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P

KEY FINDINGS

There are strategic drivers behind China’s Belt and Road Initiative, but it is also motivated by the country’s pressing

domestic economic challenges.

The combination of strategic and economic drivers is not always easy to reconcile. In some cases, China’s strategic

objectives make it difficult to sell the economic aspects of the initiative to China’s neighbours.

The Chinese Government is keen to use the initiative to achieve important economic policy objectives, but some
Chinese financiers and policymakers are cautious about funding risky Belt and Road projects outside of China, fearing

poor return on their investments.

EXECUTIVE SUMMARY

China’s Belt and Road Initiative (also known as One Belt, One Road (OBOR)) is one of President Xi’s
most ambitious foreign and economic policies. It aims to strengthen Beijing’s economic
leadership through a vast program of infrastructure building throughout China’s neighbouring
regions. Many foreign policy analysts view this initiative largely through a geopolitical lens, seeing
it as Beijing’s attempt to gain political leverage over its neighbours. There is no doubt that is part
of Beijing’s strategic calculation. However, this Analysis argues that some of the key drivers
behind OBOR are largely motivated by China’s pressing economic concerns.

One of the overriding objectives of OBOR is to address China’s deepening regional disparity as the
country’s economy modernises. Beijing hopes its transnational infrastructure building program
will spur growth in China’s underdeveloped hinterland and rustbelt. The initiative will have a
heavy domestic focus. The Chinese Government also wants to use OBOR as a platform to address
the country’s chronic excess capacity. It is more about migrating surplus factories than dumping
excess products. One of the least understood aspects of OBOR is Beijing’s desire to use this
initiative to export China’s technological and engineering standards. Chinese policymakers see it
as crucial to upgrading the country’s industry.
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Understanding China’s Belt and Road Initiative

INTRODUCTION

At the end of 2013 Chinese President Xi Jinping announced one of China’s most ambitious foreign
policy and economic initiatives. He called for the building of a Silk Road Economic Belt and a 21st
Century Maritime Silk Road, collectively referred to as One Belt, One Road (OBOR) but which has
also come to be known as the Belt and Road Initiative. Xi’s vision is an ambitious program of
infrastructure building to connect China’s less-developed border regions with neighbouring
countries. OBOR is arguably one of the largest development plans in modern history.

On land, Beijing aims to connect the country’s underdeveloped hinterland to Europe through
Central Asia. This route has been dubbed the Silk Road Economic Belt. The second leg of Xi’s plan
is to build a 21st Century Maritime Silk Road connecting the fast-growing Southeast Asian region
to China’s southern provinces through ports and railways.

One Belt, One Road
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All levels of the Chinese Government, from the national economic planning agency to provincial
universities, are scrambling to get involved in OBOR. Nearly every province in China has
developed its own OBOR plan to complement the national blueprint. Major state-owned policy
and commercial banks have announced generous funding plans to fulfil President Xi’s ambitious

vision.
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Xi has launched OBOR at a time when Chinese foreign policy has become more assertive.[1] This
has meant that OBOR is often interpreted as a geopolitical plan rather than a purely economic
one. While there is a great deal of truth to this interpretation, this Analysis argues that focusing on
the geopolitical dimensions of OBOR obscures its principally geoeconomic drivers, in particular its
connection to changes in China’s domestic industrial policy.

OBOR: GEOSTRATEGY OR GEOECONOMICS?

Before the 18th Party Congress in 2013, there were heated debates among Chinese policymakers
and scholars about the strategic direction of the country’s foreign policy,[2] especially in its
neighbourhood.[3] In October 2013 Beijing convened an important work conference on what it
termed ‘peripheral diplomacy’. It was reportedly the first major foreign policy meeting since 2006
and the first-ever meeting on policy towards neighbouring countries since the founding of the
People’s Republic. It was attended by all of the most important players in the Chinese foreign
policymaking process, including the entire Standing Committee of the politburo.[4]

At the Peripheral Diplomacy Work Conference, Xi said that China’s neighbours had “extremely
significant strategic value”. He also said that he wanted to improve relations between China and
its neighbours, strengthening economic ties and deepening security cooperation.[5]

“Maintaining stability in China’s neighbourhood is the key objective of peripheral diplomacy. We
must encourage and participate in the process of regional economic integration, speed up the
process of building up infrastructure and connectivity. We must build the Silk Road Economic Belt
and 21st Century Maritime Silk Road, creating a new regional economic order.”[6]

Xi clearly sees China’s considerable economic resources as a key tool in his efforts to maintain
regional stability and assert China’s leadership in the country’s neighbourhood. Analysts regard
the work conference as a significant turning point in the evolution of China’s foreign policy.
Douglas Paal of the Carnegie Endowment for International Peace argues that the conference saw
the Chinese leadership effectively bury former leader Deng Xiaoping’s famous dictum, “hide your
strength and bide your time”. According to Paal, in its place, the new Chinese leadership have
advanced a more proactive diplomacy in surrounding regions.[7]

This new more activist foreign policy has reinforced the impression that OBOR is primarily driven
by broad geostrategic aims. Certainly some elements of OBOR are consistent with such a
characterisation. The China-Pakistan Economic Corridor is a prime example. It is widely regarded
as one of the flagship projects of OBOR and is enthusiastically supported by both Beijing and
Islamabad. The proposed corridor is expected to connect Kashgar in Xinjiang in China’s far west
with the Port of Gwadar in the province of Baluchistan. Given the port’s proximity to the Persian
Gulf, it could be used as a transhipment point for China’s energy supplies obviating the need to go
through the Strait of Malacca in Southeast Asia.[8]
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China-Pakistan Economic Corridor Rail Projects
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Apart from serving as a commercial port, Gwadar is also deep enough to accommodate
submarines and aircraft carriers. Indeed, the military logic behind the development of the port is
becoming increasingly prominent as the People’s Liberation Army Navy embarks on far-flung
activities from anti-piracy missions in the Arabian Sea to the evacuation of Chinese workers in
Libya.[9]

At a broader strategic level, influential Chinese policymakers and analysts have also argued that
OBOR could be used as a strategic tool to counter the Obama administration’s pivot to Asia. In
2015 Justin Yifu Lin, an influential policy adviser and a former chief economist at the World Bank,
argued President Xi had launched OBOR to counterbalance US policies such as the pivot and the
Trans-Pacific Partnership (TPP). He argued China should use its economic resources including its
large foreign reserves and experience in building infrastructure to strengthen its position in the
region.[10] One Counsellor at the State Council of the Chinese Government, Tang Min, noted that
China and many emerging economies had been locked out of the US-led TPP and these countries
needed a ‘third pole’, namely OBOR.[11]
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The election of Donald Trump as President of the United States in 2016 and his rejection of the
TPP in January 2017 will help the Chinese leadership to sell OBOR more effectively. As
Singaporean Prime Minister Lee Hsien Loong warned in a visit to Washington in August 2016, the
US rejection of the TPP will damage its reputation among regional allies.[12]

President Xi wasted no time in promoting China as the new global champion of free trade.
Chinese diplomats have been busy hawking Beijing-backed regional trade deals such as the
Regional Comprehensive Economic Partnership and OBOR.[13] There are early indications that
some US regional allies are already gravitating towards Beijing on issues of economic leadership.
For example, Philippine President Rodrigo Duterte has warmly embraced Beijing despite the
country’s troubled relationship with China over disputed South China Sea islands.[14]

CEOECONOMICS

The problem with narrow geostrategic interpretations of OBOR is not that they are wrong but that
they are incomplete. Many analysts tend to overstate geostrategic dimensions of the project,
while underappreciating the economic agenda of OBOR.[15] The two goals are not, in fact,
contradictory. China is using OBOR to assert its regional leadership through a vast program of
economic integration. Its aim is to create a regional production chain, within which China would
be a centre of advanced manufacturing and innovation, and the standard setter.

But it is also true that OBOR will help China to meet some of its most pressing economic
challenges. Of these challenges, three in particular are important in understanding the key aims of
OBOR: encouraging regional development in China through better integration with neighbouring
economies; upgrading Chinese industry while exporting Chinese standards; and addressing the
problem of excess capacity.

OBOR and regional development

The regional development aspect of OBOR is perhaps one of China’s most important economic
policy objectives. The lead coordinating government agency for OBOR is the National
Development and Reform Commission, the country’s premier economic planning agency. It is
likely that Chinese domestic components of OBOR projects will be built before any overseas
components for the simple reason that Beijing can enforce its plans much more effectively within
its own jurisdiction. However, if the Chinese Government fails to connect its domestic projects
with overseas components, OBOR will be little different from other domestic infrastructure
programs, greatly diminishing its economic and strategic value.

In 2014 OBOR was officially incorporated into China’s national economic development strategy at
the Central Economic Work Conference, the annual agenda-setting economic summit for
policymakers. Beijing announced three regional development plans, one of which was OBOR.[16]
These regional development plans are designed to address the chronic problem of uneven
development in China.

Inequality between inland western regions and prosperous eastern seaboard states is a huge
challenge for the ruling party. For example, the coastal mega-metropolis of Shanghai is five times
wealthier than the inland province of Gansu, which is part of the old Silk Road.[17]

Beijing has tried to close the gap between these provinces. Since 1999 the Chinese Government
has pursued the so-called ‘western development strategy’ to revitalise chronically
underperforming provinces including the majority Muslim autonomous region of Xinjiang.
However, these efforts have produced few tangible results. Despite Beijing’s preferential policies,
large-scale fiscal injections and state-directed investments, the western provinces’ share of
China’s total GDP increased only marginally from 17.1 per cent in 2000 to 18.7 per cent in 2010.[18]
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One acute side effect of heavy state subsidies in these western provinces has been a high
concentration of state-owned enterprises and low penetration of private firms. For example, the
western regions of Xinjiang, Tibet, Qinghai, and Gansu are the four lowest-ranked provinces on the
China Economic Research Institute’s Free Market Index.[19] Their average score is 2.67 (0 means
no private enterprise and 10 means completely free); the national average is 6.56.[20]

Beijing is keen to try different approaches to reinvigorate these underperforming provinces and
OBOR has been touted as one of the key solutions. The economic rationale behind it is simple
enough; instead of showering these provinces with more central government money, Chinese
policymakers want to integrate them into regional economies.

Xinjiang offers an interesting case study. As already noted, one of the most important flagship
projects of OBOR is the China-Pakistan Economic Corridor, which links Kashgar in Xinjiang with
the Port of Gwadar. This project, which is estimated at $46 billion, is also the clearest example of
where OBOR’s geostrategic rationale intersects with its economic drivers.

Xinjiang has a large Turkic-speaking Muslim population which has grown increasingly frustrated
with Beijing’s rule. Since the 1990s, Xinjiang has also become the main source of terrorism within
China. “Aspirations towards greater autonomy or outright independence have never been far from
the surface of political life in the province”, notes Andrew Small, a leading expert on China-
Pakistan relations.[21] The spread of radical Islamism in Xinjiang is adding further complexity to
an already tense situation.

The ruling Communist party regards Xinjiang’s separatist movement as an existential threat to the
party state. Beijing believes poverty and underdevelopment is at the heart of rising militancy in
the restive province and that the best strategy to address the root cause is integrating Xinjiang
with the neighbouring region.[22]

A former Chinese ambassador to Islamabad, Lu Shuling, argues the construction of the Port of
Gwadar is economically vital for landlocked Xinjiang, which is 4000 to 5000 kilometres away from
China’s coastal ports. Lu believes the port will significantly reduce the transport costs for the
province. He further argues that the economic benefits of the corridor will help to solve Pakistan’s
and Xinjiang’s political problems: “The best medicine to address the terrorism problem is through
tackling the incubator of terrorism, namely poverty.”[23] The head of the Chinese Central Bank in
Xinjiang has made a similar argument, noting that better connectivity between the province and
the Central Asian region will bring both “economic and national security dividends”.[24]
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Chinese Provinces and OBOR Strategy
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Apart from developing the western region, OBOR is also expected to play an important role in
revitalising economically underperforming provinces in the north-east as well as other poor
regions in the south-west, bordering Southeast Asia. In fact, all Chinese provinces are keen to be
involved in the national project. Many see it as a golden opportunity to obtain cheap funding and
political support for their own infrastructure projects under the banner of OBOR.

Guan Youging, the head of Minsheng Securities Research Institute and one of the China’s most
respected equity analysts, says all provinces are competing fiercely against each other for OBOR-
related projects. Every province wants to become a significant hub in the national strategy and he
believes this will reignite infrastructure spending by local governments. Guan estimates all
provinces have earmarked just over a trillion renminbi for OBOR-related infrastructure projects; 68
per cent of them will be related to railway, road and airports. Guan estimates this will add 0.2 to
0.3 percentage points to China’s GDP growth, although this estimate needs to be treated with a
degree of caution.[25]

Upgrading Chinese industry while exporting Chinese standards

China has developed an impressive reputation as the ‘world’s factory’ over the last three decades.
In recent years, however, its comparative advantages in manufacturing, such as low labour costs,
have begun to disappear. For this reason, the Chinese leadership wants to capture the higher end
of the global value chain.

To do this, China will need to upgrade its industry. Indeed, this has become one of China’s most
important domestic economic goals. It is reflected in the so-called Made in China 2025 strategy,
[26] drafted by the Ministry of Industry and Information Technology (MIIT). The strategy was
inspired by Germany’s “Industry 4.0” plan. Its primary goals are to make the country’s
manufacturing industry more innovation-driven, emphasise quality over quantity, and restructure
China’s low-cost manufacturing industry.[27]
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Beijing expects OBOR to play an important role in facilitating the export of higher-end Chinese
manufactured goods. Chinese policymakers believe emerging markets targeted under OBOR will
be more willing to accept higher-end Chinese industrial goods than developed countries in North
America and Europe.

China is not just trying to export higher-end goods through OBOR but to encourage the
acceptance of Chinese standards. The Chinese Government’s focus on exporting its technological
standards must be understood in terms of its broader ambition to become an innovation-based
economy and a leader in research and development. According to a research report prepared on
behalf of the US-China Economic and Security Review Commission, “Policy makers see
development of technology standards as central to realizing these objectives”.[28]

There is a popular saying in China that “Third-tier companies make products, second-tier
companies make technology and first-tier companies make standards”. There is a pervasive belief
within China, particularly in policy circles and academia, that only companies that make
standards can be considered world-class companies.[29]

Xu Jing, head of the MlIT-affiliated Smart Manufacturing Institute, says OBOR will play a key role in
helping Chinese companies to become more internationally competitive.[30] Under OBOR,
Chinese companies and especially higher-end industrial goods manufacturers will be encouraged
and expected to operate in more demanding markets and more stringent regulatory
environments. The expansion of a China-centred production chain will also force Chinese
manufacturers to move higher up in the value chain. These efforts will be supported by Chinese
financiers, who often urge loan recipients to accept Chinese-made goods as a condition of
extending credit.

The Chinese Government’s campaign to market its high-speed railway technology is perhaps the
best example of how it intends to use OBOR to upgrade China’s industry. Many have dubbed
Premier Li’s marketing effort in this area as ‘high-speed railway diplomacy’.

Beijing considers its high-speed railway technology to be one of the crown jewels of its advanced
manufacturing industry. The Chinese Government has mobilised more than 10 000 scientists and
engineers to incorporate imported foreign technology as well as to develop the country’s own
high-speed rail technology.

The result of this effort is evident in the breathtaking development of China’s high-speed rail
sector. Today the country is home to more than 50 per cent of the world’s total constructed high-
speed railway. Premier Li Kegiang has personally marketed Chinese-made high-speed to
Thailand, India, Indonesia, and Malaysia.[31] All of these countries are considered to be key
strategic partnersin OBOR.

https://www.lowyinstitute.org/publications/understanding-belt-and-road-initiative 8/19



23/05/2018 Understanding China’s Belt and Road Initiative

Chinese High-Speed Rail Projects
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The focus on high-speed rail also illustrates Beijing’s goal of gaining acceptance of Chinese
standards. If countries across the region accept Chinese high-speed railway technology as their
national standard, it could become the de facto standard across a vast geographical area. This
means Chinese manufacturers and suppliers would enjoy a strong, first-mover advantage over
other competitors, especially Japanese producers of high-speed rail.

In a policy document released by the MIIT on the development of the transport industry, the high-
speed rail sector is expected to play a leading role in encouraging high-end Chinese industrial
exports. It estimates the market for transport equipment to be around $263 billion by 2018.
Chinese planners believe significant demand will come from regions covered by OBOR such as
Southeast Asia, South Asia, Central Asia, and West Asia.[32]

The Jakarta-Bandung High-Speed Railway project is a good example of how Beijing intends to
use OBOR to promote the high-tech sector as well as Chinese technical and engineering
standards. Beijing secured the right to build the 142 kilometre high-speed rail line connecting the
Indonesian capital and Bandung in West Java after an intense bidding war with the Japanese.[33]
Beijing won the bid by offering to finance the project itself.[34] In order to win over Indonesian
President Joko Widodo, Xi Jinping even dispatched the Chairman of the National Development
and Reform Commission, Xu Shaoshi, as a special envoy to Jakarta.
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The most significant part of the deal for Beijing is the Indonesian Government’s decision to adopt
Chinese high-speed railway technology. Xinhua, the Chinese Government official news agency,
has reported that the project will adopt “Chinese standards, Chinese technology and Chinese
equipment” and that a Chinese engineering company will be involved in every aspect of
construction, from the initial survey to the management of the railway once the project is
completed.[35] For Beijing, this deal might be a loss-making venture, but it is a major
breakthrough in persuading a foreign country to accept Chinese standards and technology.

Apart from the high-speed rail sector, the Chinese Government is also using OBOR to push for
Chinese standards in other sectors such as energy and telecommunications. Ru Quan Lu, Director
of Strategic Development at Petro China, argues that China should use its extensive investment in
oil and gas projects in Central Asian states to promote Chinese petroleum industry standards:

“Based on the experience of American and European energy majors, controlling standards means
having an upper hand in negotiation, more bargaining chips and better profitability. To control
standards is more important than anything else.”[36]

Telecommunications is another important sector in terms of gaining acceptance of Chinese
standards. China boasts two world-class telecommunication equipment makers: Huawei and ZTE.
The former derives 70 per cent of its sales revenue from outside of China and is particularly
successful in Asia, Africa, and Latin America.

Huawei, ZTE, and China Mobile are closely involved in developing 5G technology, which includes
setting and designing international technical standards. These companies are becoming active
participants in many international telecommunication industry bodies and associations such as
the International Telecommunications Union, the 3rd Generation Partnership Project, and the
Institute of Electrical and Electronics Engineers. Beijing sees the telecommunications industry as
central to its Made in China 2025 strategy.[37]

It is no coincidence, therefore, that the Chinese Government envisages building
telecommunication networks as a key part of OBOR. Hu Huaibang, Chairman of the China
Development Bank, one of the world’s largest banks, specifically named the telecommunications
sector as one of the key industries that his bank wants to support as part of OBOR, noting: “This
will have an enormously positive impact on upgrading China’s industrial structure.”[38]

Dealing with excess capacity

During the global financial crisis, the Chinese Government delivered one of the largest stimulus
packages in recent economic history. It saved China (and arguably a host of other countries,
including Australia) from recession by sending commodity prices sky-high. Though the stimulus
program was effective, one of its lasting side effects was the creation of massive excess capacity in
many industrial sectors from steel to cement. In the steel industry, for example, China’s annual
steel production surged from 512 million tonnes in 2008 to 803 million tonnes in 2015. To put that
into perspective, the extra 300 million tonnes is larger than the combined production of the
United States and the European Union.[39]

Dealing with the country’s excess capacity has become one of the top economic priorities for the
Chinese Government. Beijing has described this issue as the sword of Damocles hanging over its
head. Excess capacity will squeeze corporate profits, increase debt levels, and make the country’s
financial system more vulnerable.[40]

Many state-owned firms in sectors with excess capacity borrowed heavily during the financial
crisis. The slowing economy, sluggish international demands, and the supply glut have reduced
their profits. Many are struggling to keep their heads above water. These bad loans have put the
Chinese banking system under a great deal of stress.
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The Chinese Government has announced a number of policy measures to address the issue of
excess capacity. This has included laying off 1.8 million workers from the steel and coal mining
industries.[41] The authorities are also trying to shut down polluting steel mills and blast
furnaces.

OBOR is another way for Chinee policymakers to address the excess capacity problem, although
not in the way that some observers believe. When Xi Jinping announced OBOR, a number of
observers labelled it as an effort by China to export excess industrial products to neighbouring
countries. The Financial Times reported in 2015 that the grand vision for a new Silk Road began its
life modestly in the bowels of China’s commerce ministry as an export initiative.[42]

In terms of addressing the excess capacity problem, OBOR is less about boosting exports of
products such as steel and more about moving the excess production capacity out of China. OBOR
projects are currently too small to absorb China’s vast glut of steel and other products. Instead,
Beijing wants to use OBOR to migrate whole production facilities. Chinese premier Li Kegiang
made the point clear in his address to leaders of ASEAN countries in 2014 at Nay Pyi Taw,
Myanmar:

“We have a lot of surplus equipment for making steel, cement and pleat glass for the
Chinese market. This equipment is of good quality. We want companies to move this excess
production capacity through direct foreign investment to ASEAN countries who need to
build their infrastructure. These goods should be produced locally where they are
needed.”[43]

Hu Huaibang, Chairman of the China Development Bank and the most influential financier of
OBOR projects, says one of the most important objectives of OBOR is to help China undergo
economic structural reform and upgrade its industries, moving away from the cheap mass
manufacturing model:

“On the one hand, we should gradually migrate our low-end manufacturing to other
countries and take pressure off industries that suffer from an excess capacity problem. At
the same time, we should support competitive industries such as construction engineering,
high-speed rail, electricity generation, machinery building and telecommunications moving
abroad.’[44]

Moving factories with excess capacity to OBOR countries helps China reduce the supply glut at
home while helping less developed countries to build up their industrial bases. In essence,
domestic economic liabilities become foreign economic and diplomatic assets. Jin Qi, the
Chairman of the Silk Road Fund, a sovereign wealth fund set up in 2014 specifically to provide
seed capital for OBOR projects, made this clear during one of her rare public speeches on OBOR.
[45]

Jin said China currently sits in the middle of the global production chain and it can help countries
at an early stage of development to industrialise: “China possesses high-quality industrial
production capacity, equipment, technology, ample supply of funds and 30 years of development
experience.” She also noted that Chinese capital can “help facilitate international production
cooperation, and reorganise global production chain. For China, it means helping the country to
export high-quality production capacity, equipment, technical know-how and developmental
experience.”[46]

Part of this thinking is informed by China’s own experience of industrialisation in the 1980s and
1990s. One senior provincial economic planning official said China imported second-hand
production lines from Germany, Taiwan, and Japan in the 1980s; essentially unwanted surplus
industrial capacity.[47] Beijing thinks China’s experience could be replicated in neighbouring,
less-developed countries.

https://www.lowyinstitute.org/publications/understanding-belt-and-road-initiative 1119



23/05/2018 Understanding China’s Belt and Road Initiative

One clear example of this is the plan to migrate part of Hebei province’s massive surplus steel
production facilities. The province, China’s largest producer of steel, wants to relocate 20 million
tonnes of production capacity abroad by 2023. The plan calls for companies to move their excess
steel (but also cement and pleat glass production) facilities to Southeast Asia, Africa, and West
Asia. For example, Delong Steel from Xintai is building a steel mill in Thailand that is capable of
producing 600 000 tonnes of hot rolled coil a year in partnership with a local Thai operator,
Permsin Steel Works.[48]

Some Chinese researchers and officials are sceptical of how successful this aspect of OBOR is
likely to be. It is questionable whether OBOR countries can actually absorb China’s vast surplus
production line. More importantly, will it be politically palatable for other countries to simply
accept China’s unwanted industrial capacity?

Analysis from Anbang Research has noted that many OBOR countries are not enthusiastic about
accepting China’s excess capacity. In fact, some countries are hostile to the idea because in
several industrial sectors, they are competing directly with China.

“In the foreseeable future, Belt and Road countries are unlikely to experience the same
rapid pace of urbanisation China had enjoyed in the last decade. The current problem of
excess capacity is of a global nature; the Belt and Road Initiative is unlikely to solve it.”[49]

One of China’s most senior policy advisers, Zheng Xin Li, a former deputy head of the Policy
Research Office of the Chinese Communist Party Central Committee, has expressed his concerns
about the massive migration of Chinese manufacturing to Southeast Asia and South Asia.

“There are still 240 million farmers (in China) who need to find manufacturing jobs. If most
of the country’s labour-intensive industry moves abroad, all these surplus farm labours will
be stuck in the countryside.”[50]

IMPLEMENTATION CHALLENGES: LACK OF BANKABLE PROJECTS AND MORAL HAZARD

Chinese leader Xi Jinping launched OBOR at the end of 2013. Three coordinating government
agencies (the National Development and Reform Commission, the Ministry of Foreign Affairs, and
Ministry of Commerce) issued the first official blueprint on OBOR, the ‘Vision and Actions on
Jointly Building Silk Road Economic Belt and 21st Century Maritime Silk Road’, just two years later
in March 2015. However, there has been slow progress in terms of the implementation of projects
outside of China.

At a recent OBOR work conference chaired by Vice-Premier Zhang Gaoli, a member of the
Politburo Standing Committee who is overseeing the initiative, Xi urged for some signature
projects to be implemented quickly, showing tangible benefits and early success. He wanted the
focus to be on infrastructure projects that improve connectivity, deal with excess capacity, and
trade zones. “We need to get some model projects done and show some early signs of success and
let these countries feel the positive benefits of our initiative”, he told a large gathering of senior
party officials and business people.[51] Xi is not happy with the lack of progress, not least because
OBOR is part of his political legacy. But the initiative faces multiple, formidable challenges.

First, there is a significant lack of political trust between China and a number of important OBOR
countries. Perhaps the best example of this is India. The country’s Foreign Secretary
Subrahmanyam Jaishankar has said OBOR is a unilateral initiative and that India would not
commit to buy-in without significant consultation.[52] Sameer Patil, a former assistant director at
the Indian National Security Council and a researcher at foreign policy think tank Gateway House,
says the China-Pakistan Economic Corridor project is a major obstacle to Indian involvement in
the initiative.[53]
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A second problem is that nearly two-thirds of OBOR countries have a sovereign credit rating below
investable grade. Some key OBOR countries such as Pakistan are unstable, which poses significant
security risks to Chinese companies as well as personnel working there.[54] The Pakistani military
has, for example, promised to raise a special military unit of 12 000 soldiers to protect China-
Pakistan Economic Corridor projects.

A third problem is caution on the part of over-leveraged and risk-averse Chinese financers. After Xi
announced OBOR, Chinese state-owned financial institutions followed with a raft of policies that
echoed the president’s grand vision. China Development Bank, which is expected to play a key
role in financing OBOR, says it is tracking more than 900 projects in 60 countries worth more than
US$890 billion.[55] Bank of China, which has the largest overseas networks, pledged to lend
US$20 billion in 2015 and no less than US$100 billion between 2016 and 2018.[56] Industrial and
Commercial Bank of China (ICBC) has been looking at 130 commercially feasible OBOR-related
projects worth about US$159 billion. It has financed five projects in Pakistan and has established a
branch in Lahore.[57]

Yet, despite these public pledges of support, many Chinese bankers and especially those from
listed commercial banks such as ICBC are concerned about the feasibility of OBOR projects. They
are worried about the many risks associated with overseas loans, including political instability
and the economic viability of many projects. As Andrew Collier, Managing Director of Orient
Capital Research, has noted: “It is pretty clear that everyone is struggling to find decent projects.
They know it’s going to be a waste and don’t want to get involved, but they have to do
something.”[58] Collier gave an example of one Beijing bank that he said had stopped lending to
rail projects in risky places such as Baluchistan in Pakistan.

A chief investment officer from one of China’s largest state-owned financial institutions also told
the author about his own reservations: “I prefer to invest in places like Canada and Australia,
where | can get safe and decent returns. However, where | have been ordered to invest in OBOR
countries, | will only allocate the minimum amount.”[59]

The reservations of Chinese financiers and businesspeople about OBOR also need to be seen in
the context of the worsening debt problem within China’s financial system, especially the number
of non-performing loans on banks’ balance sheets. This rapid pile-up of debts took place after the
country’s massive stimulus package of 2008. China’s leading business magazine, Caixin, has
suggested that OBOR could produce a repeat of 2008.[60] Influential economic policymakers in
China are also concerned that the political impetus behind OBOR could drive China into investing
in white elephant projects abroad. They are worried that some countries will take advantage of
OBOR and sign up to Chinese projects with no intention of repaying the loans.[61]

Yiping Huang, an influential economist who sits on the Chinese central bank’s monetary policy
committee and a former investment banker, has argued that China needs to proceed cautiously
on OBOR projects:

“The most effective way to promote the initiative is by getting one or two projects done. If
they turn out to be effective, it will be easier to take the next step. If early projects are
disastrous, the future path will be hard.”[62]

Huang has also noted the efforts to develop the country’s western region largely failed because
the state ignored the fundamental economic issue of ensuring a return on assets.[63]

There are indications that Chinese financiers are demanding tougher terms to ensure OBOR
projects are financially viable over the longer term. Negotiations with the Thai Government over
the building of a high-profile rail project were hamstrung by disagreements over interest rates,
among other things.[64] Chinese financiers demanded a 2.5 per cent return on their concessional
loan while the Thai Government wanted 2 per cent, the same rate Beijing offered to Jakarta. When
Chinese bankers insisted on 2.5 per cent Bangkok said it would finance the project itself. Xue Li, a
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senior researcher at the Chinese Academy of Social Sciences and a member of a semi-official
OBOR expert panel, says China is likely to lose money on the Indonesian high-speed rail deal,
which Beijing is treating as a one-off special case and does not want the generous funding terms
to become the norm.

CONCLUSION

OBOR is President Xi’s most ambitious foreign and economic policy initiative. Much of the recent
discussion has concerned the geopolitical aspects of the initiative. There is little doubt that the
overarching objective of the initiative is helping China to achieve geopolitical goals by
economically binding China’s neighbouring countries more closely to Beijing. But there are many
more concrete and economic objectives behind OBOR that should not be obscured by a focus on
strategy.

The most achievable of OBOR’s goals will be its contribution to upgrading China’s manufacturing
capabilities. Given Beijing’s ability to finance projects and its leverage over recipients of these
loans, Chinese-made high-end industrial goods such as high-speed rail, power generation
equipment, and telecommunications equipment are likely to be used widely in OBOR countries.
More questionable, however, is whether China’s neighbours will be willing to absorb its excess
industrial capacity. The lack of political trust between China and some OBOR countries, as well as
instability and security threats in others, are considerable obstacles.

Chinese bankers will likely play a key role in determining the success of OBOR. Though they have
expressed their public support for President Xi’s grand vision, some have urged caution both
publicly and in private. Their appetite to fund projects and ability to handle the complex
investment environment beyond China’s border will shape the speed and the scale of OBOR.
There is a general recognition that this initiative will be a decade-long undertaking and many are
treading carefully.
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