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FOCUS TOPIC

“Strategic stalemate”: 2022 will be a difficult year for China

In 2022, the party will set the tone and direction of China’s domestic and international
policy for in years to come. The Chinese Communist Party (CCP) will hold its 20th Congress
in the fall, when President Xi Jinping seems certain to secure a third term as party
secretary and state president. Ahead of the congress, the CCP will be consumed by
domestic policy and internal political jockeying and will want to prevent any major
instability from disrupting its plans for the year. However, from Beijing’s perspective, the
international environment remains challenging.

Among the main global trends predicted for 2022, Western analysts and forecasters such
as the Economist, Control Risks or Eurasia Group have warned of greater decoupling and
geopolitical tensions with China, as discussed in a previous piece by Roderick Kefferpiitz,

published on February 15.1 Here, we build a fuller picture of the year ahead by examining

2022 forecasts from two Chinese organizations - the Ministry of State Security-affiliated
China Institutes of Contemporary International Relations (CICIR)2 and the Center for
International Security and Strategy (CISS) at Tsinghua University.3

Their analyses are essential to understand how top Chinese foreign policy thinkers see
the world, as this will contribute to Beijing’s priority setting in the coming months. They
can show us those issues where cooperation may well be possible, and those where it will
be difficult.

Geopolitical competition will increase, amid US-China stalemate

The picture that emerges from these two forecasts is of a difficult international
environment for China. Both agree that 2022 will see yet more intense geopolitical
competition. Both put US-China tensions at the heart of the risks Beijing faces this year.

Beijing seems intent on bringing relations between the two countries (now both
superpowers) back on track, or at least “de-icing” them, as a way to reduce risks and
prevent escalation that would destabilize China in the run-up to the party congress.
Nonetheless, the language Chinese experts use to refer to the relationship between the
two has changed. They now refer to relations with Washington as having entered a state
of “strategic stalemate” (f%B&#H%%). The phrase is reminiscent of Mao’s discussions about
fighting “protracted wars,” and signals a degree of perceived equality between the two
powers. China and the US will have to find a way to coexist and manage their competition,
as neither side has the upper hand, as yet.
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Chinese, Western analysts foresee a tense 2022

Comparison of main global trends and risks identified in Western and Chinese 2022 forecasts
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“The US-China relationship is entering a phase of long-term
competitive coexistence. [..] There is now a consensus between
both sides that mutual trust is not possible.”

China Institutes
of Contemporary
International Relations
(CICIR)
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“Countries are faced with greater pressure to ‘choose sides’.
The cost of ‘remaining neutral’ is very high."

Center for International
Security and Strategy
at Tsinghua University

(CISS)

Source: MERICS
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“There are two main risks in the Taiwan issue. First is that the
US continues to deepen its ties with Taiwanese authorities,
helping Taiwan expand its ‘international space.’ [...] The second
is a military accident in the Taiwan Strait.”
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Neither of the two Chinese forecasts expect open conflict in 2022. However, accidental
escalation remains a distinct possibility, especially in the South China Sea or along the
border with India. CISS cites the reappearance of frictions around China’s borders as its
top risk for 2022. Interestingly, the situation in the Taiwan Strait, is seen as relatively less
uncertain, with the aggravation of tensions in the Straitappearing lower on the list of 2022
risks. This largely reflects Beijing’s lack of interest in triggering a conflict there in 2022.
To be sure, Taiwan is still seen as a problematic issue, especially given the growing wave
of Western support for the island. The US, in particular, is accused of using “salami-slicing”
tactics over Taiwan, a phrase that adapts Western language on China’s behavior in the
South China Sea. An accidental crash between PLA and US military planes or vessels
around Taiwan is seen as the likeliest scenario that could trigger a crisis in the Strait.

Chinese experts also worry about US efforts to build regional coalitions to confront the
challenges posed by China. This is seen as a thinly disguised attempt to contain China’s rise.
The Quad, AUKUS and the recently announced Japan-Australia defense agreement are
named as clear examples of this trend. China’s experts warn that the Biden administration
may shift its focus this year towards “co-opting” developing countries and making them
choose sides, given it has already secured buy-in from traditional partners. We can therefore
expect greater Chinese attention towards precisely these countries, as Beijing tries to
outcompete Washington for influence. Africa, Southeast Asia and the Middle East - all
regions along the Belt and Road Initiative (BRI) - will most likely top the priority list.

There is also a sharper focus on the importance of the Indo-Pacific for China’s security and
its stake in the overall political situation in the region, and also along the Belt and Road.
Among the main sources of uncertainty and risk in 2022, CICIR experts list the politics of
Afghanistan, Iraq and Myanmar; slow progress in the Iran nuclear deal talks; and ongoing
Russia-Ukraine tensions. As a result, upcoming elections in such key countries as
Australia, South Korea, the Philippines, France or the United States have taken on new
importance.

Finally, the two forecasts predict China’s external economic environment will become
more difficult in 2022. They anticipate continued US sanctions on Chinese firms and
individuals; plus new European instruments to tackle unfair competition with China; and
growing transatlantic cooperation on these issues. CISS also highlights access to resources
as a potential, underdiscussed, risk. Rising oil prices, alongside China’s deteriorating
relations with major raw materials exporters like Australia could threaten China’s energy
security this year.

Global challenges require cooperation with the West though frictions are high

The Covid-19 pandemic and the ensuing global economic recovery feature prominently in
the forecasts considered here. They predict global tensions stemming from unequal access
to vaccines and other medical equipment. Emerging and developing markets are expected
to struggle to make a full recovery this year, further deepening global inequalities. The
trends could impact global supply chains, and lead to instability and crisis in affected
countries.
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Chinese analysts predict Western efforts to “politicize” global challenges will increase in
2022. For instance, while the effects of climate change are recognized as a pressing issue,
they call out the EU for imposing new, unfair trade barriers on the pretext of tackling
global warming, specifically its new carbon border adjustment mechanism.

Chinese experts are aware that cooperation with the West is essential to tackle all these
global issues. All the forecasts examined propose some joint solutions, such as a -
presumably China-led - joint international task force to prevent future pandemics. They
also highlight the key role that Chinese initiatives could play, when expanded to the rest
of the world, in solving common challenges. President Xi’s ‘Global Development Initiative’,
for example, is put forward as a way to guarantee stable development for developing
countries in post-pandemic times. At the core of this approach is Beijing’s ambition to
shape the global order in its image.

The way forward: China's priorities in 2022

China faces a difficult year as it prepares for the 20t Party Congress. The party will have
to find a balance between preventing instability, and projecting strength domestically and
internationally.

The two sets of forecasts examined outline what they assess will be the way forward for
Beijing in 2022. According to them, China will emphasize managing competition with the
West to prevent escalation, rather than seeking co-operation. They advocate securing buy-
in from other countries for China’s approach to the global order, especially in the Global
South, and for China to make progress in its quest to become a leader in global tech
governance. Foreign Minister Wang Yi echoed this approach in his review of his ministry’s
foreign policy priorities for 2022.4 The policy areas and issues to watch this year therefore
are:

m Leading the fight against the Covid-19 pandemic: China will continue to
promote the Global Vaccine Cooperation Action Initiative proposed by President Xi
at the G20 summit in October 2021, and will push for the formation of an
international task force to work on the prevention of future pandemics.

m Expanding narrative control ahead of the party congress: Beijing will
concentrate its efforts on “telling China’s story well”5 and on defusing any external
risks and challenges before they fully materialize. We should therefore expect China
to be even more proactive and aggressive this year with any issues it feels threaten
the party’s bottom line.

= Reforming the global governance system: Beijing will take advantage of the
multiple multilateral events taking place in Asia in 2022, namely the BRICS, APEC,
G20 and SCO summits, to try to promote its own views of the global order and to
secure buy-in from other countries.
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m Deepening global partnerships and de-icing relations with the US: besides
strengthening strategic cooperation with Russia and trying to control the risk of
escalation in the US-China relationship, this year will see Beijing try to push the EU
to go back to a model of relations based on cooperation, instead of rivalry. Beyond
that, the focus will be on deepening ties with developing nations by presenting
China as a reliable partner that is willing to support their decisions to prioritize
development interests over human rights, unlike Western countries.

m Defending China’s core interests: China should be expected to push back even
more aggressively against any attempts to infringe on China’s “sovereignty, security
and development interests”. Countries, businesses or individuals whose behavior is
deemed to be an attack against these interests should expect swift retaliation.

= Supporting China’s domestic economic development: the BRI will remain one
of the main instruments for China to maintain economic growth rates and stable
supply chains. Beijing will also turn its focus towards implementing or concluding
new free trade agreements in 2022. In particular, negotiations with the Gulf
Cooperation Council (GCC) states, and Japan and South Korea, are likely to receive
a boost.

Although Beijing will mainly focus on domestic issues this year, its international policy
efforts will be directed towards the areas outlined above. Efforts will be made to reduce
tensions in the top risk areas, but it would be unwise to take such efforts as a sign of
permanent shifts in policy direction. The CCP is simply out to ensure that nothing disrupts
preparations for the 20th Party Congress.
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GRAPHIC OF THE QUARTER

The Indo-Pacific will be at the center of geopolitical dynamics in 2022
Main events in 2022 with implications for the Indo-Pacific region

February 22: France hosts first-ever
Indo-Pacific Forum to advance implemen-
tation of EU Indo-Pacific strategy

¢

March 9: South Korean presidential
elections

g

First half of the year: Japan hosts the
second in-person Quad leaders’ Summit,
further cementing the group as a
geopolitical player in the region

?

@9 April: French presidential elections

@9 May 9: Philippine presidential elections

June 29-30: NATO leaders meet in Madrid |

and present the new Strategic Concept;
China is likely to be included as one of the
future challenges for the Alliance

Second half of the year: China hosts the
14™ BRICS Summit; China-India tensions
may scupper plans to restore this format's
relevance and for China to use it as a
counterbalance to the Quad

November: 20" Communist Party
Congress convenes in Beijing. Xi will be
reappointed as party leader, but other
positions will be reshuffled, potentially
leading to policy unpredictability in the
short-term

Source: MERICS
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March 4-10: China's National People's
Congress convenes to unveil policy
priorities for the year, as well as the
2022 defense budget

March: EU adopts its new Strategic
Compass, which is expected to review the
bloc's approach to relations with China

April: EU-China Summit; Indo-Pacific
tensions are likely to be an item on the
agenda

»

&

May: Australian federal elections

June 26-28: G7 Summit takes place

in Germany; it is expected to assess
progress with the Build Back Better World
(B3W) initiative and its competition with
the BRI

October 30-31: Indonesia hosts the
G20 Summit

November: APEC Summit takes place in
Thailand; it will provide an opportunity
for Beijing to push its own proposals
for post-pandemic cooperation

TBD: CPTPP Commission meets in
Singapore and is expected to discuss
China and Taiwan's applications to join

o
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KEY DEVELOPMENTS OF THE QUARTER

Domestic Stability

Zero-Covid strategy, regulatory crackdown come with costs

MERICS Top Risks

Top risks of the quarter, selected by MERICS experts

e DOMESTIC STABILITY
RISKS

Omicron strains socio-economic stability
Omicron presents new risks to China's new “dynamic
clearing” strategy, which focuses on stamping out
local outbreaks as soon as they are discovered.
Authorities are responding rapidly and strictly to the

downs, social tensions as citizens are left without
income, and disruption to industrial supply chains.
Covid restrictions may also drag down domestic
demand and growth.

& Who is affected? Foreign and domestic compa-
nies and industries whose supply chains rely on
China, as well as individuals residing in affected
areas. General downturns in demand, growth, and
sentiment could impact the whole economy and
population.

@ When will the risk materialize?

late 2022.

fast-spreading variant, leading to unpredictable lock-

0-6 months, with any impacts likely to persist until

O

Campaign-style regulatory action causes painful
readjustments

The crackdown on China’s big tech companies has
highlighted Beijing's willingness to sacrifice major
economic sectors for socio-political objectives. Reg-
ulatory crackdowns remain difficult to predict and
have already caused mass layoffs across internet
platforms and the private tutoring, gaming, and
advertising sectors.

& Who is affected? Currently primarily the tech
sector, though all sectors that do not align with
China's socio-political priorities may be at risk at
some point.

@ When will the risk materialize?
0-6 months, lasting at least until the 20™ Party
Congress.

Source: MERICS

China’s local lockdowns spread and gathered pace under the pressure of ever more

infectious Covid-19 variants. In Xi’an, 13 million people were locked down for 33 days
starting on December 22, 2021. China’s first Omicron outbreaks swiftly followed,
triggering local lockdowns in Tianjin and some parts of Beijing in January. The authorities’

swift actions have impacted individuals, local businesses, and the supply chains found in

these major cities.

On balance, China’s new “dynamic clearing” strategy, which recognizes the system'’s

inability to prevent cases from appearing and instead calls for local governments to stamp

out local outbreaks as soon as possible, remains a success. It minimizes deaths and

ensures daily life carries on in most of China largely as normal, so China’s leaders are

unlikely to change tack anytime soon. However, increasingly regular local outbreaks are
producing heightened socio-economic risks throughout China. The hard containment
approach has caused protests as migrant workers and other low-income groups have

been left without income. However, an alternative policy of relaxed measures would be

MERICS | Mercator Institute for China Studies
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far more dangerous. China’s health system would struggle to cope with a big influx of
cases, especially in less developed regions.

China’s continuing regulatory crackdown is exacerbating socio-economic risks too. Like
the zero-Covid strategy, it is meant to bolster stability long-term. Paradoxically, the blunt
campaign-style actions first escalate instability. Crackdowns on homegrown Big Tech and
the debt-burdened real estate sector have led to mass layoffs at affected firms. The
popular, privately-owned after-school tutoring sector has fallen out of political favor, and
been shut down altogether. President Xi has signaled that the regime will not shy away
from socio-economic costs emanating from regulatory actions if the outcomes support
party-state objectives. It is possible that more campaign-like regulatory moves lie ahead
in the run-up to the party congress in November 2022.

Security and Defense

The Indo-Pacific remains the main arena of competition

China is increasingly projecting power in its neighborhood, especially over the Taiwan
Strait and the South China Sea. The trend is set to continue unabated into 2022. Beijing
now routinely makes large incursions into Taiwan'’s air defense identification zone to
“curb separatist acts by ‘Taiwan independence’ forces.”6 And some Chinese officials, such
as Qin Gang, ambassador to Washington, are increasingly vocal on the risk of a US-China
war over Taiwan.? Support for Taiwan is increasing across the West. However, Taipei
continues to lose diplomatic partners. Nicaragua switched recognition to Beijing in
December, and the newly elected President of Honduras, Xiomara Castro, has also
indicated the country wants to establish diplomatic relations with China.

In the South China Sea, China may be adopting a new argument to justify its claims over
the entire area, after the “nine-dash line” concept was deemed illegal by a UN Court of
Arbitration in 2016. Malaysian Foreign Minister Saifuddin Abdullah noted in January that
Beijing now favors the new concept of the “four sha” (or four sand archipelagos), which
refers to the Pratas, Paracel and Spratly Island chains and Macclesfield Bank.8

In January, Beijing once more faced turmoil in its Western border as popular protests swept
Kazakhstan. Following a request from Kazakh President Tokayev, Russia sent troops to the
country to restore order, in a move that is sure to have caused some uneasiness in Beijing.
In further evidence that the party will do everything in its power to prevent open conflict in
its neighborhood ahead of the party congress, however, Chinese officials accepted - and
even tacitly support -Russia’s involvement in the crisis. As long as stability was protected,
Beijing seemed perfectly happy letting Moscow act as a security guarantor.

However, the risk of accidental escalation in China’s neighborhood remains high as foreign
militaries step up their presence in the Indo-Pacific. The risk of confrontation is further
increased by the accelerating regional arms race. The Pentagon’s annual report to the US
Congress on China’s military power, released in November 2021, predicts that Beijing may
have over 1,000 nuclear warheads by 2030 - four times the current estimate of around
250,92 although still significantly lower than the US stockpile of 3,750 nuclear weapons.

MERICS | Mercator Institute for China Studies



MERICS China Security and Risk Tracker No. 1, February 2022

Heightened tensions did not stop a rare joint statement against nuclear war and nuclear
weapons proliferation issued in January by the leaders of the UN Security Council’s five
permanent members (all of them nuclear powers). However, the statement is unlikely to
change the current dynamics of competition and rearmament between the US and China.
US Secretary of Defense Lloyd Austin has called for the US to fast-track hypersonic missiles
to catch up with China.10 Meanwhile, Beijing and Washington are racing each other to find
and salvage an American F-35C fighter jet that crashed into the South China Sea. It carried
highly classified technology that could be a boon for China’s military modernization

process.

MERICS Top Risks

Top risks of the quarter, selected by MERICS experts

SECURITY AND DEFENSE
RISKS

Ukraine crisis could impact Beijing's decision-
making on Taiwan

Although there are clear differences between the
two conflicts, Western reactions to a potential
Russian attack on Ukraine will be closely watched in
Beijing. Signs of weakness or disunity within NATO
or the EU, or the inability to agree on meaningful
sanctions after an attack, will weaken deterrents
against a Chinese attack on Taiwan.

& Who is affected? Taiwan is affected most
directly, and also other Asian countries China has
territorial disputes with.

@ When will the risk materialize?
0-6 months

o

Expansion of China’s nuclear arsenal raises
proliferation risks

New assessments that China is modernizing and
expanding its nuclear arsenal faster than expected
are increasing the risk of arms races and nuclear
proliferation across the Indo-Pacific region and glob-
ally. The lack of progress in the Iran nuclear deal
negotiations are only increasing instability.

& Who is affected? Countries in the Indo-Pacific
region, as well as those in competition with China,
such as the United States. This will also contribute
to the ongoing erosion of the global arms control
architecture.

@ When will the risk materialize?
12-24 months

Source: MERICS

Geopolitical Competition

China, Russia deepen their relationship amid tensions with the West

Russia is keen on keeping China close as an ally against the West in any conflict over

Ukraine, as can be seen in the unprecedented level of coordination between the pair over

the past few weeks. On February 4, President Vladimir Putin met with President Xi on the
sidelines of the Beijing Winter Olympics opening ceremony. It was the two leaders’ 38th
meeting since 2013, and they used this opportunity to release an unprecedented joint
statement re-emphasizing their partnership and outlining their ambitions for a reformed

global order.11

The areas of cooperation outlined by the statement are not entirely new. But the explicit

support for each other’s positions on controversial issues, alongside the balance between
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Chinese and Russian priorities in the document - and what this reveals with regards to
the balance of power in the Sino-Russian relationship - make this a highly significant
development.

Beijing joined Moscow in explicitly opposing NATO enlargement and it expressed support
for Russia’s security concerns and interests in Europe. In turn, Moscow supported China’s
stance on Taiwan and the pair opposed AUKUS and the formations of competing blocs in
the Indo-Pacific. Despite this rhetoric, however, there are still limits to what each side will
do for the other. The fact that the joint declaration seems to reflect Beijing’s language and
priorities much more than Moscow’s is also a sign of the shifting balance of power in the
relationship, which if increasingly tilting in China’s favor.

Great power competition in third regions is likely to escalate in 2022. Beijing has signaled
its interest in maintaining its African presence with the publication of a new white paper
on China-Africa relations2 and the appointment of its first-ever Special Envoy to the Horn

China in Europe’s crises: Ukraine

The importance of China and of the China-Russia relationship in shaping Moscow’s
decisions over the Ukraine crisis is becoming evident as the standoff continues.

In the West, concern has emerged over what China’s support for Russia might look
like in a military conflict over Ukraine. Beijing will not send troops to Europe.
Based on its response to Russia’s annexation of Crimea in 2014, Beijing is instead
likely to try to stay out of the fray once again. China is expected to straddle two
goals - reluctance to damage its relationship with its closest partner and
reluctance to legitimize or encourage military interventionism. Diplomatic support,
however, is likely. Moscow has framed its position as a necessary response to
Western hostilities, a narrative that Beijing has signed onto by criticizing the
expansion of NATO and calling for Russia’s “legitimate security concerns” to be
taken seriously. This was particularly evident in the Sino-Russian Joint Statement
on International Relations in the New Era and Global Sustainable Development,
released by Presidents Putin and Xi on February 4.

Overall, the crisis is bringing the pair closer together, with long-term implications
for Europe and for NATO. A Russian attack on Ukraine would trigger the
imposition of extensive sanctions by Europe and the US, which would leave
Moscow economically dependent on China. This would, in turn, tip the scales even
further in Beijing’s favor, allowing the Chinese side to increasingly dictate the
terms of the relationship.

Beijing will also be watching the situation in Ukraine closely for its own purposes.
Lessons drawn from the West’s response to a potential Russian attack will inform
Beijing’s expectations surrounding any possibility of an attack on Taiwan. Although
there are huge differences between the two conflicts, Beijing may use the Ukraine
case to assess a) Washington'’s appetite for fresh involvement in overseas conflicts,
and b) the degree of unity and coherence within the West and NATO.

MERICS | Mercator Institute for China Studies
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of Africa.13 However, signals are mixed as the 8th Forum on China-Africa Cooperation
(FOCAC), held in December 2021, showed a drop in the number of Chinese projects and
investments compared to previous years.

The repackaging of the BRI also sets the course for fierce competition around the globe with
Europe and the US. President Xi promised the BRI's future would be green and high-quality
when he spoke to the third high-level symposium of the Belt and Road Forum in Beijing on
November 19.14 The BRI is no longer exclusively about infrastructure. Standards are
increasingly being promoted on all sides. Both the US rival to the BRI, ‘Build Back a Better
World’ (B3W), and the European Union’s Global Gateway have chosen to emphasize
sustainability and high-quality standards to distinguish their initiatives from the BRI.

Europe-China relations, meanwhile, continue to suffer. Beijing’s economic retaliation
against Lithuania is catalyzing debates across the EU on how the bloc can best protect its
economic security. Brussels will simultaneously need to present a united front against
China’s coercion, while considering how to avoid creating moral hazard. Its response
needs to avoid incentivizing EU members to provoke political tensions that draw in the
rest of the Union.

Meanwhile, the French presidency of the European Council looks set to advance the
implementation of the EU’s Indo-Pacific Strategy, setting the stage for further tensions
with Beijing.

MERICS Top Risks
Top risks of the quarter, selected by MERICS experts

GEOPOLITICAL

RISKS
Winter Olympics likely to be used as a loyalty Elections in key countries may intensify geo-
test political competition in the Indo-Pacific
Despite the calls for a diplomatic boycott of the Upcoming elections in South Kaorea, the Philippines,
Beijing Winter Olympics over China's human rights | France and Australia could change the direction of
violations, over 30 world leaders attended the these countries’ China policies, potentially shifting
opening ceremony. The Games are likely to be the geopolitical dynamics of the region. Any signs
used as a loyalty test for companies, individuals of a growing US-led coalition to contain China will
and governments alike. Any missteps - whether a lead to aggressive reactions by Beijing.

boycott or critical statements - may lead to strong
retaliation after the Games.

& Who is affected? Games sponsors, as well as but so will other nations in the region.
other large firms doing business in or with China.
Foreign athletes and governments will also be in
the spotlight.

@ When will the risk materialize?
0-6 months

@ When will the risk materialize?
0-6 months

& Who is affected? Countries considering or enact-
ing policy changes will be most directly affected,

Source: MERICS
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Economic and Tech Security
Unclear signals from economic planning meeting risk policy-schizophrenia

In December 2021, Beijing held the Central Economic Work Conference (CEWC) to plan
priorities for the following year.15 The meeting emphasized stability in economic policy in
2022. However, the readout listed seemingly every possible issue within its policy goals,
in sharp contrast to the eight clear goals set out at the 2020 CEWC. The 2020 session set
out an effective blueprint that was broadly followed by officials at all levels of government.

The lack of clear, tangible priorities from the CEWC will likely leave China’s officials
unclear about what to prioritize with limited resources. If growth continues to slow, it is
likely that Beijing will signal clearer priorities beyond merely “stability.” In the meantime,
disjointed implementation across jurisdictions can be expected. Furthermore, officials
may choose to prioritize a certain set of areas, only to find they must suddenly reverse
course should official guidance from the top shift to other concerns.

Investors should anticipate potential sudden shifts in policy direction in the coming
months and adopt a flexible stance in order to respond quickly.

Beijing sees data as the key to China’s digital economy

President Xi told the Politburo in October that developing the digital economy was needed
more than ever. His speech, only recently published, emphasized China’s digital strategy
amid a slowing economy, disrupted supply chains and growing foreign pushback.1¢ A
series of policy documents followed in December and January that aim to mobilize China’s
vast amounts of data, its “data dividend.” The digital economy is to create 10 percent of
GDP by 2025, as stipulated in the 14t Five Year Plan for the Platform Economy, up from
7.8 percent in 2020. Keen to unlock the full potential of data as a factor of production, the
14t Five Year Plan for National Informatization comes close to framing data as a public
good.17 To be sure, official plans also promote international data trade, with trusted
partners and on Chinese terms.

Rather than nationalizing all data, China’s leadership wants the country’s private IT firms
to help harness it. China’s homegrown Big Tech firms will continue to face mounting
scrutiny and fresh regulatory pressures. The top anti-corruption watchdog, the Central
Commission for Discipline Inspection, is investigating links between Big Tech and officials.
The sector also faces scrutiny over investments and new regulations on recommendation
and pricing algorithms. With limited evidence for how government can spur digital
innovation, this is a high risk, high stakes experiment.
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MERICS Top Risks
Top risks of the quarter, selected by MERICS experts

China punishes Lithuania, challenges EU unity
Lithuania established a Taiwan Representative
Office, driving China to completely sever economic
ties with the Baltic state. Beijing has also tried to
push European companies to cut Lithuania out of
China-bound supply chains, drawing the EU into the
conflict. Further cases of economic coercion across
Europe remain possible.

& Who is affected? Lithuanian companies most
directly, but also European companies sourcing
from that market. Business operating in other
European countries should be prepared to be
affected by similar measures at any time.

@ When will the risk materialize?
0-6 months

o

Rollout of digital RMB will increase privacy risks
and may challenge the global financial system
The central bank extended pilots with e-CNY to the
general populations of Beijing, Shanghai and eight
other major cities, as well as foreigners involved

in the Winter Olympics. The successful rollout

of e-CNY will greatly increase Beijing's ability to
monitor, police and manage financial transactions
in real-time.

& Who is affected? Foreign companies and citizens
in China will face increased data privacy issues.
International financial institutions and foreign
governments will also be affected by the challeng-
es that widespread international adoption of the
e-CNY would pose to the dollar-dominated global
financial system.

@ When will the risk materialize?
12-24 months

Source: MERICS
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LOOKING FORWARD: WHAT TO WATCH IN THE MONTHS AHEAD

= February 22: Paris hosts the first Indo-Pacific Forum, bringing together the foreign
ministers of the EU-27 and 30 of their Indo-Pacific counterparts. China and the US
have, rather conspicuously, been omitted from the guest list for an event meant to
advance the EU’s Indo-Pacific ambitions.

= March 4-10: Beijing will host the annual Two Sessions meetings - a gathering of
the National People's Congress (NPC) and the National Committee of the Chinese
People's Political Consultative Conference (CPPCC). The NPC will shed light on
China’s policy direction in the run up to the 20t Party Congress and may endorse
or propose future regulatory action in economic or foreign policy spheres. China’s
budget for 2022 will also be announced.

= March: The EU will unveil the new Strategic Compass, which will lay out a common
strategic vision and road map for security and defense work in the years to come.
The challenges posed by China are bound to be considered in a document that will
offer one of the first chances to revisit the 2019 Strategic Outlook’s view of China as
a partner, competitor and rival.

= April 1: The next EU-China Summit will convene towards the beginning of the
second quarter. Expect discussions to be overshadowed by China’s economic
coercion against Lithuania and the EU’s response, including its filing of a World
Trade Organization (WTO) case and the new anti-coercion instrument. The EU’s
Indo-Pacific ambitions and China’s desire to revive the Comprehensive Agreement
on Investment (CAI) without removing its sanctions on European individuals and
entities are also likely to prove contentious.
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