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Foreword

This paper is the second report of a multi-year re-
search project on the future of transatlantic relations
sponsored by the Friede Springer Stiftung. In our
first report, we outlined three long-term scenarios
for transatlantic relations derived from different US
grand strategies: (1) multilateral cooperation, (2) re-
alist competition, and (3) protectionism-isolationism.
We find that US foreign policy under President Joe
Biden is firmly set on the path outlined in the real-
ist scenario, where US-Chinese great power compe-
tition is the primary driver of US strategy. We also
find that of the three scenario drivers we identified,
it is the ‘international system’ that informs US strate-
gy the most, while ‘domestic politics’ constrains indi-
vidual policies but not overall strategy. ‘Economic re-
source availability’ has so far played a negligible role.

The research project was launched during the Trump
presidency with a view to the increasing concerns
among European policymakers about the future of
the transatlantic alliance. With the Biden admin-
istration, however, US-European and German-US
relations have improved dramatically, even be-
fore the Ukraine war. Neo-isolationist, unilateralist,
MAGA-style foreign policy advocates continue to ex-
ist in US politics but are currently largely marginal-
ized. In fact, confronting China and Russia is one of
the very few policies to receive bipartisan support.
American public opinion is broadly supportive of co-
operating with partners and allies a s well as of coun-
tering Russia and China. Nevertheless, the risk of a
return of a MAGA-style US foreign policy geared to-
ward unilateralism and the exploitation of security
and economic dependencies has not been banished,
and the tide could turn again after the 2024 presi-
dential elections.

China’s ascendance and other shifts in the interna-
tional balance of power are locking Washington and
Beijing into security and geo-economic competi-
tion and leading the Biden administration to count-
er China forcefully. Despite the Ukraine war, Ameri-
ca’s strategic attention will continue to shift toward
Asia. European NATO countries have the economic
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resources to balance Russia militarily. Meanwhile,
the strategic balance in Asia hinges far more on the
United States than it does in Europe. This will force
America to shift its strategic focus away from Europe
and redirect resources to Asia in order to deter Chi-
na and to maintain the regional status quo.

The need to shift strategic attention and resources
to Asia has the potential to lead to transatlantic ten-
sions and even conflict. Undoubtedly, the Ukraine
war has led the United States and Europe to move in
lockstep. Washington will expect its European allies
to align with and support US geo-economic and se-
curity policies vis-a-vis China. But short of an out-
right military conflict, Europe will be hesitant to lend
unconditional support to US policies for fear of an-
tagonizing China unduly. From a European perspec-
tive, the situation in Asia is very different from that
in Europe: China carries far greater economic weight
than Russia (Europe’s energy dependence notwith-
standing), and Europe feels less immediately threat-
ened by geopolitical competition in Asia than by geo-
political conflict in Eastern Europe.

America’s need to divert resources away from Europe
will put Germany in a particularly difficult position.
The country’s continued dependence on American
military power limits its room for strategic maneu-
ver. Even if transatlantic disagreements remain man-
ageable, the increasing US focus on Asia will force
Germany to accept greater responsibility for Europe-
an security and for balancing and deterring Russia. In
this sense, the outbreak of the Ukraine war and the
Zeitenwende have facilitated precisely such a strategic
adjustment. As Europe’s largest economy, Germany
will have little choice but to step up. Berlin can also
expect to come under pressure from Washington to
actively support US policy on China. Yet Germany’s
significant economic dependence on China makes it
potentially costly to support US geo-economic poli-
cies because this could invite Chinese retaliation.!

US-Chinese great power competition will present
Europe and especially Germany with challenges.
Strategically, Germany should explore the possibili-
ty of greater intra-alliance cooperation with America
in terms of managing common economic and securi-
ty vulnerabilities. But Germany must also push for a
greater national and European capacity to ensure its
own military and economic security.

https://dgap.org/en/research/publications/economics-great-power-competition
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Introduction

Events, dear boy, events.
— Harold Macmillan

In a previous research paper, we presented three
long-term scenarios of how US grand strate-
gy and foreign policy might evolve over the next 5
to 15 years and outlined how the respective strate-
gies might affect transatlantic and specifically Ger-
man-US relations.? Over the past year or so, Amer-
ican policy has continued to shift toward what we
have called a realist scenario, characterized by in-
tensifying US-Chinese rivalry, a shift of US strate-
gic focus to Asia, and US attempts to get its allies to
support a more hawkish China policy geared toward
‘strategic competition.

Not only has US-Chinese competition intensified,
but confronting China is today the single most im-
portant plank of America’s grand strategy and for-
eign policy. True, the Ukraine crisis has forced the
United States to pay greater attention to Europe and
the transatlantic relationship. But medium- to long-
term, US-Chinese competition will be the dominant
driver of US policy and strategy. This will have im-
portant consequences for transatlantic and Ger-
man-US relations.

The realist scenario posits that as US-Chinese com-
petition intensifies, Washington will bring greater
pressure to bear on its allies to get them to support
a more adversarial geopolitical and geo-economic
strategy vis-a-vis China.? Admittedly, there has so far
been only gentle nudging. And the Europeans them-
selves are currently re-assessing their own relation-
ship with China, not least in the context of Chinese
tacit diplomatic support for Russia’s war in Ukraine.
As such, Europe has become more receptive to the
possibility of a less accommodating policy toward
the Middle Kingdom. Whether this will lead Ameri-
ca and Europe to see eye to eye on strategy or policy
remains to be seen, however.

US-Chinese Competition andTransatlantic Relations

Meanwhile, the Biden administration has sought to
revitalize America’s traditional alliances in Europe
and Asia. Several long-running economic disputes
between the United States and the EU as well as
the United States and Germany have been resolved,
paused, or are being tackled (even though new ones
loom on the horizon). Washington has sought to fos-
ter greater geopolitical and geo-economic coopera-
tion with its allies, acting partially or even largely in
view of countering an ascendent China.

At the same time, Washington has not hesitated to
take unilateral action and upset its European part-
ners, particularly when these actions were directly or
indirectly related to its broader China strategy. Ex-
amples include the largely uncoordinated and chaot-
ic Afghanistan pullout and the AUKUS deal between
the United States, the United Kingdom, and Australia,
which stunned America’s European allies, in particular
France. The fact that US pressure on European allies
to align with a more hawkish American China policy
has been relatively limited to date does not invalidate
the logic underpinning the realist scenario.

As US-Chinese competition intensifies, Washington is
certain to exert greater pressure on its European al-
lies to support its China strategy. The Biden adminis-
tration is offering its traditional allies a substantially
more cooperative relationship than the Trump ad-
ministration was willing to allow. But this more co-
operative policy needs to be seen in the context of
America’s strategic concerns about China. And if this
‘carrot’ fails to garner sufficient European and espe-
cially German support, Washington will - so the real-
ist scenario posits - increase the pressure on its allies
to broadly support its China-focused grand strategy.

In the context of the so-called Foreign Policy for the
Middle Class,* the Biden administration has also been
intensely focused on domestic rather than foreign pol-
icy issues. What may come to be known as the Biden
Doctrine seeks to make good on electoral promises
to address domestic economic challenges while also
strengthening the United States in view of long-term
strategic competition with China. Domestic reform and
domestic strengthening are seen by Biden as prerequi-
sites for sustaining such competition.

https://dgap.org/en/research/publications/logic-and-grammar-us-grand-strateg

https://carnegieendowment.org/2020/09/23/making-u.s.-foreign-policy-work-better-for-middle-class-pub-82728
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Of the three major scenario drivers we identified
- the international system, economic resources,
and domestic politics - the international system,
or more precisely the shifting international bal-
ance of power, remains the most important driver
of US strategy. So far, the availability of resources
(or lack thereof) does not represent much of a con-
straint. Finally, while domestic politics has impact-
ed individual foreign policies, its impact on overall
US strategy has been limited until now.

Domestic politics currently represents a great-
er constraint on selected US policies than resource
availability. In other words, we are nowhere near
the isolationist-protectionist scenario outlined in our
previous research, where a combination of resource
scarcity and domestic distributional and political
conflict would undercut a China-focused US grand
strategy. In that scenario, the United States would be
led to shift toward unilateralism, protectionism, and,
ultimately, isolationism. Quite the opposite is hap-
pening today. In an otherwise highly polarized po-
litical system, a hawkish China (and Russia) policy is
currently just about the only issue capable of garner-
ing bipartisan support. Politics, for now, does seem
to stop at water’s edge, as the adage goes.®

It is naturally too early to read much into the Biden
administration’s policy decisions and policies as far
as longer-term US strategy is concerned. Monitor-
ing developments at the margin is nonetheless helpful
to see to what extent US policy tracks our scenarios
and to evaluate to what extent the scenarios might be
in need of adjustment or even broader modification.
The evidence so far suggests that the United States is
firmly set on the path outlined in the realist scenar-
io, namely a strategic shift toward confronting Chi-
na, even if the concomitant tensions in transatlantic
relations have not yet materialized. If anything, the
Ukraine war has strengthened transatlantic relations.
But longer-term, the Ukraine war will likely prove a
distraction rather than a factor which would force the
United States to fundamentally rethink its strategy.
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Building on our previous research, this paper will,
first, provide a largely descriptive overview of US for-
eign policy under the Biden administration to assess
to what extent our scenarios reflect US policies. This
will include looking at the extent to which these pol-
icies reflect, or are consistent with, the underlying
logic outlined in the realist scenario. Second, the pa-
per will analyze to what extent and in what areas the
drivers we previously identified as relevant to this
scenario have actually affected US policy. This will
also allow us to assess if other critical variables may
need to be incorporated into our scenarios. Follow-
ing description and analysis, we will finally present
recommendations for managing the adverse conse-
quences of intensifying US-Chinese great power
competition for Germany and Europe.
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Foreign Policy
under the

Biden Ad-
ministration

This section provides an overview of US foreign pol-
icy under the Biden administration to assess to what
extent our scenarios are able to predict decisions.
The extent to which Biden administration policies
have been consistent with our scenarios at this point
should not be seen as providing outsized evidence in
support of the veracity of our long-term, 5-to-15-
year scenarios. After all, it is early days. But it should
be seen as providing some evidence as to where US
foreign policy is and where it will be trending - bar-
ring unexpected events.

1.1 FOREIGN POLICY FOR
THE AMERICAN PEOPLE OR
ANTI-CHINA STRATEGY?

The Biden administration has been intensely focused
on domestic policy issues, notably fighting the pan-
demic, overcoming the economic crisis, and pur-
suing a broader agenda of economic and social re-
form. This is consistent with the so-called Foreign
Policy for the American Middle Class. This policy is
meant to reconcile domestic political and economic
needs with international strategic goals. In domes-
tic political terms, this policy allows the administra-
tion to make good on its electoral promises. In inter-
national terms, it is meant to lay the foundations for
longer-term international competition with China -

https:
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or in the words of two senior administration officials,
enable "competition without catastrophe.”

The focus on domestic challenges and domestic
strengthening was evident in the huge COVID-re-
lated fiscal stimulus worth $2.2 trillion passed by
Congress in early 2021 as well as the two proposed
large-scale spending programs originally called the
American Jobs Plan (AJP) worth $2 trillion and the
American Family Plan (AFP) worth $1.8 trillion. Com-
bined, they amounted to nearly $4 trillion (corre-
sponding to 20 percent of GDP).”

After much political wrangling, the AJP (also re-
ferred to as the Bipartisan Infrastructure Framework
or BIF) was passed as the Infrastructure Investment
and Jobs Act, albeit in a scaled-down version worth
$550 billion of new spending (or $1.2 trillion in total).?
The AFP, largely focused on social and environmen-
tal spending (also referred to as Build Back Better or
BBB), failed to garner bipartisan support.

After initial Democratic infighting prevented the bill
from making progress, it was finally passed as the
Inflation Reduction Act through budget reconcilia-
tion in August 2022, albeit in a much slimmed-down
version. Legislative measures focused on energy
security and climate change were worth $369 bil-
lion, in addition to $60 billion worth of extra health-
care spending.® Wafer-thin Democratic majorities
in Congress limited or prevented progress on other
Democratic legislative priorities. Last but not least,
Congress passed the CHIPS and Science Act that
provides for spending $280 billion on R&D over the
next ten years and includes $52 billion worth of pro-
visions to support the domestic production and re-
search of semi-conductors.!

On the international front, the White House issued
an Interim National Security Strategic Guidance in
March 2021," highlighting the need to “defend and
nurture the sources of national strength” and “pro-
mote a distribution of power to deter and prevent
adversaries from directly threatening the Unit-
ed States.” In October 2022, Washington published
its quinquennial National Security Strategy, which

www.whitehouse.gov/briefing-room/statements-releases/2021/03/31

fact-sheet-the-american-jobs-plan

https://wwwwhitehouse.gov/briefing-room/statements-releases/2021/04/28/fact-sheet-the-american-families-plan

https://www.whitehouse.gov/wp-content/uploads/2021/03/NSC-1v2.pdf
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COVID FISCAL RELIEF MEASURES
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bluntly states that “(t)he PRC is the only competitor
with both the intent to reshape the international or-
der and, increasingly, the economic, diplomatic, mil-
itary, and technological power to do it. Beijing has
ambitions to create an enhanced sphere of influence
in the Indo-Pacific and to become the world’s leading
power”? The National Security Strategy pledges that
the United States will effectively compete with China
while reaffirming the need to for cooperation to ad-
dress shared challenges.

The State Department’s Foreign Policy for the Amer-
ican People® (modelled on the Foreign Policy for the
Middle Class) lays out the challenges and priorities
more explicitly. These include defeating the pan-
demic; overcoming the economic crisis; renewing
democracy; creating an effective and humane im-
migration system; revitalizing alliances; confronting
the climate crisis; maintaining technological leader-
ship; and countering China, which is also referred to
as the “biggest geopolitical test of the 21st century”
The first four issues are largely or purely domestic

SPENDING UNDER INFRASTRUCTURE AND JOBS ACT

USD BILLION
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12 White House, National Security Strategy, October 12, 2022, p. 23,

https://www.whitehouse.gov/wp-content/uploads/2022/10/Biden-Harris-Administrations-National-Security-Strategy-10.2022.pdf

(last accessed: October 21, 2022).

13 State Department, A Foreign Policy for the American People, 2021, https:

(last accessed: October 21, 2022).

www.state.gov/a-foreign-policy-for-the-american-people
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in nature. Again, this is consistent with the focus on
addressing domestic challenges to fulfil electoral
promises as well as to strengthen the United States
politically and to sustain long-term competition with
China economically.

The State Department’s official China policy is ex-
plicitly focused on the defense of the rules-based
order against Beijing’s attempts to undermine it."
It seeks to do so through a “invest, align, and com-
pete” approach: (1) investing in competitiveness
and innovation, (2) aligning and coordinating poli-
cies with allies, and (3) competing with China to de-
fend American interests and preserve the status quo.
Washington also intends to demand economic reci-
procity, push back against unfair Chinese economic
practices, and enhance supply chain security while
seeking to avoid wholesale economic decoupling.
The China policy also acknowledges the desirability
of a cooperative approach in areas of common con-
cerns like health, climate, arms control, and so on.

1.2 SECURITY POLICY

The Biden administration has not yet published
its National Defense Strategy.” Only a one-page,
non-classified summary is available at the mo-
ment, and it is fairly generic, referring to defending
the homeland, deterring strategic attacks, and de-
terring aggression from China or Russia, but with
China being seen as “the most consequential strate-
gic competitor.” The Pentagon has also completed
its Global Posture Review, again proposing virtually
no changes (in the non-classified part of the review,
at any rate), except for the upgrading of airfields in
Guam and a minor increase in the number of mili-
tary personnel stationed in Germany (scuttling for

https:
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good Trump administration plans to reduce the US
military presence there). "

In the meantime, the 2018 National Defense Strategy'®
issued under the Trump administration continues to
guide US defense and security policy for now. The
strategy, issued under Defense Secretary Jim Mattis,
anticipates a return to ‘great power competition’ and
seeks to prevent Russia and China from challenging
the United States and its allies. Under Biden, China
continues to be seen as the single greatest challenge
to US interests, as was set out by the 2019 Depart-
ment of Defense Indo-Pacific Strategy.”® US intelli-
gence and law enforcement also regard China as the
single greatest threat in the cyber realm.?°

Intensifying concerns about China were already ap-
parent in the Obama-era ‘pivot to Asia, which was
meant to move 60 percent of all US naval assets to
Asia.? In other words, there has been broad conti-
nuity across subsequent administrations, includ-
ing the Biden administration, in terms of strategic
objectives. Kurt Campbell, Biden’s ‘Asia czar, suc-
cinctly summarized the administration’s attitude
toward China when he stated that “the period that
was broadly described as engagement has come to
an end” and that “the dominant paradigm is going to
be competition.”?? Although Secretary of State Ant-
ony Blinken stated more diplomatically that “[o]ur
relationship with China will be competitive when it
should be, collaborative when it can be, and adver-
sarial when it must be,” the adversarial aspects have
no doubt dominated under Biden.

The Biden administration has taken a hard overall line
vis-a-vis China. The administration has accused China
of coercion and intimidation, while reiterating its
long-held view of the Indo-Pacific region as “critically

www.state.gov/the-administrations-approach-to-the-peoples-republic-of-china

https:

media.defense.gov/2022/Mar/28/2002964702/-1/-1/1/NDS-FACT-SHEET.PDF

https:

www.defense.gov/News/News-Stories/Article/Article/2856053/biden-approves-global-posture-review-recommendations

https:

www.defense.gov/Spotlights/National-Defense-Strateg

https:

media.defense.gov/2019/Jul/01/2002152311/-1/-1/1/DEPARTMENT-OF-DEFENSE-INDO-PACIFIC-STRATEGY-REPORT-2019.PDF

https:

obamawhitehouse.archives.gov/the-press-office/2015/11/16/fact-sheet-advancing-rebalance-asia-and-pacific
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important to our nation, its security and prosperity.*
It has also reiterated its long-standing commitment
to freedom of navigation as well as to the security of
Taiwan.* Debates inside and outside the administra-
tion are continuing over whether Washington should
shift from a policy of ‘strategic ambiguity’ to a poli-
cy of ‘constructive clarity./® In brief, US strategic
goals under President Biden differ little if at all from
those of the Trump or Obama administrations. They
also remain diametrically opposed to Chinese poli-
cies, including many of China’s so-called ‘core’ inter-
ests. Those are interests that from Beijing’s perspec-
tive cannot be subject to negotiation, among them its
claims on Taiwan, Hong Kong, and Tibet.

At the diplomatic level, Biden has also sought to
re-energize the Quadrilateral Security Dialogue
between the United States, Japan, India, and
Australia while reaffirming and strengthening bi-
lateral ties with both Japan and Korea and even the
Philippines.?® The so-called Quad?® is meant to focus
on issues such as vaccine diplomacy, infrastructure
investment, and technology (aka ‘techno-democratic
statecraft’). At least for now, it is envisioned as the
non-military complement of a more adversarial US
security policy and US force posture in the Indo-
Pacific region.

In 2021, the United States, the United Kingdom and
Australia concluded AUKUS,28 a security agreement
under which Australia will acquire nuclear-powered
submarines from its partners. The pact also in-
cludes the sharing of other advanced military tech-
nology (long-rang strike capabilities). It was later
expanded to include cooperation on developing hy-
personic weapons.29 AUKUS unambiguously signals
the Biden administration’s firm intent to push back
strongly against a more assertive China, to expand
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US and allied military capabilities in Asia-Pacific, and
to strengthen its regional security alliances.*°

The administration’s Indo-Pacific Strategy explicit-
ly states and restates US commitments to modern-
izing long-standing regional alliances, strengthening
emerging partnerships, investing in regional orga-
nizations, reinforcing deterrence, supporting India’s
rise, and expanding US-Japan-Korea cooperation. *!
Alliances are seen as force multipliers by the Biden
administration. The Indo-Pacific security strategy is
to be flanked by foreign economic policies laid out
in the so-called Indo-Pacific Economic Framework
(IPEF). The IPEF includes twelve Indo-Pacific coun-
tries and is meant to provide countries with an al-
ternative to China’s trade and financial policies in the
region. The IPEF will focus on trade, supply chains,
clean energy, and infrastructure, as well as tax and
anti-corruption - but not on market access.*

Other major decisions, such as the US withdraw-
al from Afghanistan, also need to be understood in
the context of Washington’s broader strategy of re-
ducing its non-strategic overseas commitments to
be able to concentrate on Asia. Leaving aside the po-
tential risk of having Afghanistan reemerge as a base
for international terrorism, American interests in
the country are limited. Ending the so-called ‘forev-
er wars’ is consistent with the US strategic shift to
Asia. Estimates have put the cost of the Afghanistan
war, including nation-building and reconstruction
efforts, at roughly $1 trillion dollars® or an annual
cost of $50-80 billion. To put this into perspective,
the total costs of the war amounted to five percent
of American GDP, and annual costs were equivalent
to ten percent of its defense outlays. By compari-
son, the United States Pacific Command (USPACOM)
initially sought $27 billion in additional spending

https://wwwwhitehouse.gov/briefing-room/speeches-

remarks/2021/08/24 /remarks-by-vice-president-harris-on-the-indo-pacific-region

taiwan-must-be-unambiguous

https:

https://www.foreignaffairs.com/articles/united-states/american-support-

www.whitehouse.gov/briefing-room/speeches-remarks/2022/02/11/fact-sheet-indo-

pacific-strategy-of-the-united-states
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between 2022 and 2027 as part of the Pacific De-
terrence Initiative.* If nothing else, the Afghanistan
pullout will allow the United States to free up re-
sources and redirect them to the Asia-Pacific region.

Defense spending under the Biden administration
has continued to increase. Congress is proving more
hawkish than the administration and upped Biden’s
2022 defense budget proposal. The increase was
supported by large majorities in both the Senate and
the House. In terms of capabilities, the National De-
fense Authorization Act approved the building of 13
new ships and 347 new aircraft (way above the 290
units requested). This represented much larger in-
creases than requested for the Pacific Deterrence
Initiative.® Not surprisingly, spending increases were
concentrated on the Navy and the Air Force and,
geographically, on the Pacific region. Shortly after
the outbreak of the Ukraine war in February 2022,
the administration submitted its 2023 defense bud-
get request. Again, Congress and especially Republi-
cans demanded greater increases.?® By way of sepa-
rate legislation, Congress also approved substantial
civilian and military aid for Ukraine.*’

In brief, US security policy vis-a-vis China has be-
come more hawkish. China is seen as “the biggest
geopolitical test of the 21st century” by the Biden
administration, leading America to play the ‘long
game.”® Biden'’s foreign policy vis-a-vis China is not
much different from that of the Trump administra-
tion, at least as far as the ends are concerned, even
though the means differ significantly. Trump admin-
istration policies were unilaterally oriented, while
Biden seeks to mobilize and revitalize alliances to
confront China. Effectively, and rhetoric aside, the
United States today is pursuing - in the guise of the
Foreign Policy for the American People - a strategy of

business-future-strategy-and-force-options-for-the-defense-department

Press/Reports/2021USTR%20ReportCongressChinaWTO.pdf
https
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internal and external balancing.*® External balanc-
ing, according to International Relations scholars, in-
volves the strengthening of alliances, while internal
balancing involves enhancing a state’s economic and
military power to balance a geopolitical antagonist.*
Both types of balancing contribute to Biden’s goals
of countering an ascendant China and keeping Asia
from falling under Chinese hegemony.*

1.3 FOREIGN ECONOMIC POLICY

Biden has also largely left unchanged his predeces-
sor’s geo-economic, geo-financial, and geo-tech
policies vis-a-vis China. And in some areas, he has
become even more hawkish. While his administra-
tion has reached out to its European allies to settle
long-standing economic and trade disputes, it has
left in place or even tightened the geo-economic and
geo-financial measures targeting China. This may in
part be explained by domestic politics, particularly
by the political-electoral promises to defend the in-
terests of blue-collar workers in the face of ‘unfair’
Chinese competition (whatever the economic mer-
its of such a claim). But it must also be seen as an at-
tempt to maintain geo-economic leverage vis-a-vis
China. The administration’s hawkish geo-economic
and geo-financial policies reflect its strategic preoc-
cupation with China.

The United States Trade Representative, Ambassador
Katherine Tai, has accused China of having “retained
and expanded its state-led, non-market approach to
the economy and trade™? Tai proposed to update do-
mestic trade law tools to secure a level playing field and
to engage more deeply with allies to tackle the China
economic challenge. She charged both the EU-US
Technology Council (see below) and the US-Japanese

https://crsreports.congress.gov/product/pdf/R/R43838

https://www.cnas.org/publications/reports/risky-

https://ustr.gov/sites/default/files/files,

ustrgov/sites/default/files/2022%20National%20Trade%20Estimate%20Report%20

on%20Foreign%20Trade%20Barriers.pdf



https://crsreports.congress.gov/product/pdf/R/R43838
https://www.cnas.org/publications/reports/risky-business-future-strategy-and-force-options-for-the-defense-department
https://www.cnas.org/publications/reports/risky-business-future-strategy-and-force-options-for-the-defense-department
https://ustr.gov/sites/default/files/files/Press/Reports/2021USTR%20ReportCongressChinaWTO.pdf
https://ustr.gov/sites/default/files/files/Press/Reports/2021USTR%20ReportCongressChinaWTO.pdf
https://ustr.gov/sites/default/files/2022%20National%20Trade%20Estimate%20Report%20on%20Foreign%20Trade%20Barriers.pdf
https://ustr.gov/sites/default/files/2022%20National%20Trade%20Estimate%20Report%20on%20Foreign%20Trade%20Barriers.pdf

No. 6 | November 2022

US-Chinese Competition andTransatlantic Relations

Partnership for Trade to work on strategies to address
(Chinese) non-market policies and practices.

Nevertheless, overall US trade strategy remains more
unilateralist than many of the country’s allies, espe-
cially in Europe, would wish. While it would make
sense for the United States to re-engage with its ma-
jor trade partners and allies across the Atlantic and
especially across the Pacific as part of a global an-
ti-China strategy, the Biden administration has so far
failed to modify its broader trade strategy, at least as
far as market access is concerned. It did make some
progress resolving or pausing long-standing transat-
lantic disputes, such as the Airbus-Boeing and steel
tariff disputes - some might say by sweeping them
under the proverbial rug. But it has not made any sig-
nificant changes to its trade strategy, including its
stance on WTO reform, its stance on WTO reform,
where it continues to block appointments to the ap-
pointments to the organization’s appellate body.

Without the Trade Promotion Authority (TPA), a fast-
track process for expediting congressional approv-
al of free trade deals, which expired in 2021, the ad-
ministration is not eager to revive trade talks. No
efforts have been made to restart the transatlan-
tic free-trade agreement (Transatlantic Trade and
Investment Partnership or TTIP) or to join its trans-
pacific cousin (Comprehensive and Progressive Agree-
ment for Transpacific Partnership or CPTPP, former-
ly TPP). Although market access policies are a crucial
element of a broader geo-economic strategy toward
China, Biden is, for the time being, prioritizing do-
mestic political and partisan electoral concerns over
a broader geo-strategically oriented trade policy.
While his administration agreed to roll back some
Trump-era tariffs on allies, such as the EU, Japan,
and the UK,* the tariffs on solar panels were extend-
ed for another four years.

The Biden administration’s eagerness to use trade
as an instrument in support of its broader geo-
political strategy is nonetheless reflected in its will-
ingness to coordinate trade- and investment-re-
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lated policies with its allies. While traditional
free-trade agreements and bilateral investment
treaties are not on the (domestic) political agenda,
the EU-US Trade and Technology Council (EU-US
TTC) and various other forums and working groups,
such as the Trilateral Group which includes the
United States, the EU, and Japan, or the US-Japan
Partnership on Trade* are effectively focused on
confronting third parties (read: China) that pursue
‘non-market policies and practices.® These initia-
tives reflect US preoccupation with China (regard-
ing, among other, supply chain security, technolog-
ical cooperation and standards, and coordination
of export control and investment policies).*6 It is no
coincidence that most of the economic, trade, and
technology issues on the EU-US Trade and Tech-
nology Council’s agenda are more or less directly
related to national security, national economic se-
curity, and technological leadership.

The Biden administration issued an executive or-
der to scrutinize foreign companies seeking to invest
in high tech, such as Al, biotechnology, or quantum
computing, to ‘protect America’s technological lead-
ership’ While it did not provide the foreign direct in-
vestment screening mechanism with new powers, it
reemphasized the need to focus on the resilience of
critical supply chains.*” Biden further tightened ex-
port controls related to technology, making it very
difficult for Chinese companies to acquire or pro-
duce advanced computer chips. This was squarely
aimed slowing down China’s progress with respect to
the development of artificial intelligence and quan-
tum computing and other advanced research.*

1.4 TRANSATLANTIC AND
GERMAN-US RELATIONS

During his first trip to Europe in 2021, Joe Biden
sought to mend fences with the United States’
European allies at the G7 meeting, the EU-US and
NATO meetings as well as the bilateral German-US
meeting in Washington. There, the Biden admin-

https://ustr.gov/about-us

policy-offices/press-office/press-releases/2021/november/united-states-and-japan-announce-formation-us-japan-partnership-trade-0

Digital-1.pdf,

https://www.nscai.gov/wp-content/uploads/2021/03/Full-Report



https://ustr.gov/about-us/policy-offices/press-office/press-releases/2021/november/united-states-and-japan-announce-formation-us-japan-partnership-trade-0
https://ustr.gov/about-us/policy-offices/press-office/press-releases/2021/november/united-states-and-japan-announce-formation-us-japan-partnership-trade-0
https://www.nscai.gov/wp-content/uploads/2021/03/Full-Report-Digital-1.pdf
https://www.nscai.gov/wp-content/uploads/2021/03/Full-Report-Digital-1.pdf
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TRANSATLANTIC AGENDA UNDER BIDEN

G7

NATO
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EU-USA

Tackle digital tax
and tax havens

Reaffirmation of commitment
to spend 2 percent of GDP on
defense by 2024

Resolve steel tariff dispute
by year-end

Commitment to mobilize
$100 billion to help
developing countries
tackle climate change

Strengthen technology
cooperation, particularly
with respect to critical and
disruptive technologies

Creation of Transatlantic Green
Technology Alliance

Delivery of a billion
units of COVID vaccines

Development of the Strategic
Concept to guide NATO's
political and military adaptation

Creation of an EU-US Trade
and Technology Council to

set standards with respect to
emerging technologies as well
as strengthen and diversify
supply chains

Establishment of a Joint
EU-US COVID Manufacturing

and Supply Chain Taskforce

US-EU Energy Council to
improve energy security and
transition and cooperate on
energy transition

Source: Author’s compilation

istration reaffirmed its commitment to NATO and
the revitalization of transatlantic and specifically
German-US relations.

The transatlantic rapprochement has yielded benefits.
Long-standing economic disputes have been solved,
paused, or are being tackled. Meanwhile, the Ukraine
war not only revitalized and strengthened transat-
lantic security relations in view of the Russian mili-
tary threat, but also led to unprecedented coopera-
tion in terms of economic sanctions. At the same time,
the Ukraine war also caused NATO to label Beijing
as “a challenge to our interests, our security and our
values” in the context of NATO's Strategic Concept.*®

Under the Trump administration, there were dis-
putes over trade (steel and aluminum tariffs, digi-
tal tax, Airbus-Boeing subsidies, WTO), energy (Nord

Stream 2), climate policy, technology (regulation,
competition, taxation), and US sanctions policy. With
an agreement on international taxation, the suspen-
sion of the digital services tax, and the suspension of
the Airbus-Boeing dispute as well as the deal on US
steel and aluminum tariffs, tangible progress has been
made in resolving those disputes. However, other dis-
agreements have cropped up (e.g., Buy American reg-
ulation, American tax breaks for green technology). *

The resolution of the transatlantic steel and aluminum
dispute, while desirable in it itself, has an anti-China
edge. The ‘carbon-sectoral arrangement’ proposed by
the EU-US steel deal will effectively be discriminatory
as far as Chinese steel exports are concerned.” Even
the Airbus-Boeing deal can be interpreted as an in-
direct response to Chinese competition in civil avi-
ation. Similarly, the various commitments under the
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US-EU TRADE AND TECHNOLOGY COUNCIL

WORKING GROUPS

TOPICS

Technological standards and cooperation

Additive manufacturing, robotics, blockchain,

other emerging technologies

Climate and clean technologies

Climate, energy and environmental initiatives

that involve trade and technology

Secure supply chains

Semiconductors, batteries, critical minerals,

active pharmaceutical ingredients

ICTS Security and competitiveness

Data security standards,secure, resilient, and

diverse telecommunications and ICT infrastructure
supply chain, 5G/ 6G

Data governance and technology platforms

Establish responsibility of technology platforms,

content regulations, targeted advertising, and use
of big data

Misuse of technology threatening
security and human rights

Counter cyber threats and technology used for
violating human rights.

Exports controls cooperation

Align export controls, improve information sharing,

and assess risks for sensitive and emerging technology

Investment screening cooperation

Improve information for screening of inbound

foreign investment

Promoting SME access to and use of
digital technologies

Empower EMS to reach more clients, ensure digital
technologies benefits underserved communities

Global trade challenges

Align trade policy toward nonmarket economies;

avoid new technical barriers to trade with each other;
consult on trade and labor issues

Source: Peterson Institute

so-called Build Back Better World in the context of the
2021 G7 meeting are clearly meant to counter China’s
Belt and Road Initiative.5? In 2022, the G7 upped the
ante and proposed a $600 billion plan to counter Chi-
na’s Belt and Road Initiative and to push back against
increasing Chinese geo-economic influence, particu-
larly in Asia and Africa.®

Meanwhile, several fora have been created, or are to
be created, to facilitate and deepen transatlantic and

German-US coordination and cooperation. As men-
tioned, the EU-US Trade and Technology Council® is
to focus on trade and investment, including the co-
ordination of export control policies, on inward FDI
screening, setting standards for emerging technolo-
gies, and on boosting innovation and protecting crit-
ical supply chains. It is also meant to help promote
critical and emerging technologies as well as a dem-
ocratic model of digital governance. Other fora have
been created at both the transatlantic level, such as

52 Financial Times, EU plans EUR300bn global infrastructure spend to rival China, November 29, 2021

53  Politico, G7 unveils $600B plan to combat China’s Belt and Road, June 26, 2022. The Economist,
The G7 at last presents an alternative to China’s Belt and Road Initiative, July 7, 2022.

54 European Commission, EU-US Relations: EU-US Trade and Technology Council, 2021,

https:

‘ec.europa.eu/info/strategy/priorities-2019-2024/stronger-europe-world/eu-us-trade-and-technology-council _en

(last accessed: October 21, 2022); Peterson Institute, What is the US-EU Trade and Technology Council? 2021,

https:

www.piie.com/blogs/trade-and-investment-policy-watch/what-us-eu-trade-and-technology-council-five-things-you

(last accessed: October 21, 2022)


https://ec.europa.eu/info/strategy/priorities-2019-2024/stronger-europe-world/eu-us-trade-and-technology-council_en
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RUSSIA PALES NEXT TO CHINA A LONG-TERM SYSTEMIC
CHALLENGER DUE TO ITS MUCH SMALLER ECONOMY

COMPARISON OF GDP IN USD TRILLION / 2021/ PPP
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20 —

CHINA USA EU-27 JAPAN

Source: International Monetary Fund

the Transatlantic Green Technology Alliance or the
Joint EU-US COVID Manufacturing Taskforce, and
at the bilateral level, such as the Climate and Energy
Partnership and the US-German Economic Dialogue.

All this demonstrates Washington’s desire to re-
engage with its allies as well as Europe’s desire to
mend fences with a more multilaterally oriented ad-
ministration. This desire to revitalize traditional al-
liances and cooperate within rather than across se-
curity alliances has much to do with American
concerns over China.

In terms of transatlantic security, the war in Ukraine
has led Germany and the United States to reaffirm
their commitment to NATO and geo-economic co-
operation. The German government announced ma-
jor increases in defense spending and military mod-
ernization, including the purchase of US-made
F-35 aircraft. This has bolstered transatlantic and
German-US relations.

Washington also sought to gain European support for
a more confrontational stance vis-a-vis China at last

GERMANY RUSSIA FRANCE UK

year’s G-7 meeting, including greater NATO engage-
ment in the Indo-Pacific. Prior to the Ukraine war, the
major European powers politely pushed back, despite
having their own misgivings about China. % In part,
this reflected the European concern about diverting
European resources and attention to tackle American
concerns in Asia rather than focusing on European
interests in Europe. One year on, the war in Ukraine
has made Europe and Germany more willing to take a
harder stance vis-a-vis Beijing, particularly in view of
China’s diplomatic support for Russia.

Nevertheless, policies regarding China retain some
potential to weigh on US-European and US-German
relations. The United States expressed significant
misgivings about the EU’s attempt to deepen eco-
nomic relations with China in the guise of the now
effectively defunct or at least frozen Comprehensive
Agreement on Investment. Berlin is current-
ly re-evaluating its policy toward China, but an ex-
tensive economic relationship limits its flexibility.
Therefore, the potential for disagreement between
Washington and Berlin (and Brussels) over how to
deal with China remains significant. This suggests

55 European Commission, EU-China Strategic Outlook, 2019, https://ec.europa.eu/info/sites/default/files/communication-eu-china-a-strategic-outlook.pdf
(last accessed: October 21, 2022); Financial Times, Nato to expand focus to counter China, October 18, 2021


https://ec.europa.eu/info/sites/default/files/communication-eu-china-a-strategic-outlook.pdf
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that transatlantic relations may come under re-
newed strain as Washington begins to increase dip-
lomatic pressure on Europe in view of a more hawk-
ish China policy.

All in all, greater transatlantic engagement appears
to be part of an alliance-focused US strategy that
is in part motivated by Washington’s desire to con-
front a rapidly rising and geopolitically and geo-eco-
nomically more assertive China. For its China policy
to be successful, the United States needs to mobilize
greater resources domestically (internal strengthen-
ing) as well as internationally (external strengthen-
ing). Reviving traditional alliances and wooing Euro-
pean allies in the hope that they will line up behind
a more hawkish China policy makes perfect strate-
gic sense. China is and remains front and center in
terms of US grand strategy.

Until the Ukraine war, Russia featured relatively little
in US foreign policy under the Biden administration,
except for strategic arms control talks. Russia’s inva-
sion of Ukraine has changed that. The United States
has increased its commitments to European security
in words and deeds. It has provided by far the largest
amounts of military aid to Ukraine. Russia presents
a major immediate concern, but it is much less of a
long-term challenge to the United States than China.
Russia’s economic base will continue to weaken, not
least due to extensive sanctions, and it will emerge
from the Ukraine war as a much diminished, even if
nuclear-armed power.

Eager to mend fences after four years of an America
First policy, Biden has so far put relatively little
pressure on America’s European allies. If the log-
ic outlined in the realist scenario is correct, how-
ever, German-US and US-European relations will
come under strain in the coming years as Washing-
ton continues to focus on China, thereby diverting
resources and attention away from Europe. More
importantly, it will also expect Europe, and partic-
ularly Germany, to line up behind its hawkish Chi-
na strategy, including in the geo-economic realm.
For maintaining a military balance with China, the
United States will rely on Asian regional allies. But
US geo-economic policies require a global approach:
Targeting China will only be effective and credible if
it is supported by Europe and other partners - for
example Japan, South Korea, and Australia - and
particularly by Europe’s largest economy, which also
happens to have the most extensive economic ties
with China: Germany.
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ANALYSIS

Evaluation
of Drivers
and Critical
Variables

In our previous analysis, we identified three crit-
ical variables, namely (1) the international system,
(2) resource availability, and (3) domestic politics as
the major drivers of, and constraints on, the long-
term evolution of US foreign policy and strategy, and
hence our scenarios. In this section, we will evalu-
ate the extent to which these variables can help ac-
count for the direction of Biden’s foreign policy and
strategy. We will evaluate whether, to what extent,
and in which policy areas international competi-
tion, resource availability, and domestic politics have
shaped US policy and strategy thus far. This will al-
low us to consider whether in view of recent events
our scenarios are in of adjustment and further driv-
ers should be added.

21 INTERNATIONALSYSTEM

US-Chinese relations have continued to deteriorate
under Biden. Recent trends point to the continued
long-term structural deterioration of bilateral rela-
tions in the context of what International Relations
scholars call a security dilemma. A security dilem-
ma describes a situation where the actions taken
by one state to enhance its security lead the oth-
er state to feel less secure, leading it to enhance its
military capabilities in turn, and so on. In that sense,
China’s increasing power and assertiveness is lead-
ing the United States to a more antagonistic poli-
cy toward China. Words (documents and speeches),
deeds (policies), and capacity building (institutions)
unambiguously point to concerns over China as the
major driver and shaper of US grand strategy and
foreign policy.
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SCENARIO DRIVERS

ECONOMIC
AVAILABILITY

INTER-
NATIONAL
SYSTEM
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POLITICAL
MOBILIZABILITY

DOMESTIC
POLITICS*

RESOURCES

STRATEGY FORMULATION

STRATEGY IMPLEMENTATION

*Especially Institutions & Distributional Politics
Source: Author’s own compilation

In terms of words, the National Security Strategy and
virtually all other documents providing guidance to
US foreign policy and strategy make explicit reference
to China as the most important foreign policy chal-
lenge for the United States. According to the influen-
tial US-China Economic and Security Review Com-
mission, US policymakers (and the commission itself)
view China as aggressive and uncompromising. Chi-
na’s leadership is seen as “increasingly uninterested
in compromise and willing to engage in destabilizing
and aggressive actions in its efforts to insulate itself
from perceived threats or to press perceived advan-
tages [over the US and its allies] ... [It] will likely con-
tinue escalating its combative approach absent co-
ordinated action from the United States and its allies
and partners.”>® The Director of National Intelligence
regards China as the broadest, most active, and per-
sistent cyberespionage threat to the United States’
public as well as private sector.’” Kurt Campbell, the
National Security Council’s Coordinator for the Indo-
Pacific and Biden’s top Asia hand, quoted above, states
that engagement has come to an end and competition
is now the name of the game. There is broad agree-

ment among American policymakers that countering
China is America’s strategic priority.

In terms of policies, the revitalization of the Quad,
the creation of AUKUS, US attempts to rally its Eu-
ropean allies behind its China policy as well as the
strengthening of bilateral diplomatic and security re-
lations with Australia, Korea, and Japan reflect Wash-
ington’s preoccupation with China. Furthermore, the
United States has stationed military personnel in Tai-
wan to train local military forces to stand against a
possible invasion. In the meantime, the gradual shift
of the local military balance in China’s favor has led
US policymakers to debate whether to drop their
long-standing policy of strategic ambiguity in favor
of an explicit and unambiguous commitment to de-
fending Taiwan.® In fact, President Biden has repeat-
edly stated that the United States would come to the
defense of Taiwan if the latter were attacked.® Nev-
ertheless, senior administration officials have publicly
acknowledged what has been a long-held view inside
successive US administrations, namely that Taiwan
is an ‘unsinkable aircraft carrier’ and a ‘vital strategic

56 US-China Economic and Security Review Commission, Report to Congress 2021, 2021,

https:

57 Office of the Director of National Intelligence, 2022 ATA DNI Opening Statement as Delivered, March 8, 2022, https:,

'www.uscc.gov/annual-report/2021-annual-report-congress (last accessed: October 21, 2022), pp.1-2.

www.dni.gov/index.php.

newsroom/congressional-testimonies/congressional-testimonies-2022/item/2281-2022-ata-dni-opening-statement-as-delivered

(last accessed: October 21, 2022).

58 Washington Post, US troops have been deployed in Taiwan for at least a year, October 7, 2021; RAND, How the United States could lose a
great-power war, 2019; Richard Haass and David Sacks, American support for Taiwan must be unambiguous, Foreign Affairs, 2020.

59 Financial Times, Biden says US would defend Taiwan from Chinese attack, September 22, 2022


https://www.uscc.gov/annual-report/2021-annual-report-congress
https://www.dni.gov/index.php/newsroom/congressional-testimonies/congressional-testimonies-2022/item/2281-2022-ata-dni-opening-statement-as-delivered
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node.®® Washington remains strongly committed to
preserving the status quo.®' And the US military has
warned that China might invade Taiwan sooner rath-
er than later The Russian attack on Ukraine will have
done nothing to alleviate American concerns. Mean-
while, Washington and Taipei agreed to begin trade
and investment talks.%? The United States has also in-
creased arms sales and military aid to Taiwan.%

In terms of capacity- and institution-building, inten-
sifying concerns about technological competition
and supply chain vulnerabilities have led the Biden
administration to launch reviews of its existing vul-
nerabilities and current policies. Agriculture, energy,
healthcare, materials, technology, and defense have
been designated as deserving support. Washington
has also taken practical measures aimed at fostering
closer cooperation with its closest allies (for exam-
ple, by setting up the EU-US Trade and Technology
Council or the EU-US Energy Council). Congress has
pushed through major legislation regarding infra-
structure and technology, in part driven by concerns
about Chinese competition, including the CHIPS and
Science Act.®* At the bureaucratic level, the CIA has
set up a China Mission Center. % All of these actions
show how US policy toward China has hardened,
rhetorically and institutionally.

Meanwhile, Beijing officially pursues ‘comprehensive
national power. Ever since the 2008 global finan-
cial crisis, China has become more assertive. Switch-
ing from a policy of ‘strategic patience’ to a policy of

https
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‘strategic opportunity, China continues to strength-
en its asymmetric military capabilities. It is expand-
ing its ability to project military power overseas and
is intensifying efforts to develop advanced weapons
systems.%® Purportedly, it also intends to increase the
number of nuclear weapons significantly, potential-
ly suggesting a move away from its traditional ‘min-
imum deterrence’ policy®” - not to mention the ex-
pansion of its cyber-capabilities and the increase in
military activities surrounding Taiwan.®® Strategi-
cally, China remains committed to building a ‘world
class’ military. Chinese defense expenditure contin-
ues to increase at a rapid clip.

Geo-economically, the Biden administration has not
deviated much, if at all, from the confrontational
policies of the Trump administration, at least as far
as China is concerned. In fact, it is even consider-
ing ratcheting up antagonistic trade policies. At one
point, it was considering launching a probe into Chi-
nese subsidies and targeting key Chinese industries
with additional tariffs.®® Biden has also maintained
geo-financial pressure on China, including, among
other measures, adding more companies with ties to
the People’s Liberation Army to a list of companies
US investors are prohibited from investing in.”

Most consequentially, Biden has sharply tightened
export controls and enhanced inward investment
screening (via the Committee on Foreign Investment
in the United States or CFIUS) to deny China access
to advanced US technology.

www.whitehouse.gov/wp-content/uploads/2021/06/100-day-supply-chain-review-report.pdf

https://wwwwhitehouse.gov/briefing-

room/presidential-actions/2021/02/24/executive-order-on-americas-supply-chains

1/-1/0/2021-CMPR-FINAL.PDF

https:

https://media.defense.gov/2021/Nov/03/2002885874/-

www.rand.org/pubs/perspectives/PEA290-3.html
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https://media.defense.gov/2021/Nov/03/2002885874/-1/-1/0/2021-CMPR-FINAL.PDF
https://media.defense.gov/2021/Nov/03/2002885874/-1/-1/0/2021-CMPR-FINAL.PDF
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No. 6 | November 2022

19

DGAP RePORT

The US-China Economic and Security Review
Commission issued a recommendation to further
tighten geo-economic and geo-financial measures
to counter China’s increased political, economic,
and financial influence and assertiveness.” Mean-
while, Congress and parts of the administration con-
tinue to try to establish outward investment to en-
hance supply chain security and restrict US funding
for the Chinese defense and technology sectors.” Af-
ter much wrangling but ultimately with bipartisan
support, Congress also passed the Chips and Sci-
ence Act worth $280 billion, providing $52 billion in
subsidies for US chip manufacturers and more than
$100 billion in technology and science investments.”
In the geo-tech realm, the Biden administration has
warned US companies against sharing technology
with ‘civil-fusion’ potential, namely, artificial intelli-
gence, quantum computing, biotechnology, semicon-
ductors, and autonomous systems, with China.™

Meanwhile, China is taking action to counter or neu-
tralize US geo-economic measures. This is accom-
panied by a major shift in economic policy: As re-
cently as 2013, Beijing announced its intention to let
the market play a ‘decisive role’ Today, it is priori-
tizing the need for greater self-reliance and greater
government control and oversight over parts of the
economy deemed to be of critical importance.” Bei-
jing is pursuing a so-called ‘dual circulation’ policy,
which seeks to expand the domestic market through
greater consumption and foster domestic innova-
tion to reduce China’s vulnerability to antagonistic
American geo-economic policies.

Enhancing China’s indigenous innovation capaci-
ty, building domestic production capacity for critical
goods, securing access to overseas supply through
the Belt and Road Initiative, and supporting indige-
nous technologies and standards are all part and par-
cel of a broader strategy aimed at reducing vulnera-
bility vis-a-vis the other countries, and especially the
United States. China has also designated several in-
dustries, including information technology and ad-
vanced materials, as “strategic emerging industries.’

https:
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Tighter restrictions on cross-border data transfers
and limits on the overseas listing of Chinese tech
companies are also part of a broader national secu-
rity-oriented foreign economic policy, while the cre-
ation of tools and policies such as the ‘unreliable en-
tity list’ or, more recently, the creation of blocking
statutes and anti-sanction tools are meant to create
an effective deterrent or retaliatory capacity in view
of increased US geo-economic pressure.”

In other words, US-Chinese competition is in full
swing, and this has important implications. From a
systemic point of view, the world is witnessing the
weakening of the multilateral, liberal order creat-
ed after the Second World War. What is emerging
is a less institutionalized and less multilateral re-
gime which is characterized to a greater extent by
competition and increasingly rests on geo-political
and geo-economic power. Given its lesser vulner-
ability and greater leverage, the United States has
been willing to partly weaponize economic interde-
pendence, forcing Beijing “to play defense.” But Chi-
na has also resorted to geo-economic tools in situa-
tions where it has geo-economically the upper hand
(e.g., vis-a-vis South Korea, Australia, Lithuania). All
this translates into geo-economic and geo-finan-
cial competition and selective ‘decoupling’ in areas
closely tied to national and economic security. This
has important implications for Europe and transat-
lantic relations, as will be discussed below.

Not surprisingly, US-Chinese competition also af-
fects international institutions and governance re-
gimes. China has started some time ago to lay the
foundation of an alternative economic regime, at
least in part to reduce its dependence on - and vul-
nerability to - a largely US-dominated internation-
al economic, financial, and technological infrastruc-
ture and the respective governance regimes. This is
happening at many levels: China is promoting the
yuan as a reserve currency (including RMB-based
cross-border interbank payment systems, CIPS) and
creating parallel international financing regimes and
institutions (e.g., Asian Infrastructure Investment

www.uscc.gov/annual-report/2021-annual-report-congress (last accessed: October 21, 2022)


https://www.uscc.gov/annual-report/2021-annual-report-congress
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Bank). At the same time, it is trying to establish a
parallel or alternative physical or digital internation-
al infrastructure (Belt and Road Initiative, including
the Digital Silk Road), supporting regional free trade
agreements (e.g., Regional Comprehensive Economic
Partnership, China’s application to join CPTTP), and
seeking to set international technology standards
(China Standards 2035). China’s efforts to build a blue
water navy can also be seen as an attempt to reduce
its dependence on the United States for sea lane
protection. All these steps are designed to both limit
China’s vulnerability and help it become a technolog-
ical leader (e.g., Made in China 2025). Constructing
alternative, China-centered regimes also increases
or will increase Beijing’s power. Washington will, of
course, see them as challenging the status quo. Such
is the nature of the security dilemma.

In many cases, US-provided public goods, includ-
ing the international monetary and financial regime,
technological networks,” technological diffusion,
free trade, access to the global commons,” and so on,
are seen by Beijing as potential and actual sources of
Chinese vulnerabilities due to Washington’s ability to
restrict third-party access to them. Competition and
conflict will endure, and concomitant decoupling will
undermine multilateralism.

While Russia represents a more immediate securi-
ty challenge to US interests, primarily in Europe, it

https://www.energy.gov/articles/joint-statement-us-eu-energy-council

https://crsreports.congress.gov/product/details?prodcode=RL 33153

https
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does not challenge the United States as universally
as does China. And in the longer term, Russia’s eco-
nomic potential simply does not compare with
China’s. Systemic competition with China, exacer-
bated by the existence of a security dilemma, is the
single most important driver of US policy and strat-
egy. US diplomacy as well as its security and foreign
economic policies are predominantly focused on
China,* as demonstrated by words (e.g. National Se-
curity Strategy), actions (antagonistic geo-economic
policies), and the creation of new capabilities and in-
stitutional mechanisms (e.g. CHIPS and Science Act).
China and the United States truly are engaged in a
full-spectrum and systemic competition concerning
security, economy, finance, and technology.

2.2 ECONOMIC RESOURCES

Resource availability is a key factor enabling or con-
straining grand strategy and therefore an import-
ant scenario driver. Strategy is alignment of means
and ends. Preventing Chinese hegemony in East
Asia is the single most important US strategic ob-
jective (end), while the availability of resources de-
termines (or affects) whether ends can be real-
ized as well as how they are pursued (means). As
per our scenarios, intensifying US-Chinese compe-
tition and relative resource scarcity determine how

www.whitehouse.gov/wp-content/uploads/2021/06/100-day-supply-chain-review-report.pdf



https://www.energy.gov/articles/joint-statement-us-eu-energy-council
https://crsreports.congress.gov/product/details?prodcode=RL33153
https://www.whitehouse.gov/wp-content/uploads/2021/06/100-day-supply-chain-review-report.pdf
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WORSENING US-CHINESE RELATIONS
SELECTED ISSUES

United States

China

Alliance
policies and
strategy

* Prevent Chinese hegemony in Asia
* Strengthening of alliances
(G7, NATO, USA-EU, bilateral alliances in Asia)
¢ QUAD, outreach to Asian allies®
* EU-US Trade and Technology Council;
EU-US Energy Council®?
* Free Open Indo-Pacific

¢ Enhance security and secure sea lines
of communications

* Aspiration to become a maritime great power
(defense, security, commodities, recovery of lost
territories)

* Does not recognize International Court of Justice's
decision on maritime status quo in East Asia

* Global Security Initiative

Defense

* Preserve military balance of power in East Asia

* Air-Sea Battle military doctrine

e AUKUS deal

* Pacific Deterrence Initiative

* Deployment of US troops to Taiwan

* CIA China Mission Center,
State Department China House

* Greater engagement in Pacific through
reinvigoration of Pacific Island Framework®

* US Navy’s Navigation Plan 2022 aiming to
preserve American maritime dominance®

* Aspiration to have a world-class military by 2049
(2035)

* Nuclear modernization and expansion
(minssile silos, SLBNs)®

* Naval modernization and expansion®®

* Asymmetric capabilities;
advanced weapons systems; A2/AD

¢ Completed “militarization” of islands in
the South China Sea®

* Move from ‘offshore defense’ to far-seas protection
(incl. blue water navy and soon-to-be-launched
third aircraft carrier)

* Establishment of military bases in Africa and
the South Pacific® and expansion among smaller
Pacific Island countries®®

Trade

¢ Continuation of Trump administration
trade policies vis-a-vis China

* Resolution of trade disputes with allies;
intra-alliance supply chain cooperation®

* Secure supply chains of critical goods necessary
for defense production®

* Launch trade talks with Taiwan®?

* ‘Dual circulation’

* Regional Comprehensive Economic Partnership
(RCEP), application to join CPTPP

* Consolidation of rare earth miners to enhance
market power/ strategic control®

* Increase control of ‘strategic commodities’*

Investment,
Finance &
Currency

* Partnership for Global Infrastructure and
Investment/Build Back Better World

e US promises $150 million of investment
to ASEAN countries

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

* Threat to delist selected Chinese companies
(refusing to submit to US audit inspections) by 2024

* Banning of investment in debt, equity, funds
containing securities linked to defense and
surveillance

* Regulator revokes license of Chinese telecoms
provider; greater market entry restrictions

* Belt and Road Initiative (including bilateral financial
support to Sri Lanka, Pakistan, Laos etc., and
expansion of investment in strategically important
Panama Canal zone); Asian Infrastructure and
Investment Bank; Global Development Initiative

* RMB internationalization; e-yuan

* Security checks on overseas listings (sensitive data
not obtained by foreign regulators)

* Delisting of Chinese firm from US stock exchange
and moving them to Hong Kong (on national
security grounds). Prohibition of VIEs/ foreign
investors for Chinese tech companies

* China Interbank Payment System ( CIPS)

Export
Controls &
Technology

* Investment and Competition Act

* Export, reexport and in-country transfer controls
(‘entity list")

* Foreign direct product rule

* Restrictions on ‘foundational and emerging
technologies’ (e.g., quantum computing,
aerospace, semiconductor technologies)

¢ China 2025; ‘Dual circulation’
* China Standards 2035
* Data localization under national security legislation

Sanctions

* Primary sanctions targeting Chinese entities
* Secondary sanctions forcing third parties
to comply with US sanctions

¢ Unreliable entity list

* Blocking statute

* Anti-foreign sanctions law (applying to
Chinese subsidiaries of foreign companies)
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and - in the isolationist-protectionist scenario - if
the grand strategic objectives can and will be pur-
sued. If strong Chinese economic growth contin-
ues and if China continues to convert economic
resources into military and geo-economic power, the
United States will be forced to mobilize significantly
greater resources. While resources can also be mo-
bilized externally (‘external balancing’), domestic re-
source constraints will be an important factor shap-
ing US strategy longer-term. But to what extent has
resource availability or scarcity had an impact on US
policy and strategy under Biden?

The COVID-19 pandemic caused significant eco-
nomic dislocation, leading the administration to im-
plement large-scale macroeconomic stabilization
measures. While massive policy support helped the
American economy regain its pre-pandemic level of
output more quickly than in many other countries,
the debt burden is also meaningfully higher today.*
The Biden administration spent 30 percent of GDP to
stabilize the economy - an unprecedented amount in
peacetime. Federal government debt is now project-
ed to double from 100 percent of GDP today to 200
percent of GDP by mid-century.®® Meanwhile, the
US international investment position has continued
to worsen,” deteriorating from negative 20 percent
of GDP in 2010 to negative 70 percent of GDP today.
Stripping out equity-type liabilities and leaving aside
valuation issues, net external debt today amounts to
a tangible 50 percent of GDP.

However, with interest rates until recently at
near-record lows in both nominal and real terms,
the Federal Reserve engaging in large-scale asset
purchases, and the dollar maintaining its reserve
currency status, the Biden administration has faced
virtually no economic-financial constraints. Medi-
um-term, the outlook is less clear in view of debt
dynamics, significant implicit liabilities, and rising
nominal and real interest rates.”

https:
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US external liabilities are largely denominated in dol-
lars, further reducing external financial risks. None-
theless, if external debt continues to increase, the
United States will sooner or later face constraints in
terms of its ability to mobilize sufficient resources to
compete with China, particularly if China’s economy
continues to grow faster,* allowing for a relatively
greater expansion of military spending.

America’s ability to mobilize resources has so far
been constrained by politics rather than economics.
Small Democratic majorities in both houses of Con-
gress and intra-party squabbles forced the Biden ad-
ministration to scale back the size of its various am-
bitious investment and infrastructure programs.
However, resource mobilization that is specifically
geared toward US-China competition (or marketed
as such) continues to benefit from broad biparti-
san support, as opposed to policies geared toward
primarily domestic economic, social, and environ-
mental objectives. The so-called ‘hard’ infrastructure
program attracted limited Republican support, while
the ‘soft’ program received none at all. The CHIPS
and Science Act was also passed on a bipartisan ba-
sis.'® Higher defense spending, too, continues to en-
joy significant bipartisan support.!”

In short, economic resource scarcity and the related
guns-versus-butter'*? trade-off have not been a sig-
nificant constraint on Biden’s foreign policy and con-
comitant domestic ‘strengthening policy’ yet. If there
was a constraint, it was political, not economic or fi-
nancial. Nonetheless, even with increased infrastruc-
ture investment and increased spending on techno-
logical innovation, the US-China growth differential
points toward a medium- to long-term need to mo-
bilize additional resources. In brief, resource scarcity
has not yet had a tangible effect on US grand strate-
gy. But on current trends, it will become a constraint
over time.

www.imf.org/en/Publications/WEO/weo-database/2022/April

https

www.cbo.gov/publication/56977

https:

www.bea.gov/data/intl-trade-investment/international-investment-position
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https://www.cbo.gov/publication/56977
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2.3 DOMESTIC POLITICS

The formulation of strategy and the implementa-
tion of foreign policy are largely the prerogative of
the executive, not Congress. Yet Congress has mani-
fold ways to influence or obstruct foreign policy giv-
en its constitutional prerogatives (especially over
war, trade, budget). Typically, domestic political is-
sues, such as immigration, voting rights, and taxes,
find far greater resonance among the electoral base
and financial supporters than foreign policy issues,
for both ideological and distributional-economic rea-
sons.' This tends to give the president a fair amount
of leeway in conducting foreign affairs despite a
highly polarized,'® or at least highly sorted, 1 polit-
ical system and antagonistic congressional politics.

And the political system is polarized, as is public opin-
ion. Supporters of the Republican and the Democrat-
ic Party appear more fiercely set against each other
than ever. A poll conducted in late 2021 showed that
there was an 88-point partisan gap in the president’s
approval rating, the largest gap ever recorded in more
than 80 years of polling (except for a 92-point gap for
Trump just before the 2020 presidential election): 92
percent of Democrats approved of Biden’s perfor-
mance, while 94 percent of Republican disapproved.'%

So how have domestic politics and political polariza-
tion affected Biden’s foreign policy against the back-
drop of wafer-thin majorities in Congress? Broad-
ly speaking, high levels of political and congressional
polarization have had little effect in terms of the Unit-
ed States’ China strategy and transatlantic relations.
This is less surprising than it sounds. In addition to
relatively limited congressional influence on foreign

bill/3364/text
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policy, neither Congress nor public opinion are isola-
tionist or significantly opposed to the general direc-
tion of US foreign policy and strategy. It is important
to remember that senior Republican lawmakers, for
example, opposed the Trump administration’s isola-
tionist tilt, including its decision (later reversed by the
Biden administration) to reduce the US military pres-
ence in Germany. Similarly, Congress was very unit-
ed in passing a bill in 2017 that forbid the president
to suspend Russia sanctions. All this points to a broad
foreign policy consensus among key actors in Con-
gress, despite plenty of domestic political noise.””

But it is not just lawmakers who broadly support, or
at least do not oppose, the thrust of US foreign pol-
icy. Opinion polls show that more than two thirds of
Americans support the United States playing an ac-
tive part in international affairs, compared to 30 per-
cent who do not.°® Respectively, 68 percent and 59
percent of Americans say alliances with Europe and
East Asia benefit the United States and its allies. 73
percent support maintaining or increasing US com-
mitments to NATO. (And this was before the war
in Ukraine.) Between 70 percent and 80 percent of
those surveyed support increasing or maintaining
America’s military presence overseas. Interestingly
and significantly, however, 58 percent of Americans
say that trade between the United States and China
weakens US national security. Then again, 68 per-
cent of Americans believe that globalization is most-
ly good for the United States.*

In short, public opinion at large remains supportive
of US international engagement. And while a major-
ity is opposed to so-called ‘forever wars, this should
not be seen as a ‘new isolationism’ that would have the

https://www.congress.gov/bill/115th-congress/house-
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PUBLIC OPINION UND FREE TRADE
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OVERALL, DO YOU THINK INTERNATIONAL TRADE

IS GOOD OR BAD FOR ...

GOOD

Creating jobs in the United States

US manufacturing companies

US agriculture

US economy

US tech companies

Your own standard of living

Consumers like you
(%)

Source: Chicago Council on Foreign Affairs

potential to undermine the Biden administration’s for-
eign policy and strategy. If these surveys are to be be-
lieved, American public opinion is currently neither
isolationist nor necessarily protectionist. No wonder
that Biden’s foreign policy has not encountered any
significant domestic obstacles in the past 15 months.

Important partisan differences do nevertheless exist.
A 2021 Pew Research poll"® shows that 85 percent of
respondents who identify themselves as Republicans
or as leaning toward the Republican party consider
“protecting American jobs” to be the top foreign policy
priority, as compared with 67 percent of respondents
who lean toward the Democratic Party or see them-
selves as Democrats. Maintaining a military advantage
over “all other countries” was a top priority in the eyes
of 68 percent of Republicans but only 30 percent of
Democrats, while “improving relationships with allies”
was seen as a priority issue by only 44 percent of Re-
publicans as compared with 63 percent of Democrats.

Similarly, “getting other countries to assume more
of the costs of maintaining world order” was a top
priority for 57 percent of Republicans and only 30

25

BAD

50 75 100

percent of Democrats. Finally, as for “limiting the
power and influence of China,” the split was 63 per-
cent Republican versus 36 percent Democrats.

So, while there are partisan differences regarding
the prioritization of foreign policy goals, neither Re-
publican nor Democratic voters are isolationist or
hold views that are categorically at odds with Biden’s
strategy. It is therefore not surprising that partisan
differences have not visibly constrained Biden’s for-
eign policy, nor does this result create significant in-
centives for Republican or Democratic legislators to
oppose a China-focused US foreign policy, or indeed
an alliance-oriented policy.

For what it’s worth, there is also little daylight be-
tween Republicans and Democrats with respect
to Russia: 50 percent of Republicans and 49 per-
cent of Democrats see Russia as a competitor, and
39 percent or Republicans and 40 percent of Dem-
ocrats view it as an enemy. (This was before Russia’s
invasion of Ukraine.) Similarly, half of Republicans
and Democrats consider Russia to be an immediate
threat.™ However, while 36 percent of Republicans

110 Pew Research, 2018.

111 Office of the United States Trade Represemtatlve USTR Releases 2022 President’s Trade PoUcy Agenda and 2021 Annual Report March 1, 2022:

annual- regort (last accessed: November 1, 2022)


https://ustr.gov/about-us/policy-offices/press-office/press-releases/2022/march/ustr-releases-2022-presidents-trade-policy-agenda-and-2021-annual-report 
https://ustr.gov/about-us/policy-offices/press-office/press-releases/2022/march/ustr-releases-2022-presidents-trade-policy-agenda-and-2021-annual-report 

26

No. 6 | November 2022

US-Chinese Competition andTransatlantic Relations

DGAP RrerPORT

PARTISAN DIVIDES IN FOREIGN POLICY PRIORITIES
(% WHO SAY ... SHOULD BE GIVEN TOP PRIORITY AS A LONG-TERM FOREIGN POLICY GOAL)

Importance Democtats Republicans Total
1 Protecting the jobs of American workers 67 85 75
2 Taking measures to protect the US from terrorist attacks 60 81 71
5 Improving relationships with our allies 63 44 55
6 Limiting the power and influence of China 36 63 48
7 Dealing with global climate change 70 14 44
8 Sfe:;r:rg\;tzti:irgc;ir:gieoij;)rassume more of the costs 30 57 42
9 Limiting the power and the influence of Russia 50 30 42
13 Reducing illegal immigration into the US 16 64 38
17 Reducing US military commitments overseas 29 29 29
19 Reducing legal immigration into the US 29 35 20

Source: Pew Research

and 33 percent of Democrats see it as minor threat,
many more Republicans see it as a major threat (Rep
72 percent versus Dem 26 percent).!? Since Russia’s
invasion of Ukraine, US public opinion has also been
supportive of the Biden administration’s Ukraine
policy, including sending American troops to bol-
ster NATO defenses." Again, Republicans tend to be
even more hawkish. This explains why Congress, in-
cluding its Republican members, is quite united in
confronting Russia. This was demonstrated by the
quick and bipartisan approval of Ukraine aid, despite
some parts of the populist right remaining critical
of Biden’s Russian policy.™ Republican opposition to
Ukraine aid remains largely confined to the fringes of
the Republican party."

Naturally, public opinion rarely drives US foreign
policy, let alone longer-term strategy, even if it
does occasionally constrain the choices available to
a president. This typically only happens with issues
where public opinion can threaten to impose tangi-
ble political and electoral costs if foreign policy devi-
ates too far from popular preferences. Trade is such

an issue. While public opinion is far from unambigu-
ously opposed to free trade, subsequent US admin-
istrations have become less supportive of free trade,
in part because of electoral considerations related
to swing states. This helps explain Biden’s reluctan-
cy to flank US security strategy with an appropriate,
alliance-focused trade policy.

Despite domestic hyper-polarization, Biden has ben-
efitted from a relatively broad bipartisan consensus
in Congress in terms of confronting China and Rus-
sia as well as the preservation and revitalization of
traditional alliances. For example, in spite of noise
in the MAGA world, Sweden and Finland’s NATO ac-
cession passed the Senate 95 to 1, and the CHIPS
Act passed by 86 to 11 (but by a narrower margin in
the House), pointing to continued solid bipartisan
support.'® If anything, Congress has pushed hawk-
ish China legislation (e.g. CHIPS and Science Act,
Countering China Economic Coercion Act).”7 Oth-
er bipartisan proposals include The Restoring Essen-
tial Security and Energy Holdings Onshore for Rare
Earths Act (requiring the creation of a strategic rare

https://www.brookings.edu/blog

fixgov/2022/04/01/the-american-peoples-message-to-president-biden-about-ukraine-get-tougher-but-dont-risk-war-with-russia



https://www.brookings.edu/blog/fixgov/2022/04/01/the-american-peoples-message-to-president-biden-about-ukraine-get-tougher-but-dont-risk-war-with-russia/
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earths stockpile by 2025) as well as the Taiwan Inva-
sion Prevention Act (authorizing the president to use
force to defend Taiwan). Finally, even where Con-
gress is at its most influential in terms of foreign pol-
icy and strategy, namely regarding the funding of de-
fense spending, bipartisan consensus reigns.

The Biden administration did encounter pushback
with respect to individual policies. The Afghanistan
pull-out came in for criticism, but to little practical
avail. Some Republicans (and some Democrats) were
highly critical of the Biden administration’s initial de-
cision to waive sanctions against Nord Stream 2. Oth-
er than blocking or slow-walking the State Depart-
ment, senators could do little to thwart the decision.
Anecdotally, when the Senate in 2021 tried to force
the administration to impose harsher sanctions on
Russia and take action against Nord Stream 2, it was
congressional gridlock that actually helped preserve
the president’s relative autonomy in terms of foreign
policy." Similarly, the Senate’s failure to agree on Rus-
sia sanctions just before the Ukraine war provided the
president with increased leeway to impose measures
on the basis of existing legislation.!

In brief, US foreign policy under Biden, in both words
and deeds, suggests that systemic competition with
China is the major driver and focus of US strategy.
To date, resource availability has not been a limiting
factor, while domestic politics constraints have on-
ly applied to specific foreign policy areas (e.g., trade).
However, despite bipartisan support for a hawkish
China policy, domestic politics has put constraints
on a geopolitically oriented foreign trade policy as
well as on parts of Biden’s domestic strengthening
agenda. This is why the Biden administration’s var-
ious trade initiatives, such as the Indo-Pacific Eco-
nomic Framework or the EU-US Trade and Technology
Council focus on such issues as digital trade, supply
chains, technology, infrastructure, and the environ-
ment rather than on market access, for only the lat-
ter requires congressional approval.’®® There has been
no domestic political pushback to Biden’s alliance re-
engagement strategy, including the settlements of bi-
lateral transatlantic disputes and the coordination of
trade, investment, and technology policies with US
allies, including Europe and Germany.

US-Chinese Competition andTransatlantic Relations

HORIZON SCANNING
AND WILD CARDS

The focus on structural drivers and concomitant
trends is necessary to generate medium-term
scenarios. But it is not well-suited to anticipat-
ing potentially critical turning points. So-called
‘wild cards’, such as 9/11, the end of the Cold
War, and maybe to a lesser extent Pearl Harbor,
have the potential to lead to dramatic shift in US
foreign policy and related scenarios.

Another major economic-financial crisis, for
example, might further weaken the United States,
strengthenisolationist forces, orembolden China.
Similarly, should China be engulfed in domestic
political turmoil or a destabilizing financial crisis
and subsequent economic stagnation, its ability
and willingness to compete with the United
States might diminish. Yet such a development
could also lead to a more aggressive foreign
policy. Or, less likely, harmony and cooperation
might suddenly break out between Washington
and Beijing. Or domestic political destabilization
in the United States or democratization in China
might lead to significant changes in US or Chi-
nese foreign policies.

One of the most obvious ‘wild cards’ (at least
in the sense of high impact events) or '’known
unknowns’, is the 2024 presidential election.
Biden’s favorability ratings are very low, and
Trump remains popular among Republicans
and has a fair chance of winning the Republican
nomination. In a scenario where Donald Trump
(or a Republican America First candidate) wins
in 2024, US foreign policy may yet again become
much more unpredictable, volatile, unilateral,
and potentially systemically destabilizing.

It is difficult to see how US policy during a
second Trump term would not radically break
with Biden'’s alliance-oriented foreign policy. In
terms of our three original scenarios, a Trump 2.0
policy might move US strategy down the path
of the realist scenario in an accelerated way. It
might even lead the United States to pursue a
more isolationist-protectionist strategy. Neither
would be good news for Germany and Europe.

https://wwwwhitehouse.gov/briefing-room

statements-releases/2021/10/27 /readout-of-president-bidens-participation-in-the-east-asia-summit
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https://www.whitehouse.gov/briefing-room/statements-releases/2021/10/27/readout-of-president-bidens-participation-in-the-east-asia-summit/

No. 6 | November 2022

US-Chinese Competition andTransatlantic Relations

RECOMMENDATIONS

German
and European
Options

This section lays out the vulnerabilities and risks that
arise for German interests' from a realist scenario,
where the United States remains focused on China,
rather than from an isolationist-protectionist scenar-
io, where it retreats to the Western hemisphere, mil-
itarily and economically. We will outline German vul-
nerabilities and interests in view of prospective US
and Chinese policies and describe current nation-
al and EU-level efforts to address these vulnerabil-
ities. Finally, high-level policy recommendations for
specific policy areas will be sketched out.

31 GERMAN INTERESTS,
VULNERABILITIES AND
MITIGATION OPTIONS

Germany shares many of America’s strategic goals, in-
cluding the preservation of the territorial status quo
in Europe and East Asia and the creation of an eco-
nomic level playing field vis-a-vis China. It also has an
interest in maintaining technological leadership and
national security.’?” Due to Germany’s significant de-
pendence on foreign trade and investment, a broader
securitization and weaponization of economic inter-
dependence® and a broader politicization of interna-
tional economic relations are nevertheless not in its
interests, absent outright military conflict.

Germany needs to take seriously the possibility of
less cooperative US foreign economic and security
policies - whether in the context of a return to
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MAGA-style unilateralism or in the event of Amer-
ica’s increasing willingness to weaponize economic
relations in the context of US-Chinese geopolitical
competition. But Germany should be at least equally
if not more concerned about its significant econom-
ic vulnerability vis-a-vis China. As the war in Ukraine
demonstrated, economic overreliance can be very
costly, particularly in case of a near-complete break-
down of economic relations. China’s failure to con-
demn Russian attempts to change the territorial sta-
tus quo in Europe has given Germany (and Europe)
good diplomatic reasons to adopt an even more
cautious, skeptical attitude toward China,'* while
Russian aggression has increased Germany’s depen-
dence on the United States.

Germany has an interest in opposing any changes to
the territorial status quo in Asia (and Europe), even
though it may not want to be seen as aligning itself
with the United States more firmly than necessary
for fear of Chinese geo-economic retaliation. The
challenge for German decisionmakers will therefore
be how best to support US policies aimed at pre-
serving geopolitical stability while avoiding a broad-
er politicization of economic relations with China so
as not to invite Chinese retaliation. Berlin needs to
avoid Washington’s ill will in case Germany is seen as
insufficiently supportive of hawkish American China
policies. Washington (and especially Congress) is
unlikely to allow Germany to play the role of a so-
called ‘third-party spoiler™® as this would risk un-
dermining the effectiveness of broader US policies
vis-a-vis China.

As US-Chinese competition intensifies, the United
States is likely to resort to greater export and in-
vestment controls as well as secondary sanctions,
indirectly pressuring Germany to follow suit. If
Germany does align itself with US policies, how-
ever, it risks provoking - at the very least selective
but nevertheless costly - Chinese economic retali-
ation in the form of trade and investment restric-
tions, regulatory discrimination, trade sanctions,
and other retaliatory measures. Washington might
even seek to leverage Germany’s continued security
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dependence on the United States to win support
from Berlin.!*

Germany and Europe should therefore urgently act
to mitigate their most critical security and econom-
ic vulnerabilities. This will require strategic planning,
intra-EU coordination, additional resources, and effi-
cient implementation of policies. The German govern-
ment and the EU should conduct cost-benefit assess-
ments of individual policies in the context of a broader
strategy aimed at economic and military security.

GERMAN BILATERALTRADE
DEPENDENCE

® GERMAN EXPORTS TO ..
% OF GDP

7 ——

6

CHINA

Source: International Monetary Fund

Even if such policies fail to eliminate respective vul-
nerabilities completely, they will go some way in
terms of limiting them. Any progress in this ar-
ea would provide German and Europe with greater
policy flexibility and autonomy and limit the costs
of being caught in the US-China rivalry. In principle,
Berlin and Brussels should consider addressing vul-
nerabilities vis-a-vis the United States and Chi-
na as well as relevant third parties. In practice, they
will need to be judicious and selective. To limit com-
mon vulnerabilities vis-a-vis third parties, Germa-
ny and Europe will also have to decide where and

US-Chinese Competition andTransatlantic Relations

to what extent to cooperate with others, including
America. Unlike in the protectionist-isolationist sce-
nario, Germany has greater incentives to reduce
its vulnerability vis-a-vis China than vis-a-vis the
United States because of the security externalities of
intra-alliance economic cooperation.

Addressing structural vulnerabilities will take time.
In the meantime, Germany should consider pursu-
ing a multi-track approach, consisting of offering
Washington conditional support in pursuit of nar-
row, well-defined objectives (e.g., concerning sup-
ply chain security). At the same time, it should ex-
plore reducing critical security, economic, financial,
and technological vulnerabilities with respect to
both the United States and China - wherever this
is deemed effective from a risk-reward point of view.
Diversifying risks is going to be generally the eco-
nomically less costly option, compared to self-suffi-
ciency.””” But much depends on what level of residual
vulnerability Germany is comfortable with or which
level of resilience Germany seeks in any particular
policy area.

3.2 SECURITY POLICY

Vulnerability: Germany is highly dependent for its
security on NATO and especially American commit-
ments under Article 5 of the NATO treaty. Consider-
ing the likely shift of US strategic focus and resourc-
es to Asia, Germany will find it increasingly difficult
to ‘free ride’ on the security provided by the United
States. Whether or not Washington resorts to linkage
politics, tying the extent of its security commitments
to German support for a hawkish China strategy,
fewer US resources mean that Germany will need
to strengthen its military capabilities to enhance
European military capabilities and deterrence.

German interests: Germany has a fundamental in-
terest in preserving (1) the conventional military bal-
ance and (2) a credible nuclear deterrence vis-a-vis
Russia. Furthermore, it has an interest in supporting
(3) an effective and autonomous European capaci-
ty able to intervene in Europe’s periphery in view of
a declining American willingness to do so; and in in

https://dgap.org/en/research/publications/logic-and-grammar-us-grand-strateg
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SECURITY DEPENDENCE

Population GDP
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Per capita income Defense expenditure Defense expenditure

(million, 2021) (USD trillion, PPP, 2021)  (USD, PPP, 2021) (% of GDP, 2020) (USD billion, 2020)*
USA 333 227 68,000 3.4* 732
Germany 83 4.7 57,000 1.4 49
UK 67 3.2 47,000 2.2 50
France 67 3.2 49,000 2.1 49
Italy 59 26 43,000 1.6 27
Big-Euro-4 276 13.7 49,1 2 175
China 1,412 26.7 19,000 1.7 261
Russia 146 4.3 29,500 4.3 65

*Measured in terms of purchasing power, Russian defense spending is far higher than

suggested by nominal spending levels.

Source: International Monetary, Stockholm International Peace Research Institute

building (4) a greater capacity to secure its sea lines
of communication as the United States transfers
naval assets to Asia.

American policies: The United States has reaffirmed
its commitment to European security following the
Russian invasion of Ukraine. But if China continues
its ascendancy, America will have little choice but to
direct greater resources and attention to Asia and
effectively force Germany and Europe to step up.
While the United States does not wish to see Russia
extend its influence in Europe, let alone destabilize
the continent, Washington also has an interest in re-
ducing its defense commitments by getting Euro-
pean countries, and especially Germany as Europe’s
largest economy, to accept greater responsibility
for their own defense. This may over time lead to an
outright reduction of US conventional forces in Eu-
rope. The implicit US nuclear guarantee, including
nuclear sharing, will be less affected by a reduction
of America’s military forward presence, given its rel-
ative cost-effectiveness. (It is worth noting however
that the Biden administration did toy with, but then
abandoned, the idea of weakening traditional ‘ex-
tended deterrence’ by switching to a ‘no-first strike
posture.)’?® And a substantial drawdown of America’s
forward presence in Europe might yet negatively af-

fect the credibility of the US nuclear guarantee by
removing the so-called ‘trip wire, that is, the deploy-
ment of a military force inferior to an adversary for
purposes of strategic deterrence.

Current policies at national and EU levels: Long
before the Ukraine war, Germany, like all oth-
er NATO members, had committed to increasing
its defense outlays to two percent of GDP, though
that figure was never reached. The war led Ger-
many to renew its promises to spend more on de-
fense and in particular force modernization, includ-
ing a EUR 100 billion investment fund. A myriad of
initiatives was also launched at EU level over the
past decades to enhance Europe’s military capabil-
ities and autonomy. In 1999, the Amsterdam Treaty
laid the foundation for a Common Security and De-
fense Policy (CSDP). In the context of the Perma-
nent Structured Cooperation (PESCO), which was
established in 2017 as a legal framework for joint
capabilities projects, some 60-odd projects have
been launched. The recently approved EU Strategic
Compass foresees setting up a rapid intervention
force of 5,000 soldiers, strengthening maritime co-
operation, and focusing on military dimension of
new technologies such as Al and cyber. Outside
the frameworks of NATO and the EU, European



No. 6 | November 2022

31

DGAP RePORT

countries also created the European Intervention
Initiative to help develop a common strategic cul-
ture to facilitate joint missions.

This has created a rather Byzantine system where it
is often unclear how the different initiatives relate
and how they can be coordinated effectively (see
Box). While many earlier attempts to strengthen
European security have not been particularly suc-
cessful, the renewal of such efforts reflects a broader
recognition that Germany and Europe need to coop-
erate more closely and take on greater responsibility
for their own security. Yet none of the current initia-
tives will come even close to offsetting a significant
reduction of US security commitments to Europe in
the foreseeable future.

Policy recommendations: In the short to medium
term, Germany should seek to maintain NATO co-
hesion and ensure that the United States remains
strongly committed to NATO. At the same time,
Germany must pursue a forceful forward-looking
defense strategy on the assumption of a weakening
US commitment. Germany and its European allies
must devise policies and invest in European capabil-
ities in order to maintain credible deterrence, par-
ticularly vis-a-vis Russia. Strategically, priority needs
to be given to the effective and credible convention-
al and nuclear deterrence of Russia. Germany should
also devise a plan B in the less likely event that the

DEFENSE COOPERATION
FRAMEWORKS

Regime

US-Chinese Competition andTransatlantic Relations

United States withdraws its nuclear guarantee and
terminates nuclear sharing (in the isolationist-pro-
tectionist scenario). Independently, Germany should
therefore explore the feasibility of a Franco-German
nuclear sharing agreement as a hedge in case of a
precipitous withdrawal of the US nuclear guarantee.
Most importantly, Germany must hash out a viable
strategy supported by the major European countries
on how to proceed and how to streamline various
defense-related initiatives. Germany as the economi-
cally largest country needs to take leadership, ideally
jointly with France and other like-minded EU coun-
tries, to enhance European defense. If EU defense
cooperation proves challenging, Germany should
consider working more closely with a core group of
European partners. Greater European defense capa-
bilities and autonomy do not need to be detrimental
to NATO cooperation.

Institutional reform: At the national level, defense
and foreign policy planning should be more tight-
ly coordinated. The creation of a National Securi-
ty Council charged with coordinating defense, for-
eign, and related policies would help make German
policies more coherent. At the European level, an in-
stitutional framework needs to be created that helps
coordinate the various defense-related initiatives
into a coherent and sensible whole, much more so
than what is currently attempted under PESCO and
other initiatives.

Membership & History

North Atlantic Treaty Organization
(NATO)

28 European and 2 North American
members, established in 1949

Common Security and Defense Policy
(CSDP)

27 EU members; since 1999/ 2009

Permanent Structured Cooperation
(PESCO); part of CSDP

25 out of 27 EU members pursue
structural integration/ enhanced

cooperation, established in 2017

European Intervention Initiative
(EI2)

13 members, established in 2018

Source: Author’s compilation
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3.3 TRADE POLICY

Vulnerability: Germany’s economic prosperity is
highly dependent on international trade. Germany
is more dependent on trade with both the United
States and China than other large EU members.
Hence trade-related vulnerabilities remain of
greater concern to Germany than to most other EU
members. Germany is also far more dependent on
the US and Chinese markets than vice versa. This
asymmetric vulnerability is further exacerbated by
extensive local sales of German subsidiaries in both
the United States and China. As a consequence, Ger-
many is very vulnerable to unfriendly measures lim-
iting German exports or the operations of the affili-
ates of German companies.

Germany is highly dependent on both exports and
critical imports, such as energy, rare earths, or semi-
conductors. On the import side, this makes Germany
susceptible to other countries' export controls and
secondary sanctions. The inability to procure a par-
ticular item can wreak economic havoc regardless of
its import volume. (German energy dependence on
Russia is a case in point.) Taking the EU as a single
entity, more than half of critical imports originate
from China, while only three percent originate from
the United States, according to the EU Commis-
sion.”?® Sectors vary by their dependence on critical
imports.’®® And of course, quantitative dependence
says little about how difficult or costly it may be to
replace critical items, nor how economically costly
lack of access to them would be.

German interests: Germany has a major stake in the
stability and predictability of the multilateral trade
regime based on reciprocity and non-discrimina-
tion. A general politicization of international trade
in the guise of increased tariff and non-tariff barri-
ers as well as export controls would harm German in-
terests. True, two thirds of German trade is with oth-
er EU member states. But exports to China and the
United States are economically important. Germa-
ny therefore has an interest in minimizing trade fric-
tions. At the same time, Germany also has an interest
in preserving (or creating) a level playing field vis-a-
vis China in terms of market access and other trade-
related issues, such as competition, state-owned en-
terprises, intellectual property rights, subsidies, and
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VARYING DEGREES OF
TRADE DEPENDENCE
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so on. Crucially, Germany and Europe need to im-
prove their ability to manage their trade dependence,
particularly their dependence on critical imports.

American and Chinese policies: US-Chinese rival-
ry and the concomitant weaponization of econom-
ic interdependence represents a significant risk to
German economic interests. Neither the United
States nor China will shy away from disregarding in-
ternational trade rules, as the US ‘trade war’ against
China and Chinese sanctions against Australia,
Japan, South Korea, and Lithuania demonstrate. In
addition to imposing tariffs, both countries have re-
sorted to export controls concerning technology
and essential commodities.

Thanks to its lesser degree of bilateral trade de-
pendence and greater control of strategic goods,
including technology, the United States can em-
ploy trade as a coercive instrument more easily.
It can threaten to impose significant costs on the
sanctions target as well as on third parties which
might act as ‘spoilers. As US-Chinese economic and

129 European Commission, Strategic Dependencies and Capacities, Commission Staff Working Document, 2021

https:

eur-lex.europa.eu/legal-content/EN/TXT/?uri=SWD:2021:352:FIN (last accessed: October 21, 2022). The EU has identified nearly

140 imports goods (out of 5,000) where one foreign supplier is dominant, one quarter of which are considered difficult to substitute.

130 European Commission, Critical Raw Materials, 2022. European Commission, Action Plan on Critical Raw Materials, Factsheet, September 3, 2021
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DEPENDENCE ON CRITICAL IMPORTS
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technological competition heats up, Washington will
expand the definition of dual-use goods and ‘emerg-
ing and foundational’ technologies and restrict the
access of Chinese companies to America’s domes-
tic market. This may force third countries such as
Germany to abide by US export control policies. As
a result, German trade and investment with its sec-
ond-largest economic partner, China, could be at
risk. And if China then made good on its threat to
retaliate, if only selectively, against companies and
countries that go along with US sanctions, Germa-
ny could incur significant losses and might even be
forced to choose between its two most important
international trade partners.

Current policies at national and European levels: To
counter the threat of economic and trade-related
coercion, the EU has proposed a so-called ‘trade
defense’ policy and an ‘anti-coercion’ instrument
to deter other countries from coercing the EU or
any of its members. The current proposal seeks to
deter hostile trade measures by threatening retali-
ation through the imposition of tariffs and quotas

18%
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and the restriction of intellectual property rights
protections. Ultimately, offending countries could
even be locked out from the EU financial markets.
To enhance this instrument’s credibility and ef-
fectiveness, EU member states will need to dele-
gate the use of the new instrument to the Europe-
an Commission.”

The EU is also seeking to address import depen-
dence through enhanced supply chain security, im-
port diversification, and additional global trade
deals.®? In terms of energy security, for example,
the EU is pushing for ‘mandatory strategy stocks
and storage’, greater diversification and greater in-
terconnectedness of intra-EU energy infrastructure
(to make energy more fungible). It has proposed le-
veraging the EU’s market power by forming a buy-
ers’ cartel to engage in voluntary joint purchases of
energy and other critical materials, not least to pre-
vent a bidding war in an emergency.*® The European
Commission has also announced its intention to pro-
pose plans to lower regulatory barriers to the mining
and production of critical raw materials needed for

131 Markus Jaeger, Designing a Geo-Economic Policy for Europe, German Council on Foreign Relations, 2022

https:

dgap.org/en/research/publications/designing-geo-economic-policy-europe (last accessed: October 16, 2022).

132 Financial Times, Australia backs rare earth mine to reduce China’s supply dominance, February 2, 2022
Financial Times, EU must act faster to agree more global deals, says trade chief, July 23, 2022

133 Financial Times, EU energy proposals to focus on gas storage, March 22, 2022
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green technology.” Efforts in other area include the
European Raw Materials Alliance, which is meant to
coordinate private-sector-led efforts to reduce vul-
nerabilities related to the EU’s dependence on crit-
ical imports.'® In some areas, the EU has also pro-
posed policies aimed at increasing self-sufficiency,
particularly with respect to technology (see below).
Finally, the EU has also committed to coordinating
its policies with the United States in the context of
the EU-US Trade and Technology Council.

Policy recommendations: The EU should continue
expanding its trade defense and anti-coercion poli-
cies, including the introduction of an anti-coercion
instrument.'¥” This requires a well-calibrated policy
and the recognition that geo-economic deterrence
can and does fail, which may then lead to greater
escalation. To best manage this challenge, it is cru-
cial to delegate retaliatory policies to the Europe-
an Commission and even make them quasi-auto-
matic. Only then will it be possible to prevent third
parties from pursuing a ‘divide and rule’ policy vis-
a-vis the EU. Trade defense and anti-coercion pol-
icies also need to be designed very carefully so that
they cannot be hijacked by protectionist interests or
lead to an inadvertent escalation of trade conflict.
This should be of particular concern for Germany as
a very trade-dependent country.

Mitigating trade-related dependencies requires ex-
port and especially import diversification. Where
feasible and desirable from a cost/ vulnerability
point of view, imports should be diversified to mit-
igate dependencies. Supply chain security measures
may also include reshoring and stockpiling, but only
in areas where the EU is critically dependent on im-
ports and where there is a reasonable chance that
these policies will successfully mitigate vulnerabili-
ties. These policies should be coordinated among EU
members on a voluntary but ultimately binding basis.
Where critical import-related vulnerabilities can-
not be mitigated sufficiently at the EU level, national
governments may seek to provide financial and reg-
ulatory support to create domestically sourced sub-
stitutes. Greater economic costs may be the price to

https:
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pay for lessened vulnerability. A careful cost-bene-
fit calculation will, however, be required in each case.

In terms of cooperation, the EU and Germany should
explore ‘friend-shoring’ or ‘allied-shoring’ to lim-
it supply chain vulnerabilities. Various EU-US fora
and councils provide a platform, including the EU-
US Trade and Technology Council and the EU-US En-
ergy Council. Ideally, attempts to foster cooperation
should seek to leverage the existence of common
vulnerabilities. A complex network of symmetric de-
pendencies will also make it more difficult for either
side to ‘defect’ and exploit bilateral dependencies.

Institutional reform: At the national level, Germany
should create a National Economic Security Coun-
cil,®® to monitor, identify, and assess present and fu-
ture trade-related vulnerabilities in terms of exports
(loss of market access) and critical imports (loss of
supplies). In consultation with the private sector, the
council should also coordinate information sharing
and transparency to identify existing and emerging
economy-wide vulnerabilities as well as to propose
initiatives to address them.

Ideally, similar but more formal and binding efforts
should take place at the EU level. (The economic
weight of the EU can be leveraged on both the ex-
port and import side.) This would help avert disrup-
tion and sustain cooperation in case of an emergency
and make it possible to avoid intra-European bidding
wars for critical imports. Intra-EU coordination is
highly desirable, in fact necessary, when it comes to
mitigating national-level trade vulnerabilities.

3.4 INNOVATION CAPACITY
AND INDUSTRIAL POLICY

Vulnerability: Europe’s innovation capacity and abil-
ity to keep up and compete with the United States
and China, economically and militarily, appears
limited.®® A consistent failure to innovate in criti-
cal and emerging technologies is a source of pres-
ent and future security and economic dependencies.

www.whitehouse.gov/briefing-room/statements-releases/2022/03/25/fact-sheet-united-states-and-

european-commission-announce-task-force-to-reduce-europes-dependence-on-russian-fossil-fuels

https://dgap.org/en/research/publications/defense-and-deterrence-against-geo-economic-coercion
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Technological dependence on rapidly innovating
countries such as the United States and China,
particularly in the context of US-Chinese techno-
logical decoupling, represents an even greater vul-
nerability, as Germany and Europe may be forced to
pick a side.®

German interests: To maintain industrial and eco-
nomic leadership, innovation particularly with re-
spect to critical technologies is crucial. While Ger-
many and Europe cannot be leaders in all areas, they
do have a major interest in being a leader in some
strategic technological sectors and thus reduce the
risk of becoming susceptible to the politically moti-
vated exploitation of technological asymmetric in-
terdependence. To the extent that others rely on Eu-
ropean technology, risks become more manageable.

American and Chinese policies: Due to its economic
and military importance, technology is a key deter-
minant of US-Chinese economic and security com-
petition. Crucial difficult-to-substitute technologies
provide America with an important source of lever-
age, while creating an important source of vulner-
ability for countries that depend on US technology.
America can restrict access to many critical tech-
nologies through export controls, including the so-
called foreign direct product rule that also restricts
exports by third parties to sanctioned entities.

Not surprisingly, China has accelerated efforts to
wean itself off critical dependencies through a
whole-of-government effort. To that end, it is mov-
ing toward ‘dual circulation’ (that is, improving inno-
vation capacity and reducing independence while re-
maining open to outside world) and implementing its
Made in China 2025 policy. At the same time, China
can be expected to increasingly use its own technol-
ogy as a lever vis-a-vis third countries.

Meanwhile, the United States is also dusting off in-

dustrial policy by providing increased financial
support not just to remedy technological vulnerabil-

https:
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ities, but to ‘win’ the race in emerging technologies.
Both the United States and China are investing sig-
nificant amounts of money in the development of ad-
vanced and emerging technologies. They also pro-
vide extensive support in a variety of ways, including
industrial policy, defense spending, subsidies, gov-
ernment ownership, preferential tax policies, and,
in the case of China, through below-market rate
financing, forced joint ventures and technology
transfer, and so on.*!

Export control policies and technological decoupling
between the United States and China will affect third
parties that are unable to compete in advanced tech-
nologies. Washington will be especially keen to pre-
vent technological leakage via allies and other third
parties. China will similarly guard critical technology
from third parties. This will effectively translate into
global technological decoupling.

Current efforts at national and EU levels: The Ger-
man Economics Ministry in 2019 rolled out an indus-
trial policy (Germany 2030).1#2 There is also a Fran-
co-German manifesto for a European policy, and the
European Commission is warming to the idea of an
EU industrial policy. In terms of scale and funding,
however, these proposals and policies pale in com-
parison to US and Chinese efforts.*3

The EU has launched policies aimed at ‘technological
sovereignty’ in the broader context of European Stra-
tegic Autonomy. The proposed European Chips Act,
for example, is to provide extensive public funding
for next generation microchips. Other EU initiatives
are underway, such as the development of a satel-
lite internet system to compete with US systems.'
There is also a Franco-German plan to fund four 5G
projects®> and other initiatives ranging from micro-
electronics to cloud computing.*¢ The Commission
is using its market power to mitigate its dependence
on US technology and tech companies through mar-
ket regulation in the guise of the Digital Markets
Act. Finally, the EU is exploring cooperation with

www.bmwk.de/Redaktion/EN/Publikationen/Industry/industrial-strategy-2030.html

https

ec.europa.eu/commission/presscorner/detail/en/ip 20 416

https

www.bmwk.de/Redaktion/DE/Downloads/F/franco-german-manifesto-for-a-

european-industrial-policy.pdf%3F blob%3DpublicationFile%26v%3D2
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Source: Brookings, Winners and losers in the fulfilment of national artificial intelligence aspirations, October 21, 2021.

the United States through various transatlantic fora,
such as the EU-US Trade and Technological Council.

Policy recommendations: Germany and the EU should
identify the most critical present and likely future
technological dependencies and assess their impor-
tance in terms of economic vulnerability and politi-
cal exploitability. Rather than taking a haphazard ap-
proach to mitigating dependencies, they need to
prioritize areas of critical - present and future - vul-
nerability and assess the cost-effectiveness and like-
ly success of mitigation efforts. They should consider
prioritizing areas where Europe has comparative ad-
vantages, for it cannot expect to compete successfully
in all areas. Policies will also need to be well-targeted
to enhance efficiency and avoid waste. The challenge
is in the design of policies, given the difficulty involved
in picking winners and avoiding rent-seeking. ¥/

To compete, Germany and Europe need to provide
significantly greater financial resources and allocate
them intelligently and efficiently in view of US and
Chinese efforts. In addition to providing selective
public financial support, it is crucial that Germany
and EU countries adopt regulations conducive to
innovation and the exploitation of economies of
scale.8 Ideally, such policies would be designed by
an independent commission to minimize rent-seek-
ing and enhance the chances of success.

Transatlantic cooperation also offers an opportuni-
ty to coordinate policies to mitigate shared vulner-
abilities and address future vulnerabilities. In Amer-
ican eyes, Germany is an attractive partner thanks
to its very good scientific infrastructure and ex-
tensive industrial capabilities. Moreover, it is less
risky to share technology within alliances given se-

https://www.brookings.edu/blog/techtank/2022/02/03/how-the-u-s-can-dominate-in-the-race-to-national-ai-supremac
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curity externalities, making ‘friend-shoring’ re-
search and development a viable proposition."® Joint
exploitation of new technologies can also help avoid
the creation of excess productive capacities that
could cause global oversupply and even trade ten-
sions. In contrast, a policy that seeks to ring-fence
domestic markets through discriminatory measures
may fuel transatlantic conflict.

Ultimately, self-sufficiency in critical technologies
would be too costly, assuming it is possible at all.
Cooperation would help limit costs, avoid wasteful
competition, and lay the basis for a symmetric de-
pendence that limits concerns about bilateral ex-
ploitability. In other words, a cooperative innovation
and technology policy needs to constantly assess the
economic costs and benefits of, and related geopolit-
ical risks associated with, such policies.

Institutional reform: Germany should create a Na-
tional Technology and Innovation Advisory Council
to provide guidance on trends in emerging technol-
ogies and their likely economic impact. This Coun-
cil should help the government formulate appropri-
ate policies. Industrial and technology policy should
not be subject to knee-jerk reactions to the most re-
cent experience of supply bottlenecks but based on a
well thought-out, longer-term strategy that address-
es strategic vulnerabilities. The Council should also
advise the government on institutional mechanisms
and ways to allocate financial resources as well as on
flanking policies to be put in place.

3.5 FOREIGN DIRECT
INVESTMENT POLICY™®

Vulnerability: While outward FDI is predominant-
ly directed toward other EU countries, Germany also
has sizeable holdings in the United States and China.
Large FDI stocks are vulnerable to asset freezes, ex-
propriation, and regulatory discrimination. In value
terms, Germany’s FDI in China is much smaller than
in the United States. To assess related economic
vulnerabilities, it is helpful to classify FDI in terms of
seeking access to resources (commodities), efficien-
cy (cheap labor), assets (technology), or markets. Re-
source- and asset-seeking FDI is related to import
vulnerabilities, while market-seeking is indirect-
ly linked to export-related vulnerabilities. Extensive
holdings may make German companies and the Ger-
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man economy vulnerable to ‘unfriendly’ measures
taken by the host country. Germany is also relatively
more vulnerable than the United States and China, as
its FDI in the United States and China is significantly
greater than American and Chinese FDI in Germany.

GERMAN OUTWARD FDI
CONCENTRATED IN EU

% OF GERMAN GDP
2019

35

30

25

20

EU USA CHINA OTHER

Source: Bundesbank

German interests: Economically, Germany has an in-
terest in maintaining and expanding access to both
the US and Chinese economy in terms of foreign di-
rect investment. While the US market is fairly open
to German investment, China is much more re-
strictive. In case of FDI being weaponized, Germany
needs to ensure that its financial and economic vul-
nerabilities remain systemically manageable. It has
an interest in limiting its trade- and financial depen-
dence on any one market.

American and Chinese policies: Washington will in-
creasingly restrict Chinese FDI. To that end, it will
significantly broaden the definition of national secu-
rity-related restrictions. This will affect not just the
technology and infrastructure sector but all sec-
tors deemed important to national security, such
as health, media, etc. The US government has a

149 Edward Mansfield and Rachel Bronson, Alliances, preferential trade agreements and international trade agreements,

American Political Science Review 91, 1997

150 US-China Economic and Security Review Commission, Unfinished business: export control and foreign investment reforms, 202,.

https:

www.uscc.gov/research/unfinished-business-export-control-and-foreign-investment-reforms (last accessed: October 21, 2022)
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broad array of statutory tools to intervene and re-
strict access.’™ FDI restrictions may indirectly
affect German economic interests if, for example,
a German company has close ties with China.
Washington is also toying with the idea of restricting
outbound FDI as well as certain types of non-FDI,
which might affect German companies with invest-
ments in the United States. China is far less open to
FDI in general, with the government maintaining a
large degree of discretion over inward FDI. Sectors
deemed strategic are largely off-limits to foreign in-
vestors. China also has the tools to penalize foreign
companies and has made use of them in the past.
Crucially, US-Chinese decoupling would increase
the risks to German companies operating in both
the United States and China, as they may be forced
to pick a side, particularly if they have investments
in sectors important to national security.

Current policies at national and EU levels: At the
national level, German FDI legislation was tight-
ened several times with respect to national secu-
rity, critical infrastructure, and technology in re-
cent years. But Germany remains substantially more
open to Chinese investment than vice versa. At the
EU level, there are efforts underway to coordinate
inward FDI screening policies. This is proving chal-
lenging, not least because national security (and re-
lated FDI restrictions) remains the prerogative of EU
member states. So far, EU members coordinate their
FDI screening policies largely on a voluntary basis.
This also includes an initiative to restrict inward FDI
in case of non-EU companies benefitting from gov-
ernment support, which effectively extends the EU
competition regime with respect to subsidies, gov-
ernment procurement, and mergers and acquisi-
tions. At the transatlantic level, the EU-US Trade and
Technology Council similarly seeks to coordinate in-
vestment policies. EU attempts to codify European
access to the Chinese market in the guise of a Com-
prehensive Agreement on Investment have been put
on ice. (Not coincidentally, the agreement had come
in for harsh criticism from the Biden administration,
likely a harbinger of things to come.)

Policy recommendations: German FDI restrictions
should be narrowly focused on national security and
strategic technology. Germany and the EU should
demand greater access to Chinese markets by insist-
ing on reciprocity. Germany and the EU should use
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their FDI policies to nudge China to liberalize inward
FDI (quid pro quo). At the EU level, Germany should
push for streamlined and coordinated FDI regulation
and screening to enhance leverage vis-a-vis third
countries. While non-sensitive sectors should be
kept as open as possible, strict reciprocity in terms
of US and Chinese market access policies should ap-
ply in ‘strategic’ sectors related to national security
and technology. A common transatlantic approach,
supported by the EU-US Trade and Technological
Council, is desirable, but may be difficult to agree
on, given that the United States will push for greater
China-related restrictions than Europe.

Institutional reform: At the national level, Germa-
ny should enhance FDI screening and adapt its FDI
regulation flexibly in view of concerns about nation-
al security or non-competitive market behavior. At
the EU level, the voluntary FDI screening framework
should be replaced by more binding coordination
and implementation. The politicization of interna-
tional economic relations in the context of US-Chi-
nese rivalry requires a more flexible and strategic
approach to inward FDI and needs to be flanked by a
more coordinated policy at the EU level.

3.6 CURRENCY AND
FINANCIAL POLICY

Vulnerability: Financial sanctions can be defined as
the deliberate “withdrawal of customary financial re-
lations.? Currency sanctions are measures aimed at
preventing a targeted party from using the sanction-
ing country’s currency. It is important to distinguish
between primary and secondary sanctions: Primary
sanctions seek to exclude a targeted entity from tak-
ing part in an economic exchange. Secondary sanc-
tions target third parties by threatening to punish
them in case they transact with the primary tar-
get. The wide-spread use of the dollar and the large
stock of foreign held US (dollar) assets provides the
United States with significant leverage and consti-
tutes a vulnerability for countries holding US assets
and transacting in dollars. While European countries
conduct much of their international business in eu-
ros, they continue to depend on the dollar.

German interests: As a country that is highly
dependent on the international economy, Germany
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SANCTIONS USE HAS INCREASED OVER THE LAST 20 YEARS
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has a major interest in being able to use the dollar
and acquire dollar assets. Germany (or more spe-
cifically German companies) therefore has an inter-
est in avoiding primary and secondary currency and
financial sanctions. In the context of US-Chinese
conflict, it also has an interest in not becoming the
target of Chinese counterretaliation in case Germany
(or German companies) complies with US mandated
secondary sanctions. Sanctions might force German
companies to comply with US sanctions but in doing
so invite Chinese retaliation.

American and Chinese policies: Over the coming
years, the United States may be making increasing use
of dollar sanctions to target Chinese entities. It may
also target third parties more frequently in the guise
of secondary dollar and financial sanctions. China can
and probably will impose financial countersanctions
targeting not just the sanctioning country, but also
third countries that go along with US sanctions to try
and deter them from such compliance.

In case of US sanctions and Chinese countersanc-
tions, Germany, being highly dependent on trade

with both countries, would quickly suffer collateral
damage. If the United States threaten to exclude a
German company from its market in case it engages
in business with a targeted Chinese entity, the Ger-
man company risks losing access to a very import-
ant market. But if it does comply with US sanctions,
it risks retaliation by China.

3.7 CURRENT EFFORTS AT
NATIONAL AND EU LEVELS

In the mid-nineties, the EU enacted a so-called
blocking statute to prohibit companies from
complying with extra-territorial sanctions. The EU
measure, however, did not prove effective. In 2021,
the EU renewed its efforts and proposed an anti-co-
ercion tool in the context of its trade defense policy.
In principle, this tool is designed to deter third-party
currency and financial sanctions by threatening re-
taliation, but much will depend on the decision-mak-
ing procedures: If the mobilization of the anti-co-
ercion tool requires unanimity, it risks becoming
ineffective. A third party may simply target the ‘weak-
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EUROPEAN AND GERMAN STRATEGIC REPONSES
WORSENING US-CHINESE RELATIONS — SELECTED ISSUES

Selected Policies
& Initiatives

Proposed Capacity-Enhancing
Measures

DGAP RrepPORT

Potential
Costs

Security

* NATO’s new Strategic
Concept

* Common Security and
Defense Policy

* Strategic Compass

* Permanent Structured
Cooperation

¢ European Intervention
Initiative (enhancing ability
for joint missions outside
existing structures like
NATO, EU)

Prepare to offset reduction

in US security commitments
through greater investment in
defense capabilities
Strengthen intra-EU security
cooperation (esp. conventional
military capabilities, overseas
intervention capacity and sea
lane security; but also evaluate
feasibility and credibility of

French-German nuclear sharing

agreement proposal)

Increased spending

on defense

Costly and risky
investment in emerging
technologies and cutting-
edge weapons systems
European-level
coordination ‘costs’

Trade

* Strengthen EU trade
defense'™®

* Safeguard critical
supply chains™

* Increased coordination of
EU export controls on dual-
use goods'™®

Approve and strengthen

EU anti-coercion and trade
defense policy by leveraging
EU market size

Coordinate EU efforts to
strengthen supply chains and
ensure access to critical goods

Securing supply chains is
economically costly due to
reduced efficiency

FDI

* Tightening of German FDI
screening with respect to
national security

* Enhance EU’s voluntary FDI
screening mechanism'™®
for non-EU companies

* Force non-EU companies to
abide by the same competi-
tion rules as EU companies

Push for greater EU-level
coordination to strengthen
EU bargaining position

Lower FDI inflows and
lower overseas FDI reduce
efficiency of capital
allocation and supply
chains

Technology

* Made in Germany 2030
industrial policy'®

* Impose regulations and
standards on non-EU
tech companies'

Focus industrial policy on (1)
sectors with a comparative
advantage or (2) greatest
exploitable vulnerability
Create national-level federal
innovation agencies to
support selective develop-
ment of critical and emerging
technologies™?

Mobilize national innovation
policies and coordinate with
EU partners

Increased need for public
and private investment in
critical technologies

Currency
& Financial
Policy

¢ Ad hoc coordination of EU
sanction policies

* Advance banking and
capital markets union

Attach relatively strong auto-
maticity to broad-spectrum
economic anti-coercion policy
by limiting veto power of
individual member-states
Complete (1) monetary, (2)
banking, and (3) capital
markets union to make euro
and European capital markets
coequal to the dollar

Strengthening of
deterrence increases
escalation risk
Completing monetary,
banking, and capital
markets union requires
far-reaching, politically
difficult intra-EU
compromises regarding
risk sharing

Source: Author’s compilation
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est link’ among EU members to immobilize the tool.
But if policy is delegated and made automatic, the EU
risks being embroiled in geo-economic conflicts over
relatively minor economic issues if deterrence fails.

Policy recommendations: The EU should strength-
en its anti-coercion policy by making it more effec-
tive and credible. Credibility can be enhanced by
delegating decisions with respect to deterrence and
retaliation and by making it more automatic, which is
not without risks, of course. Effectiveness requires the
ability to impose real costs if Europe is hit by another
country’s currency and financial sanctions - either by
retaliating in kind or by threatening to over-retaliate.
In the wake of the Russian aggression against Ukraine,
Brussels is pushing for an EU sanction agency.’

Germany should support strengthening mone-
tary union. ™ For the euro to become more prom-
inent, the euro area needs to be able to issue ‘risk-
free’ asset backed by the full faith and credit of the
EU (or the euro area). While strengthening the bank-
ing union and advancing the capital markets union
will help make the euro more attractive in terms of
financial intermediation and investment opportuni-
ties, it is unlikely to prove sufficient to challenge the
dollar. ** International investors will need to be re-
assured that sovereign euro assets are safe and that
there is a large and sufficiently liquid supply of them.
This will require a common currency backed by a
meaningful supra-national or federal fiscal union. A
decentralized monetary union will not do. The more
important the euro becomes relative to the dol-
lar, the less vulnerable Europe will be to US curren-
cy and financial sanctions. Greater international use
of the euro will mitigate European vulnerabilities to
third-party currency sanctions. It will also provide it
with greater deterrence and retaliation potential.

https:
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Institutional reform: Completing and strengthen-
ing monetary union will require a fundamental re-
form of euro area governance and critical decisions
in terms of risk sharing. In terms of enhancing the
euro area sanction and counter-sanction capaci-
ty, members would need to agree on a streamlined
decision-making procedure, possibly based on ma-
jority voting instead of the current unanimity, and
the creation of a sanctions (or countersanctions) of-
fice comparable to America’s Office of Foreign As-
set Control (OFAC). This is necessary in addition
to the anti-coercion tool to prevent the euro area
from becoming the target of a ‘divide and rule’ pol-
icy and to make currency and financial deterrence
more effective and credible.

Final
Thoughts

SEEK COOPERATION WHERE
POSSIBLE, LIMIT VULNERABILITIES
WHERE NECESSARY

Germany is at risk of sustaining collateral damage in
the face of intensifying US-Chinese competition and
conflict. China’s ascendance and America’s desire to
preserve the status quo lock Beijing and Washington
into a classic security dilemma. The United States
sees China as a potential regional hegemon in Asia

dgap.org/en/research/publications/promoting-euro-countering-secondary-sanctions

https

ec.europa.eu/trade/policy/accessing-markets/trade-defence

https://www.europarl.europa.eu/news/en/press-

room/20220603IPR32143 international-public-procurement-instrument-securing-fairness-for-eu-firms

https:

eur-lex.europa.eu/legal-content/EN/TXT/?uri=SWD:2021:352:FIN

https://ec.europa.eu/commission/presscorner/detail/en/ip 21 4601

https:

trade.ec.europa.eu/doclib/docs/2019/february/tradoc 157683.pdf

https:

www.bmwi.de/Redaktion/EN/Dossier/industrial-strategy-2030.html

https

ec.europa.eu/commission/presscorner/detail/en/IP 22 729
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and as an emerging global systemic challenger.!6?
China sees the United States as impeding its rise. Se-
curity competition is already well underway. So are
geo-economic and geo-technological competition
and conflict.

US-China relations are structurally geared toward
deterioration. The Ukraine war notwithstanding,
US-Chinese competition will limit the amount of re-
sources Washington will be willing and able to com-
mit to Europe. It will also negatively affect German
economic interests, as it will lead Washington to in-
crease the pressure on Germany - as China’s most
important European economic partner - and Eu-
rope to align itself with US geo-economic and geo-
tech policies. This may happen in the form of direct
diplomatic pressure or indirectly through sec-
ondary trade and financial measures. If Germany
aligns itself with US policies, however, it risks pro-
voking Chinese economic retaliation in the form of
trade and investment restrictions as well as regula-
tory discrimination. Sino-US economic decoupling
represents a major problem, given that the United
States and China are Germany’s two most important
extra-EU economic partners.

Germany’s continued security dependence on the
United States also limits the extent to which it can
afford to align itself with China economically. The
war in Ukraine has, if anything, reinforced this de-
pendence. In the context of US-Chinese rivalry,
Washington would hardly be willing to underwrite
German security to the extent that it does if Ber-
lin were to align itself more closely with Beijing and
undermine US geo-economic policies. Meanwhile, a
position of relative neutrality or equidistance is not
an option, either. Washington is not going to accept
German economic neutrality in the context of inten-
sifying US-Chinese geopolitical and geo-econom-
ic competition. For US strategy to be successful in
the geo-economic and geo-tech realm, Washing-
ton needs Berlin to support US policies, lest Germa-
ny threaten to undermine US policies as a so-called
‘third-party spoiler. The more intense US-Chinese
competition, the greater the US pressure on Europe
and especially Germany to align with hawkish US
geo-economic policies toward China.

https:

'ec.europa.eu/info/strateqgy/priorities-2019-2024/stronger-europe-
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Germany has good reasons of its own to offer con-
ditional support to US policies vis-a-vis China. The
Ukraine war has made these reasons undoubted-
ly more compelling. First, Germany and the EU
have come to see China as both a systemic rival
and economic competitor. Like America, Germany
is also committed to maintaining the territori-
al status quo, and it is keen to level the economic
playing field vis-a-vis China and maintain techno-
logical leadership. Second, even a completely real-
politik-oriented German policy would be well-ad-
vised to stay relatively close to the United States
- and not just in view of recent events. Not on-
ly does Germany depend on the United States for
its security, but the transatlantic partnership is al-
so an important economic relationship, compris-
ing not just trade and investment but also offering
Germany access to advanced technology. Finally, in
the longer-term, the United States looks ‘great pow-
er competitive’ despite China’s impressive ascent. It
stands a fair chance of maintaining its geo-strate-
gic and geo-economic position in Asia and globally
- not least thanks to its extensive alliance network.

Germany should therefore consider pursuing a
multi-track approach. On the one hand, it should of-
fer Washington conditional support to help establish
an economic level playing field vis-a-vis China and
preserve technological leadership as well as the ter-
ritorial status quo in East Asia. On the other hand,
Germany and Europe should minimize their critical
economic vulnerabilities vis-a-vis third parties. This
can best be done through diversification and, where
necessary, increased self-sufficiency. Such a bal-
anced policy would afford Berlin greater flexibility.

As part of the cooperative element of this strat-
egy, Berlin should continue attempts to resolve
important outstanding bilateral US-EU disputes and
to deepen transatlantic economic cooperation. Ma-
jor trade deals will be out of reach, given domes-
tic political obstacles on both sides of the Atlan-
tic. But more specific, issue-oriented cooperation
is possible, including politically less onerous reg-
ulatory coordination, technological cooperation,
and standard-setting (e.g., in the EU-US Trade and
Technology Council'®* or the Trilateral Group).*®

world/eu-us-trade-and-technology-council_en

https://trade.ec.europa.eu/doclib/docs/2020/january/tradoc 158567.pdf
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Such cooperation and coordination should help both
sides agree on a joint position seeking to level the
playing field vis-a-vis China, enhance supply chain se-
curity, and preserve US and European technological
leadership. And it should help create a relationship of
mutual dependence between the United States and
the EU/ Germany, which should make it more diffi-
cult and costly to exploit the other side’s weaknesses.

Germany and the United States should be able to
agree on a common position pertaining to emerg-
ing technologies and national security in view of
their security implications and externalities in terms
of economic competitiveness. National security is
undoubtedly a more sensitive issue to the United
States given intensifying US-Chinese security com-
petition. But Germany also has an interest in pre-
serving technological leadership. And Germany has
a stake in the preservation of the status quo in Asia,
and not just because of its interests in preserving
and defending it in Europe.

Transatlantic disagreement might arise due to
Germany’s preference for narrowly restricting tech-
nological decoupling and limiting national securi-
ty exemptions, while Washington is bound to push
for more extensive restrictions. The United States is
far less sensitive to Chinese geo-economic retalia-
tion than Germany and will therefore be more willing
to weaponize the existing economic and technolog-
ical interdependence in pursuit of broader political
and strategic objectives. This is precisely what Ger-
many should seek to avoid and where it will be faced
with increased US geo-economic pressure.

Hence the defensive part of the strategy should
focus on accelerating efforts to make more man-
ageable critical economic, financial, and technolog-
ical vulnerabilities vis-a-vis both the United States
and China by accelerating efforts to gain greater
autonomy - but not necessarily autarky - and en-
hance the capacity to deter geo-economic mea-
sures. These efforts need to be intensified and
accelerated, not least in view of the 2024 presiden-
tial elections and the risk of a return to a unilateral,
America First, foreign policy.

Over the long term, reducing vulnerability in the
security realm will require better defense capabil-
ities to limit the dependence on US military power.
While the Ukraine war will accelerate European
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efforts to enhance capabilities, it has also made
Germany more dependent on the United States as
the ultimate security guarantor. Creating more au-
tonomous capabilities for power projection and in-
tervention and the protection of seaborne trade is
highly desirable. Much enhanced military capabili-
ties in Germany and Europe will also help preserve
the conventional and nuclear military balance in
Europe as well as a credible and effective nuclear
deterrent.

Washington is currently pursuing a policy of internal
and external balancing vis-a-vis Beijing (realist sce-
nario). The Biden administration is wooing Germany
by offering cooperation, and the Ukraine crisis has
led the United States to reaffirm its commitment to
the transatlantic partnership. But the 2024 elections
may lead to renewed fissures and expose German
and European vulnerabilities and dependencies. In-
dependent of the outcome of the 2024 presidential
elections and the Ukraine war, the structural dete-
rioration of US-Chinese relations and the increasing
US shift toward Asia will weigh on transatlantic rela-
tions. Germany and Europe should therefore accel-
erate and intensify their efforts to limit critical vul-
nerabilities. They need to prepare for a world where
the United States will be less committed to Europe
than it has been over the past three quarters of a
century. Such an approach is perfectly compatible
with a policy of conditional, smart transatlantic co-
operation in view of common vulnerabilities and in
pursuit of common interests.

Reducing critical vulnerabilities will afford Germany
and Europe greater policy flexibility by making them
less susceptible to geo-economic coercion, wher-
ever it may come from. At the same time, Germany
and Europe will gain a greater ability to deflect
geo-political, geo-economic, geo-financial, and
geo-technological pressure to pursue policies that
are not in their interests. Fewer vulnerabilities and
a more balanced relationship will also make it easier
to maintain deep and extensive transatlantic coop-
eration. And should the United States ever move to-
ward full-blown protectionism and isolationism, or
China turn inward, or global cooperation break down
completely as it did in the 1930s, Germany and the
EU will already have done some of the preparato-
ry work necessary to operate in a less cooperative,
more conflictual, and more fragmented international
system and economy.
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