems, there is a lack of agreement about the
content of those systems. One study of breakthrough innovations in the United States between
1970 and 2006 found that behind such innovations were networks of organizations and
government financing, although the latter has been highly decentralized rather than being
delivered as part of top-down, coordinated plans. Over time, the importance of start-up firms
increased. And the division between basic and applied science appears to not be relevant, with
some basic scientific discoveries rapidly transforming into commercial applications and work on
applied problems generating basic scientific discoveries.46
42

Ding, “Deciphering China’s AI Dream,” pp. 23–24.

43

Ding, p. 26.

44

Ding, p. 27.

45

Organisation for Economic Co-operation and Development, National Innovation Systems, Paris: OECD, 1997.

46

Fred Block and Matthew R. Keller, “Where Do Innovations Come From? Transformations in the U.S. Economy,
1970–2006,” in Knowledge Governance: Reasserting the Public Interest, Leonardo Burlamaqui, Ana Celia Castro,
and Rainer Kattel, eds., London: Anthem Press, 2011.

25

A second broad factor is the receptivity of the economy and society to new innovations.47 In
the words of economist Fredrik Erixon:
The concept of innovation has basically two elements. The first one is technology
creation; that we have scientists and inventors that generate new and bold
inventions that are going to help to solve problems in better ways. . . . But the
other component of innovation, following the concept of innovation from
economists Joseph Schumpeter and many others, is about the economy, and it’s
about the capacity of the economy to basically take the technologies that are
being created and run with them and make them basically ripple through the
economy in a way which forces everyone—labor, capital, investors,
48
governments—to perform better.

And that type of absorption has less to do with direct government investments and programs
regarding specific technologies and more to do with the degree of competition among firms, the
concentration of ownership, the nature of the ownership of firms—financial institutions versus
owner-operators who have a greater tolerance for uncertainty and a better understanding of the
operations of the firm, and even the pace of new firm formation.
Other factors related to the overall business environment are important.49 They include laws
regarding firm formation and, perhaps counterintuitively, dissolution. For example, regarding
firm formation, fewer procedures and lower capital requirements are positively related to new
business formation.50 While bankruptcy laws make it easier to close a business and lay off the
workers in that business, they also make it easier to reallocate capital and skills to better uses.51
Across countries, bankruptcy laws that are more friendly to entrepreneurs are associated with
higher rates of new firm entry.52
In the 2019 World Bank Doing Business rankings, Japan, the United States, and six EU
countries are ranked among the ten best in term of resolving insolvency.53 An additional 11 EU
members are ranked between 11 and 30, including the United Kingdom, France, and Italy—the
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largest economies aside from Germany. China is ranked 61. Moreover, in China, with stateowned industry and strong government involvement even in at least some portion of the private
sector, businesses can be subsidized beyond the point of economic efficiency and never go
bankrupt. One outcome is what has come to be known as zombie firms—firms that without
government support would go bankrupt. In China, support for these firms leads to misallocation
of capital, higher levels of nonperforming loans at banks, and lower opportunity for more
efficient private-sector firms.54
In sum, regardless of whether countries would be better off by supporting specific innovations,
the fact is that they do compete to develop leadership in technology areas. But there are
indications that this type of competition is less important than domestic economic and social
policies that lead to innovation networks and partnerships and that foster competition and
absorption of innovations in the economy.

Standard Setting
Countries compete directly to expand market share in technology industries. But they also
compete indirectly through regulations and standard setting. Regulations, standards, and testing
and certification procedures that affect one country’s ability to trade with another are known as
technical barriers to trade.55 Such actions go beyond technology and can affect large parts of the
global economy. Two factors characterize economies that have power in setting regulations with
extraterritorial effect: mandatory for any company selling into a market and, in setting technical
standards, generally voluntary. First, it helps to be a major importer. A major importer can
require that any company selling to it must meet certain standards. Second, it helps to be willing
to set stringent standards. Although such standards may not be economically optimal, when
combined with a large market they can have large effects.
The European Union meets both of those conditions, and the result is that products that are
made in the United States meeting U.S. regulations and nonregulatory standards may need to be
retested and recertified to qualify for sales in the EU.56 An example of a regulation that has
extraterritorial effect for any company that wants to export to the European Union is food
traceability, the tracking of any type of food through production, processing, and distribution.57
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In the automobile industry, there are both small and large differences. European license plates
are different from American license plates, so bumper size must be adjusted for cars made in the
United States. Unlike the European Union, the United States requires energy absorbers in the
roof for protection in accidents, so cars made in the EU must be varied to meet U.S. standards.58
Requirements for different safety labeling are estimated to cost U.S. chemical exporters about
$475 million each year.59
All members of the WTO are bound by an agreement on technical barriers to trade. It
highlights the goal of avoiding unnecessary barriers to trade and encourages the use of
international standards. It recognizes that regulatory and other measures achieve public policy
goals, including protecting health and the environment, but they can also be used to limit
international competition.60 Because of these multiple purposes, and because such measures
are often complex, nontariff barriers under the guise of standard setting can favor domestic
producers that already comply with standards without necessarily triggering retaliation for
anticompetitive trade practices.
In the United States, the European Union, and other Western economies, standards are often
set by industry groups or independent standards bodies. Internationally, standards are set by the
International Organization for Standardization, the standards of which are often the basis for
national or regional standards. Besides the European Union, major standard setters are the United
States, the United Kingdom, and Germany.61
Because of the effect standards may have on the competitiveness of firms, China has been
increasing its participation in global standards-setting bodies.62 Rather than relying on voluntary
standards developed by the private sector, China’s standards-setting efforts tend to be state-led
and regulation-based, meaning the standards are mandatory. There are a number of possible
implications for competition. One is that the standards may lower the royalty rates for foreign
IP.63 Others have to do with China’s Belt and Road Initiative (originally known as One Belt One
Road, and still known as that in China), the agglomeration of policies, goals, and activities aimed
at connecting much of Eurasia with Africa and Europe. There, China’s activities may lead to the
adoption of Chinese standards for construction and data management, affecting non-Chinese
companies that want to take part in the Belt and Road Initiative.64
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Concluding Thoughts on Competition Beyond Competitiveness
Countries view competition in the global economy as fundamental to their future prosperity.
Often, this competition focuses on particular markets or industries, especially high-technology
industries. This competition is often couched in terms of global technology leadership and global
market share. Countries may also focus on standards, either directly to help their industries or to
meet other goals, with the indirect effect of helping their industries. Market share is well defined
for specific products. But leadership in a particular technology area is less well defined. The
final arbiter of leadership remains the ability of a country to foster domestic economic growth
that results in broad-based benefits. This suggests that despite a great focus on international
competition, domestic economic policies regarding such mundane matters as efficient
government spending, effective training programs, robust infrastructure, supportive education
policies, reasonable immigration policies, and sensible regulatory regimes retain primacy in
affecting economic power.

29

Chapter 4. Geopolitical Competition with Economic Tools

Economics as a field of competition involves not only the search for growth and markets. It
also includes using economic tools to further geopolitical goals. These uses have been dubbed by
one set of analysts, one with longtime foreign policy experience, as geoeconomics.1 They clearly
rest in the realm of competition as action. To be clear, this is not the use of economic tools to
improve a nation’s economy. Rather, it is “the use of economic instruments to promote and
defend national interests, and to produce advantageous geopolitical outcomes” as well as “the
effects of other nations’ economic actions on a country’s geopolitical goals.”2 This chapter
covers several of these tools, including sanctions, aid, and other select policies. Chapter 5 takes
a broader look at economic competition that may be considered geoeconomics as well.

Using Economics to Punish
Nations have a variety of economic tools to use for geopolitical leverage. A wide range of
economic actions fall under the category of sanctions, in which one nation bars certain economic
transactions with another. Sanctions are not an end in themselves. They can be instituted to
achieve four possible outcomes: compliance, to bring about a behavioral or policy change;
subversion, to destabilize or remove a government or regime; deterrence, to stop a country from
taking a specific action; and symbolism, to send a message to an international or even domestic
audience.3 Generally, sanctions are not meant to be permanent but to have a specific effect.
But economic actions can go beyond sanctions. Sanctions should be differentiated from other
actions to harm an economy (economic warfare) or economic actions in war, such as blockading
a country or bombing its ports and factories. Like all instruments of power, economic instruments
can be covert or overt. They are more effective if instituted by a dominant economy. They are
more effective if instituted multilaterally. By themselves, they rarely lead to victory in wartime,
but they can influence the policies of targets and, in wartime, degrade an adversary’s capabilities.
The most basic economic action a nation can take is to limit trade. Such trade sanctions can
be targeted at a particular sector or a particular country. They can be instituted by a single
country or multilaterally. They can bar exports or imports. And they can be offensive or
retaliatory. In most cases, they are aimed at shaping or changing behavior. Trade sanctions need
1
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not involve only goods. Travel is a form of services trade, and travel bans on specific individuals
are a standard economic action. An embargo constitutes an act of instituting comprehensive trade
sanctions. In this case, all trade with the target country would be prohibited.
Just as countries can limit trade, they can ban investment, either inward or outward. In
regulating inward investment, countries can take actions to guard against the offensive use of
investment, such as investment to acquire goods or knowledge that may build military capabilities.
The most well-known example of investment actions, although not sanctions, is the Committee
on Foreign Investment in the United States, which reviews foreign acquisitions in the United
States and can negotiate modifications to acquisition deals or recommend they be blocked
completely if they represent a security threat.4 Other forms of investment-related actions include
blocking the remittance of profits or interest, blocking the repatriation of capital, and
expropriating investments.
One contentious aspect of investment sanctions—and potentially of trade sanctions as well—
is that they can sometimes have extraterritorial effect. For example, a proposed U.S. ban on
investment in Russian energy export pipelines would affect European companies building Nord
Stream 2, a gas export pipeline from Russia to Germany.5 This is also an issue with financial
sanctions.
Related to investment sanctions, financial sanctions block financial relations with the target
of the economic action. With the dollar serving as the global reserve currency and the main
currency for international trade, the United States is in an unparalleled position to impose
financial sanctions. But it is not the only nation that can do so. Financial sanctions can be
extraordinarily invasive. The United States can block an institution’s access to the U.S. financial
system, effectively cutting it off from the international financial system because other banks will
be reluctant to do business with it, and largely cutting it off from the use of the dollar to settle
international transactions. In 2005, in an effort to affect North Korea’s behavior, the United
States blocked Macao-based, North Korea–linked Banco Delta Asia from the U.S. financial
system, leading most banks to cease doing business with it. The bank, which facilitated
transactions for North Korea, collapsed. After a series of negotiations, North Korea returned to
multilateral denuclearization talks.
This financial cutoff can also extend to entire countries, and such a cutoff is more effective
when it is multilateral. Sanctions against Iran in the period before the negotiation of the Joint
Comprehensive Plan of Action provide the best example of such comprehensive, multilateral
financial sanctions.
Many sanctions are overt: The sanctioning country states what it is doing and attempts to get
other countries to join. Economic actions can sometimes be taken overtly but deniably—that is,
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they are publicly stated not to be economic actions. China has carried out a number of those
types of actions. For example, during heightened tensions between China and Japan in 2010,
China blocked the export of rare earth elements to Japan but denied any embargo existed. Filing
an official pronouncement could have invited a case before the World Trade Organization.6
Another such case occurred in 2016, when the Dalai Lama, the spiritual leader of Tibetan
Buddhism, visited Mongolia. Because the Dalai Lama also represents the interests of those
opposed to Chinese rule over Tibet, China considers him a “splittist,” a “jackal,” and a “wolf in
sheep’s clothing.”7 After the 2016 visit, Chinese border towns raised transport fees on copper
and coal from Mongolia, leading to the suspension of shipments from a major Mongolian copper
mine. Subsequently, China closed border entries. In neither case did China cite the visit as the
cause; instead, a provincial document noted that the surcharges were levied to pay for port
infrastructure construction and maintenance.8

From Punishment to Economic Warfare
Economic actions used to coerce can accumulate and become economic warfare. The line
between the two is not distinct. One definition of economic warfare is “the conscious attempt to
enhance the relative economic, military, and political position of a country through foreign
economic relations.”9 This author notes that three important points are that actions are
purposeful, that they are aimed at a country’s relative position, and that they are in no way
guaranteed to succeed. Another definition is an “intense, coercive disturbance of the economy of
an adversary state, aimed at diminishing its power,” again highlighting goals beyond economic.10
Although actions may be taken against noneconomic assets, economic warfare is most often
designed to weaken an economy with the effect of reducing an adversary’s political and military
power.11
Although the goals of economic warfare are different from the goals of economic competition,
in that they include military and political goals rather than just economic goals, many of the tools
are the same. Economic warfare can include limitations to trade and investment, travel bans, and
in the case of actions instituted by the United States, limitations to the use of the dollar and the
U.S. financial system. But they can go well beyond these tools.
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For example, sanctions or embargoes to limit trade were described previously. In many cases,
these actions may prohibit trade between the nationals of the sanctioning country and nationals
of the sanctioned country. In other cases, they may prohibit trade by third parties with the
sanctioned country, although this act becomes more difficult to enforce. A more invasive step
would be a blockade, in which trade is physically stopped, thereby extending to all countries
attempting to trade with the targeted country. A blockade is considered an act of war and is often
used in wartime.12 Other more overt acts of economic warfare could include bombing of factories
or other economic assets, as the Allied powers did to Germany and Japan in World War II.
Economic actions can sometimes be taken covertly or deniably, and such actions against an
economic target illustrate the porous line between hampering a country’s economy as part
of economic competition and attempting to achieve political or military goals. In 2015, a
cyberattack on three Ukrainian electricity distribution companies caused 225,000 customers to
lose power.13 Although the cause has not been openly proved, Ukrainian and U.S. officials
attributed the attack to Russia.14 Russia more than a year earlier had annexed the Ukrainian
territory of Crimea and sparked a separatist war in eastern Ukraine. As of summer 2019, the
two countries were still at war.
Such attacks need not occur against an economic target, such as an electricity grid, more
directly illustrating the idea that economic warfare includes political and military dimensions.
For example, Stuxnet, a software virus, surreptitiously penetrated the uranium enrichment
centrifuges at Iran’s Natanz nuclear facility, causing the programmable logic controllers to
manipulate the speed of the centrifuges, which caused their failure. This incident received great
public attention in 2010. Hundreds of centrifuges were destroyed for reasons that were not
evident to Iran’s engineers, setting back the Iranian nuclear program significantly.15
Economic warfare may take place in the context of a military conflict, as in Ukraine, or in a
situation where there is no military conflict. The parties might not even agree that economic
warfare is taking place. For example, Iran has called U.S. actions against it economic war,
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although the United States has not identified its actions as such.16 Economic warfare can also be
considered one set of actions in hybrid warfare.17 Hybrid warfare is conflict across a range of
activities, including conventional warfare, irregular tactics, terrorist acts, and criminal disorder.18
Despite the destructive effect of the use of tools of economic war, there is little evidence that
by themselves they achieve military or political goals when an adversary’s core interests are
at stake, at least in the short to medium term. However, they can degrade an adversary’s
capabilities over the longer term and serve as an important contributor to a positive outcome.

Using Economics to Reward
The modern system of international aid arose shortly before the end of World War II with
the founding of the World Bank, known formally at that time as the International Bank for
Reconstruction and Development. Its initial purpose was to help rebuild Europe, and its first loan
went to France in 1947.19 In the 1950s and 1960s, it shifted its loans to Asia, Latin America, and
Africa. Although there was a focus on development, the World Bank and its sister institution, the
International Monetary Fund, were also used to reward regimes useful to the West in its Cold
War competition with the Soviet Union.20
Simultaneous with the growth of multilateral aid, bilateral assistance for developing countries
also started rising in the 1950s. In the United States, the 1950 Act for International Development
started aid to non-European countries. U.S. officials noted the act was a security measure, saying
that U.S. military and economic security depended on the economic security of other countries.21
The Soviet Union started its own aid program in the 1950s, as did other countries. Various
U.S. aid programs were brought together under the U.S. Agency for International Development
(USAID) in 1961.22 But this is not the sole U.S. agency that provides economic assistance. As
of 2018, the United States had numerous aid agencies and programs, including USAID, the
Millennium Challenge Corporation, the Trade and Development Agency, and even the
U.S. Department of Commerce’s Commercial Law Development Program, which aims to help
developing and post-conflict countries with commercial law development reforms.23
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Aid measurement and standards started to become formalized with the agreement of a
Common Aid Effort by the Development Assistance Group (now the Development Assistance
Committee) of what was then the Organisation for European Economic Co-operation (since
superseded by the OECD). The commitments about quality and delivery of aid are now generally
embodied in the Paris Declaration on Aid Effectiveness and Accra Agenda for Action.24 Standards
include such goals as using aid to fund the strategies that developing countries design, donor
country alignment and coordination, keeping procedures simple, and building capacity.
According to development data held by the OECD’s Development Assistance Committee, in
2017, countries around the world disbursed $178 billion worth of bilateral official development
assistance; multilateral institutions disbursed $41 billion.25 Official development assistance
consists of grants or loans on concessional financial terms offered by governments to promote
economic development or welfare.26
Among bilateral government donors, the United States was the largest in 2017 at $35 billion,
or 19 percent of the total from individual countries, followed by Germany at $25 billion, the
United Kingdom at $20 billion, and then Japan and France, both slightly more than $6 billion.
Despite these large amounts, they tend to fall short of a generally agreed-on benchmark of
0.7 percent of gross national income (although Switzerland and the United States, among others,
do not subscribe to this target).27 In 2017, for those five largest donors, official development
assistance as a percent of gross national income amounted to 0.18 percent for the United States,
0.66 percent for Germany, 0.70 percent for the United Kingdom, 0.23 for Japan, and 0.43 for
France.28
Two other contributions to international aid are worth noting. First, the United States
considers military assistance a form of aid and contends that when all forms of assistance are
included, the U.S. aid ratio is larger. Second, nongovernmental and private-sector organizations
disburse enormous amounts of aid. Among sources of private financial flows that are accounted
for as aid, the United States was by far the largest at $103 billion, well ahead of second-place
Japan, at $27 billion.29 And the United States hosts a large number of nongovernmental
organizations that provide aid and assistance. Of almost 315,000 public charities registered with
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the U.S. Internal Revenue Service in 2015, almost 6,700 were dedicated to international causes,
with revenues of $38.5 billion and expenses of $34.5 billion.30
Despite the Paris Declaration and Accra Agenda, and even though aid has been used to help
countries develop, aid has always had foreign policy goals that can be viewed through the lens of
strategic competition. Goals have included winning allegiance and obtaining favorable support
for donor nations and their policies.31 U.S. foreign aid historically has had three rationales:
U.S. national security, including countering communism, supporting peace initiatives, and
countering terrorism; commercial interests, including promoting U.S. exports and improving
the global economic environment; and humanitarian purposes.32
Europe has also relied on aid for specific purposes. Since 2016, the European Union has
increased its aid to Africa in an effort to stem the flow of migrants. The aid is designed with two
purposes: to improve conditions in Africa so people do not migrate, and to reward governments
that help halt migrants.33
Despite the apparent generosity, aid can have negative consequences in terms of political
goals. Praising China in 2009 for its investment in Africa, Rwandan President Paul Kagame said,
“There is a fundamental problem with development aid. It leads to dependence, the desire of the
giving countries to control the receiving countries.”34 He built on this sentiment in 2018 during a
meeting with Chinese leader Xi Jinping, saying, “China relates to Africa as an equal. . . . This is
a revolutionary posture in world affairs, and it is more precious than money.”35 This statement
notwithstanding, it is debatable whether China truly relates to Africa as an equal.
Just as the United States uses aid as a tool in geopolitics, China does as well, and China
appears to be expanding its overall aid effort. At the National People’s Congress in March 2018,
China announced the creation of a new aid agency to coordinate its various efforts.36 Called the
State International Development Cooperation Agency, it is expected to play a strong role in
establishing policy for and monitoring China’s Belt and Road Initiative, an effort by China to
enhance existing policies and expand outreach as part of an overall strategy to develop China’s
connectivity through Eurasia and Africa to Europe.37
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The uncertainty about the new development agency matches a general uncertainty about
China’s aid activities. China’s definition of aid differs from the OECD definition. In addition, the
actual amounts disbursed are not published.38 China also does not place conditions on aid or
finance recipients, unlike Western donors. This has also given it an advantage.
In part because of the opacity, and in part because China has provided assistance to
governments shunned by Western donors, aid analysts have expressed concern that Chinese aid
facilitates authoritarianism and corruption.39 China would certainly suggest this is not correct,
but it is clear that, as with other countries, China uses aid as a policy instrument.40 Unlike other
countries, it is less transparent about what it does.

Other Economic Tools for Geopolitical Competition
One of the main originators of the current idea of geoeconomics, lists seven tools: (1) trade
policy; (2) investment policy, including loans to finance infrastructure for geopolitical benefit;
(3) sanctions; (4) cyber tools; (5) aid; (6) financial and monetary policy to make a currency more
prominent in the world economy; and (7) energy and commodities production and export
policies.41 Some of these are discussed above, and others are discussed below in a broader
context. Three things are noted here. First, cyber can be used not only to damage another
country, such as by knocking out its electricity grid, as Russia is alleged to have done to Ukraine
in 2015.42 It can also be used to steal intellectual property, technology, and business information,
as China is alleged to have done not only to boost its own businesses but to also boost its military
capabilities.43 Second, commodities policies could be similar to trade sanctions, such as when
commodities are withheld, but such policies could also involve production to influence global
prices, thereby affecting the finances and even stability of other countries. Finally, it should be
noted once again that these are policies primarily to influence geopolitical outcomes. In fact, they
could be economically costly, and the valid comparison is whether they are more or less effective
in terms of costs and benefits compared with other tools.
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Economics as a Policy Tool
In the case of sanctions, partly in the case of aid, and partly in the case of other economic
actions, countries use economics principally as a tool of geopolitical competition rather than to
necessarily foster domestic prosperity. Aid can be related to domestic prosperity to the extent it
leads to development in foreign markets or lowers security costs at home. The connections
between sanctions and domestic prosperity suggest that, although sanctions may protect the
domestic import-competing industry, they will likely increase costs to domestic consumers
overall. Sanctions can be effective at damaging the economy of a target country. They are less
effective at causing countries to change their behavior, but they sometimes work. Aid is
generally thought to help countries develop, at least to a small degree, but does not necessarily
buy gratitude or leverage. Other tools may have economic benefits as well: Cyber theft of
intellectual property could help the economy of the country doing the theft. Although economic
actions, these tools (such as aid and sanctions) are also instruments of statecraft and a way for
economics to enter strategic competition among nations.
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Chapter 5. Competition over the System Itself

A final major area in which countries compete is in setting the rules under which they
compete economically—specifically, the rules of the global trading and investment system.1
These rules can also have geopolitical effects in the way they create norms of behavior and how
they influence political systems. Such competition includes competition as action, but there are
also elements of competition as outcome: A positive result would involve the creation of a
system that benefits most participants and is attractive enough that countries want to freely
participate. The rules-based international economic system established following World War II
has accomplished these outcomes and rests on three main pillars. The first is multilateral trade
liberalization through what was originally the GATT and is now the WTO. The second is
assistance originally for balance-of-payments adjustments and later for all manner of financial
and budget crises under the IMF. The third is economic development under the World Bank and
regional development banks.
These pillars have supported two simple ideas that have been implemented slowly:
International trade and investment should be free among nations, with benefits that are accorded
to one partner accorded to all. In addition, businesses of one nation operating in another, either
through trade or investment, should be afforded the same treatment as the local businesses in the
nation in which they are operating.
The result is a system that has gradually opened to increased trade and investment, allowed
reforming countries such as China and the entire former Soviet bloc to take part in opportunities
for trade and investment, facilitated rapid growth of international exchange, and enabled a
dramatic growth in incomes worldwide.
The United States has been the dominant player in most of the institutions supporting these
ideals. The GATT was modeled on reciprocal trade agreements negotiated by the United States
in the 1930s, and the United States retains the only single-country veto at both the IMF and
World Bank. But as of 2018, the rules-based system is under threat. It has been under modest
threat for probably ten years, but in 2018 these threats mounted to a higher level, especially with
regard to the trading system.
Even before the Trump administration took office in January 2017, the global trading
system faced challenges. In the wake of the global financial crisis, the Group of 20 (G20)
leading economies of the world pledged not to resort to protectionism. They have not met that
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commitment.2 Since then, the number of discriminatory trade interventions has been in the
thousands, with more than 1,000 alone affecting iron or steel products.3
The second blow came with the demise of the Doha Development Agenda, a WTO
multilateral liberalization negotiation. Trade under the GATT was liberalized in successive
negotiating rounds, the last of which, the Uruguay Round, resulted in the founding of the WTO.
In 2001, the countries of the world started a new round, the Doha Development Agenda. In
December 2015, they ended it without success, the first time such a round has ended with no new
deal.4 But to some, this was more a matter of facing reality rather than taking a bold new step—
even in 2011 there was speculation that the negotiating round would not succeed.5
Although the failure of the Doha Development Agenda is unlikely to lead to a rollback of
trade liberalization, it raises two broad problems. The first is simply the optics that a major
multilateral liberalization round failed. Combined with the record of mounting discriminatory
trade interventions, as noted above, this heightens concerns that broad-based trade liberalization
has not only stalled but may be subtly reversing. The second is that WTO rules are applied
differentially to developing countries.6 As these countries grow faster and achieve a higher share
of world GDP and trade, a higher share of world trade will fall under these differential rules if no
changes are made to broad-based trade agreements.
In part to seek other ways of shaping the global trading system beyond the multilateral Doha
round, nations had been pursuing so-called mega-regional trade deals, which are trade and
investment agreements involving large sets of countries but not the entire world. Their effect on
future broad-based liberalization is uncertain. On the one hand, they could provide substantial
benefits to their members and lower the incentives of these members to seek broader-based
agreements. On the other hand, they could prove attractive to countries not yet members and so
provide a template for a renewed effort at multilateral liberalization.
Four sets of recent or ongoing trade negotiations are notable for their effect on global trading
rules:
•
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The Trans-Pacific Partnership (TPP). This was a trade deal between the United States
and 11 Pacific basin nations, including many with which the United States already had
trade agreements and two notable countries—Japan and Vietnam—with which it did not.
Signed in February 2016, the TPP brought new areas of international exchange under
formal rules and set high standards in a number of areas. It excluded China but allowed
for the accession of new members. However, during the presidential election, all three
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•

•

•

candidates with a hope of a nomination—Donald Trump, Hillary Clinton, and Bernie
Sanders—came out against the agreement, signaling the United States likely would not
participate. During his first week in office, President Trump withdrew the United States
from the agreement. In response, the other 11 members continued with the trade pact,
eventually signing the renamed and reshaped Comprehensive and Progressive TransPacific Partnership (CPTPP) while leaving the door open to the United States. The
CPTPP is considered to be a high-standard agreement setting rules in a variety of areas.
In 2016, the 11 countries of the CPTPP accounted for more than 14 percent of global
exports of goods and services, so they do have some weight in the world economy.7
Had the United States joined the agreement, the 12 nations would have accounted for
25 percent of global exports, making the TPP much more influential.
The Transatlantic Trade and Investment Partnership (TTIP). At the same time, the
United States was negotiating the TPP, it was also negotiating a trade and investment
agreement with the European Union. This likely would have had an even large effect on
the future global trading system, since the combined economies accounted for 45 percent
of global exports of goods and services in 2016. However, even before it was signed, the
agreement met opposition from a number of activist groups in Europe over issues dealing
with food and investment arbitration.8 The agreement was never signed.
The Regional Comprehensive Economic Partnership (RCEP). While the United
States was negotiating TTIP, China was leading negotiations for this 16-member Pacific
pact. The RCEP was sometimes described as China’s way of reshaping the global trading
system, or a direct competitor to the TPP, but analysts familiar with trade deals have
generally viewed it as having lower standards in the level of liberalization it enforces.9 In
addition, it would have had less weight in the world than the TPP. Combined, the 16 RCEP
negotiating partners accounted for 28 percent of global exports of goods and services in
2016. In any case, the talks have been stalled. Although agreement might be reached,
deep disagreements among some of the partners remain.10
Various European Union trade deals. The fourth effort involves the European Union,
and this effort might well influence future global trade rules in a substantive way. The EU
has been negotiating deals with numerous partners. One, with Canada—the Comprehensive
Economic and Trade Agreement—met similar opposition as the TTIP in Europe but was
eventually approved. As of early May 2018, a deal with Mexico was being updated,
among many others.11 And in July 2018, the European Union and Japan signed an
economic partnership agreement, creating a free trade area on par with the North
American Free Trade Agreement (NAFTA), constituted by the United States, Canada,
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and Mexico.12 The importance of these deals is that they export European standards. For
example, the update with Mexico will include European requirements for geographic
indications for food (ensuring that any sparkling wine called “champagne” really comes
from the Champagne wine region of France and that any cheese called “parmesan” really
comes from the Parmigiano-Reggiano consortium in Italy), something the United States
has balked at.13 These matters may seem small, but there are numerous standards that the
European Union could set through its trade deals, which could then give it a more
substantial claim of setting the rules of the global system.14
As with many other aspects of global economics, the effect of China’s growing role in the
world economy has the potential to change the institutional foundations of international trade
and investment. One area involves the Belt and Road Initiative. Chinese leader Xi Jinping first
mentioned the concept of the Belt and Road Initiative in 2013, and the principles and framework
were issued in 2015.15 Somewhere between a concept and a strategy (admittedly a wide range),
the idea aims to build connectivity between China and Europe via Asia, the Middle East, and
Africa by land and sea. Major concerns about the plan include whether it will result in Chinese
control of ports (to the detriment of other countries), unpayable indebtedness on the part of
partners, and new standards that favor China.
A second area is in the realm of institutions. China has set up numerous parallel institutions,
the most well known of which in the economic realm is the Asian Infrastructure Investment Bank.
The older, more established Asian development finance institution is the Asian Development
Bank, dominated by the United States and Japan. In contrast, the United States and Japan are not
members of the Asian Infrastructure Investment Bank, but that is by their choice. Despite those
new institutions, China has not challenged existing institutions and in fact has tried to become
more prominent in them: The first non-American chief economist of the World Bank (Justin Yifu
Lin) is Chinese, and China has worked to have the International Monetary Fund include the
Chinese currency in the IMF’s currency basket, known as special drawing rights. Related, the
Asian Infrastructure Investment Bank has so far carried out its activities in cooperation with
other development banks, jointly financing projects.
The most contentious area of effects on the system is China’s efforts to make international
institutions accommodate its state-led economic system on an equal basis to market economies.
Gaining greater acceptance for state-led economies within the international system could have
strongly negative effects on that system. In most capitalism-oriented nations, there is an arm’s12
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length relationship between a government and a private company, and the post–World War II
economic system was set up with basic rules under which not every company favored by a
Western government succeeded in international competition. And many of the benefits of
corporate success to a government are indirect. Export sales by a private company support
employment and profits, and the state will benefit from taxes. However, the relationship between
a government and a state-controlled company is entirely different. If a state-owned company has
export sales, then the state has access not only to capital and labor taxes but also to the full
revenues of the firm. This means it will tend to favor the firm in a way that conflates business
interests with state interests.16
Notably, there is a long-standing school of thought that state control of businesses is actually
a risk to peaceful relations among nations: “Once states take over, on an extensive scale, the
ownership of the material factors of production within their borders, the distinction between
territorial jurisdiction and property disappears and, for that very reason, the fact of geographical
inequality becomes a permanent cause of disharmony” (emphasis in the original).17
So far, China is falling short of having such a state-controlled model accepted by the major
economic powers. When it joined the WTO in 2001, China joined as a nonmarket economy with
the promise that it would eventually be recognized as a market economy. That would give its
trading partners less opportunity to retaliate against unfair trading practices. However, now that
the previously agreed-on time has arrived to deem China a market economy for WTO purposes,
the three largest market economies in the world—the United States, the European Union, and
Japan—have all said they will not yet recognize China as a market economy, blocking it from
achieving that status in the WTO.18 In fact, all three economies decided in late 2017 to confront
China about its trade and economic practices, although how this type of coordination will take
place is not yet well defined.19 Regardless, although the system is under challenge, numerous
participants appear to want to maintain and strengthen it.
16
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Chapter 6. Economic Competition and the Armed Forces

The measures of economic competition largely focus on the well-being of a country’s
population, growth of a country’s economy, and a country’s production capacity. But economic
competition is also relevant to the armed forces. The wealth and output generated by economic
activity leads directly to the ability of a nation to fund the personnel, equipment, and effective
operations of the armed forces and the technological development that can lead to more lethal
weapons and operations. To the extent that economic competition, however defined, leads to a
larger economy, economic competition can enable larger, more powerful armed forces and
underpin increased chances of victory in wartime.
Economic size does not lead automatically to spending on the armed forces of a nation. For
example, in 2017, Germany’s GDP was almost 19 percent of U.S. GDP, but Germany’s spending
on defense was less than 7 percent of U.S. defense spending. While the United States spent
3.5 percent of its GDP on defense, Germany spent 1.2 percent. In fact, that year, not a single
country in the North Atlantic Treaty Organization (NATO) spent as much on defense relative to
GDP as did the United States, and only three spent more than 2 percent: Estonia, Greece, and the
United Kingdom.1 Actual spending is a policy choice. But having a larger economy allows a
country to have the option of spending more on its armed forces than other, smaller countries.
This is the case with the United States, the largest economy in the world. In 2017, the United
States had military expenditures of almost $610 billion.2 In contrast, the expenditures of the two
main rivals identified in the U.S. National Security Strategy were much smaller. Chinese military
expenditures were $228 billion, and Russian military expenditures were $66 billion in nominal
terms converted at market exchange rates. The United States, with its larger economy, is able to
spend more on defense.3
Spending on the armed forces does not correlate perfectly with effective armed forces, but
there is good evidence that the two are related. The Meiji Japanese saying, “rich nation, strong
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army,” reflects this relationship.4 Both World War I and World War II offer several lessons on
the relationship between economic size and military victory.5 In both wars, the side that deployed
the most warfighters and equipment won, even if some components of each side floundered.
For example, in World War I, the Allied powers mobilized 41 million solders, compared
with 26 million for the central powers, and the Allied powers produced 125,000 aircraft and
8,900 tanks, compared with 47,000 aircraft and 100 tanks for the central powers.6 What made
this possible was the prewar GDP of each side; the sizes of their economies were more important
than territory or population sizes. More money also provided a cushion for wartime errors.
This success is conditional on time and geography, however. A quick, successful strike by an
aggressor would limit or perhaps completely halt the richer defending country’s ability to
mobilize resources and respond to errors in strategy. Furthermore, economic power is not
determinative, as exemplified by the stalemate in the Korean War and the ultimate U.S. loss in
the Vietnam War. This is especially the case in counterinsurgencies, as exemplified by the War
in Afghanistan, which was in its eighteenth year as of fall 2019.
Along with economic size, the overall level of economic development as reflected by per
capita GDP appears to be related to success in military conflict. An analysis of hundreds of
battles and wars between 1898 and 1987 found that the side with the higher level of economic
development consistently outfought its opponents.7 Economic development brings several
benefits. Most important, it provides an advantage in producing better military equipment and
better-trained military personnel.8
The changing nature of defense procurement also demonstrates the links between economic
competition and the armed forces. Although the U.S. armed forces dominated in militarily
relevant technology in the decade after World War II, that dominance is now long gone. Instead,
for many purposes, the armed forces rely on commercial off-the-shelf technology, not only
4
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because commercial activities are where much of the innovation is taking place, but also
because buying from the commercial market (or modifying commercial products) can be cheaper
than buying custom-made technology.9 A stronger economy can fund not only the research,
development, and manufacturing activities that result in new technology, but the education and
training that provide the workforce and knowledge for the most effective use of that technology.
One other factor that makes economic competition highly relevant for the armed forces
is that international security interests may follow international economic interests. This is
particularly a concern with China’s growth and internationalization.10 Already, China is the
leading trade partner of many countries. Through its Belt and Road Initiative and other efforts,
China is offering large-scale financing for beneficial infrastructure with few of the conditions
that Western financial institutions normally place on such loans. This could further reorient
trade and financial flows, and political orientation could follow. Additionally, China may want
to expand its military presence to protect its investments and Chinese nationals working
throughout the world. Such activities are not yet a security challenge for the United States but
may become one.11
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Chapter 7. Policy Implications for Economic Competition

Countries are competing economically in a variety of ways and are using economic tools to
compete in security and geopolitical domains. Does this economic competition matter? Maybe.
One way to answer the question is to start with what countries are competing for, how they
compete, and whether global competition allows them to meet their goals.
Economic competition under the broad category of strategic competition can have two
conflicting goals. The first is to enable domestic economic prosperity. The second is to harness
economic tools for geopolitical purposes. Table 7.1 presents the different domains of economic
competition—whether their purpose is more to provide for domestic economic strength or to
Table 7.1. Domains of Economic Competition
Domain

Typical Tools

Economic Effect

Assessment

Economic warfare

Sanctions, blockades, and attributed
or unattributed attacks on economic
targets to achieve economic, military,
and political goals

Degrading or destroying an
adversary’s economic
capacity can reduce that
adversary’s freedom of
action

Use of economic warfare
is an adjunct to other types
of warfare and by itself will
rarely achieve military or
political goals, at least over
the short to medium term

International
economic leverage

Foreign aid for the purpose of
gaining allies or winning specific
policy debates; economic sanctions
to shape behavior; other tools for
geopolitical purposes

Evidence that these tools
can shape behavior, but
economic consequences
uncertain

Sanctions can be effective
in specific cases but often
fail to achieve goals; aid
leverage mixed; other tools
may have high costs

Leading and
setting rules of
the system

Helping to found and set rules of
international economic institutions;
issuing global reserve currency;
dominating standards-setting
organizations; predominant voting
share in institutions; leading voice in
informal forums

Limited evidence, but
available cases suggest
system structure can
benefit leader and
participants

Some systemic roles
(reserve currency, leading
institutions) provide major
competitive advantages

Public-sector
competitiveness
policies

Public-sector funding of research
and development; support for
specific industries; national
technology and industrial strategies;
public-private partnerships

Evidence that broader
policies, at least, can
generate economic
strength

Overall innovation-system
investment can make a
difference, but targeted,
state-led policies can
misidentify winners and
losers

Domestic
economic
fundamentals

Fiscal responsibility and health;
stable, effective monetary policy;
regulatory and tax environment; rules
and standards that affect innovation;
socioeconomic opportunity; domestic
institutions that support effective
economic policy

Clear, consistent evidence
that these policies are
essential to economic
strength

The foundation for all
effective competition; other
areas will not make up for
failures in these areas

SOURCE: Author’s assessment based on research for this report.
NOTE: The table presents the different categories of economic competition, whether their purpose is more to provide
for domestic economic strength or to serve as tools of geopolitical competition, and a brief note on their effectiveness.
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serve as tools of geopolitical competition—with a brief note on their effectiveness and an
assessment of their value.
One view of economic competition is reflected in the 1990s debates about competitiveness,
in which countries are competing to offer their residents a decent standard of living and job
opportunities. But another way to frame this issue is that countries are endeavoring to create a
policy environment that offers residents the chance to have a decent standard of living and job
opportunities, and so this is not really much of a competition because it can be positive-sum
rather than zero-sum, and all countries could achieve these goals. Achieving these goals is best
served through smart domestic economic policy. Accordingly, the policy implication is that
policymakers should focus on providing stable fiscal, monetary, and regulatory policies that
emphasize long-run economic growth to undergird the overall economic and political strength of
the nation.
Countries are competing to open markets for their companies and attract investment. In some
cases, this competition is zero-sum. Investment and trade mean little on their own, but they can
contribute to domestic prosperity and opportunity, so such competition matters. Countries are
also working to ensure the standards that favor their companies are the internationally accepted
standards; doing this will enhance the ability of their companies to operate internationally.
The higher-profile competition is for leadership in industries making and using new
technologies. Technological leadership competition often takes the form of support for specific
technologies or industries. Certainly, such support can create new, leading industries. But even if
such targeted investments help attain technological leadership, evidence suggests that much more
is needed in terms of both national innovation systems and the country’s receptivity to absorb
and use new technologies. Accordingly, the policy implication is that policymakers should
support general innovation-supporting policies, such as promoting infrastructure, basic research,
patent protections, and technology development to support overall competitiveness and should
avoid attempting to pick specific winners and losers in sectors or companies.
Where competition is most likely to matter is in setting the rules by which countries trade
and invest globally. As of 2018, that was largely a Western-oriented system, featuring equal
treatment of foreign companies, the application of tariffs and barriers on a nondiscriminatory
basis, and accepted methods of dispute resolution. The global system is now far freer than it had
been through most of history, including most of the post–World War II era. However, with
countries instituting trade barriers, the United States trying to renegotiate certain aspects of
the global trading system, and China aspiring to remake the global system to better serve its
interests, the overall system is under pressure. In some ways, Europe is caught in the middle—
finding common commercial cause with the United States vis-à-vis China but finding common
institutional cause with China vis-à-vis the United States in the desire to uphold global economic
institutions, at least for now.1
1
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Knowledge of which countries have won competition for markets can be gained just by
looking at which companies have the largest market share in an industry. Technological
leadership is harder to gauge, but such measures as patents and, more important, sales by
technology companies can shed light on that. Gauging the results of competition for the overall
system will be more difficult but is still possible. For that, the issue will be whether the basic
principles of free exchange and fair treatment that have been promoted since the founding of
the GATT will be maintained, or whether systems favoring significant state intervention and
selective barriers and treatment will emerge. This competition is likely to play out over the next
decade or longer, as long as China continues to grow and take a more prominent place in the
world economy.
Accordingly, the policy implication is that U.S. policymakers should take advantage of the
relative size of the U.S. economy and market share of U.S. companies to drive for international
standards in setting the rules of the system so that they are relatively more conducive to the
U.S. economy in the long run. At the same time, these rules must also be attractive to other
countries so that they join the system rather than defect to either competing systems or attempt to
undermine the system.
Geopolitical competition using economic tools can be effective and by one account is
growing.2 However, these tools can also be costly. Through restraints or new regulations on
business, they can cause economic performance to decline. In addition, through overuse, they
could lead targeted countries to create alternative systems or workarounds, not only blunting
their power but potentially diminishing the economic performance of the country using the tools
in the first place.3 Accordingly, like any other geopolitical tool, the costs of using economic tools
must be weighed against their benefits. For the United States, at least for now and likely through
the next decade (if not longer), economic tools are likely to remain effective, at least as long as
the United States hosts the leading reserve currency and the leading financial sector and remains
a major trading economy. Accordingly, the policy implication is that policymakers should be
judicious in the use of economic tools such as sanctions and foreign aid, recognizing the
unintended consequences and costs of using such tools as part of overall geopolitical strategy.
Finally, economic warfare can prove destructive to an adversary’s economy, but there is little
evidence that, by themselves, tools of economic warfare achieve military or political goals when
an adversary’s core interests are at stake, at least in the short to medium term. Tools of economic
warfare can also invite similar actions in retaliation, a particular concern when aimed at a large
economy with which the United States might be interdependent. Furthermore, they can have
consequences for noncombatants, including loss of life. However, they can degrade an
2

Robert D. Blackwill and Jennifer M. Harris, War by Other Means: Geoeconomics and Statecraft, Cambridge,
Mass.: Belknap Press of Harvard University Press, 2016.
3

Juan C. Zarate, “Harnessing the Financial Furies: Smart Financial Power and National Security,” Washington
Quarterly, Vol. 32, No. 4, October 2009, pp. 43–59.
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adversary’s capabilities over the longer term and serve as an important contributor to a positive
outcome from the point of view of the country conducting economic warfare. Accordingly, the
policy implication is that policymakers should treat the tools of economic warfare as they would
any other instrument of war, assessing positive strategic effect and potential harm done before
deploying them.
In geopolitical competition and warfare, economic tools can serve as an adjunct to U.S.
military power; the ability to use them provides one example of why economic competition is
relevant to the armed forces. More broadly, economic competition and its goals of positive
domestic economic performance have relevance to the armed forces as well. More direct effects
include the ability of the United States to appropriately fund its defense and provide the armed
forces with the personnel, equipment, and technology needed to protect the United States from
present and future challenges. This places economic competition as an essential element in
consideration of overall strategic competition, relevant to military and defense planners.
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of living through domestic economic policies. The second is competition as action,
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