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Abstract: Global value chains (GVCs) have entered a new stage of restructuring
characterized by trends towards localization, regionalization and diversification. These

trends can be attributed to the evolution of the international division, irrational responses
to crisis shocks, and trade protectionism. In this context, China's industrial and supply
chain upgrades face both opportunities and challenges which require navigating the
adverse effects of industrial re-shoring, unfair technology competition, and changes in the
global industrial layout. Yet, such challenges may create pressures for China to accelerate
innovation, overcome the low-end lock-up effect by creating regional value chains, and
broaden international cooperation. China needs to explore an effective strategy to defuse
risks and seize opportunities. On one hand, China should influence the restructuring of
GVCs evolution and strengthen its supply chains by playing an active role in economic
globalization and the international division. On the other hand, China should proactively
respond to GVCs restructuring amid rising trade protectionism, defuse risks from trade
protectionism by opening wider to the outside world, and strive to upgrade industrial and
supply chains while enhancing the security and stability of their nation.
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Adopted at the Fifth Plenum of the Nineteenth Communist Party of China (CPC) Central
Committee, the Proposals for Formulating the 14th Five-Year Plan (2021-2025) for National Economic
and Social Development and the Long-Range Objectives Through the Year 2035 called for “stepping up
international industrial security cooperation to develop more innovative, secure and reliable industrial
and supply chains with higher value added.” This statement is an important new strategic objective
for China’s participation in the global value chains (GVCs) division in the new development stage of
China’s opening-up and development. It is also an essential requirement for forging a new development
pattern in which domestic circulation holds sway and is reinforced by international circulation. In
addition to its own conditions and choice of opening-up and development strategies, industrial supply
chains are also influenced by an environment of opening-up and development, especially for the evolving
international division. China’s industrial and supply chain upgrades need to be discussed in the context
of the ongoing GVCs restructuring. For example, what does drives GVCs into a stage of restructuring?
What are the characteristics of this trend? What challenges does it pose to China’s industrial and supply
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chain upgrades? What opportunities can be found? How can China upgrade industrial and supply chains
by influencing GVCs restructuring? Addressing such questions are of great significance for China’s
academics and policymakers.

1. A New Stage of GVCs Restructuring

1.1 The Call of Restructuring GVCs from Developing Countries

Since the 1980s, the international division has experienced profound transformations amid
international production segmentation, technological progress, and rapid advances in information and
communication technologies (ICTs). The traditional mode with the boundary of final products has
evolved into one divided by value-adding processes and stages. As a catchphrase among academics
and policymakers, GVCs have become a dominant form of the international division. Rapid evolution
of GVCs has expedited global economic development and led to decades of prosperity in the world
economy, bringing human material civilization to an unprecedented level. As extensively shown in the
literature, the GV Cs division has brought about new opportunities to developing countries (Zhang, 2020;
An and Zhang, 2020; Ma and Chen, 2020). With the right conditions and strategies, both developed and
developing countries, such as China, will advance their development by opening up to the rest of the
world. This is evidenced by China’s achievements since the reform and opening-up were launched in
1978.

Notably, the GVCs have increased world economic prosperity, but also led to contradictions
and problems. Among them, unequal opportunities and positions arising from the evolving GVCs
division have posed a key barrier to the sustainability of economic globalization. “Unequal access to
opportunities” finds expression in the fact that many developing countries, such as those in Africa,
have yet to integrate into the GVCs division system due to constraints of their factor endowment,
infrastructure and location. Such countries are increasingly marginalized in the international division.
The so-called “unequal positions” are manifested in the rapid evolution of the GVCs division
spearheaded by developed countries. Even if developing countries like China with the right conditions
and strategies manage to integrate into the GVCs system, they tend to be trapped in low-value processes
of the GVCs division with limited gains from trade. Considering those challenges, it has become a
common aspiration among developing countries to reshape GVCs to broaden access to the international
division and increase equality of the GVCs division.

1.2 The Call of Restructuring GVCs from Developed Countries

Both developing and developed countries call for reshaping GVCs but in opposing directions.
Developed countries have dominated the GVCs division and benefited the most from economic
globalization in recent decades. Yet, domestic contradictions and the rise of developing countries
have prompted developed countries to call for reshaping GVCs. Evolving GVCs, especially in the
international relocation of labor-intensive industries, have led to industrial hollowing out. As pointed
out in the analysis of traditional international economic theories, international trade could be beneficial
at the national level, but not all of interest groups would benefit. As the biggest beneficiary of economic
globalization, developed countries have seen most of their gains from trade reaped by multinational
companies and intellectual and political elites, leaving ordinary workers behind. In the developed
world, governments scapegoat other countries for their domestic contradictions. In fact, uneven income
distribution and social contradictions afflicting developed countries stem, in part, from technological
progress and labor issues. In the developed world, interest groups blame economic globalization for the
damages endured by ordinary workers, mistakenly ascribing job losses and falling marginal returns on
labor to industrial relocation. The adverse effects of unequal interest distribution, though less obvious
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during economic prosperity, may trigger a crisis when the economy suffers external shocks or downturns,
as evidenced by the rising trade protectionism in the developed world led by the United States to re-
shore the manufacturing industry since the global financial crisis erupted in 2008.

Another motivation behind developed countries’ attempt to reshape GVCs is to contain the rise of
developing countries. As discussed before, the GVCs division has brought economic opportunities to
many developing countries. The US is the largest beneficiary of such division and trade interests, with
gains from economic globalization far eclipsing China’s. Judging by extensive research on value-added
from trade, China is primarily engaged in low-value processes of GVCs that generate much less value
compared with the US (Zhang, 2013; Luo and Zhang, 2014). China’s trade surplus with the US is a
natural result of the GVCs division involving multinational companies, including those from the US,
instead of uneven gains from trade. The question is that what has driven the US to wage a trade war
against China in disregard of the facts? One consensual view among researchers and policymakers
is that the US is bent on preventing China’s peaceful development (Wang, 2021). In other words,
the US resorts to escalating trade frictions to reshape GVCs to serve its interests and repress China’s
peaceful rise. In March 2021, the US, together with the EU, Britain and Canada, declared unilateral
sanctions against some Chinese individuals and entities under the pretext of alleged human rights
issues in Xinjiang. Those sanctions are essentially part of a broader strategy to contain China’s peaceful
development. From this perspective, the rise of anti-globalization and trade protectionism sentiments are
irrational economically and played up with political motivations. We should, therefore, be keenly aware
that such demand for restructuring GVCs creates serious shocks, disruptions and segmentation effects to
GVCs.

1.3 Superimposed Effects of the COVID-19 Pandemic

For three reasons, the COVID-19 pandemic has made a stronger case for reshaping GVCs that
started after the global financial crisis in 2008. Firstly, COVID-19 provides a new reason for some
countries to practice trade protectionism. Excessive control over the flow of goods and personnel disrupts
supply chains and impedes GVCs restructuring. Secondly, the COVID-19 pandemic has prompted
countries and multinational companies to reconsider supply chain distribution, which has been primarily
driven by efficiency without sufficient consideration to the impact of public emergencies, natural
disasters or pandemics. Foreseeably, both efficiency and security factors will underpin the restructuring
of GVCs. Thirdly, the spread of COVID-19 has accelerated technology transformations and, in
particular, expedited the application of digital technologies in industrial sectors. Factor endowment,
technological progress and institutional change are the three key drivers of international division. From
this perspective, COVID-19 may accelerate technological progress and exert a profound influence on
GVCs restructuring.

In sum, GVCs have entered a new stage of restructuring driven by various factors. Such
restructuring has profound implications for countries involved in the GVCs division, including China.

2. Key Trends in GVCs Restructuring

Given the above factors, we forecast the following trends in GVCs restructuring: Firstly, GVCs will
shrink to some extent and become more localized; secondly, regionalization will hold sway in GVCs
restructuring; thirdly, diversification will replace the snake and spider configurations in both the vertical
and horizontal value chain division.

2.1 Localization
According to Jin (2020), a market economy should form a national market in addition to creating
an integrated global market and economy beyond national borders. An important characteristic of the



China Economist Vol.16, No.5, September-October 2021

BR B 5 PP 2 SOIHAE SRR S R R [ 5 B2 5 TRAP 2 SRSk, i BRI A8 B AT ok 7 Ml [ 3 55 , ik WTIE

ORI At e P v [ 5 WS tho e S 30k T 5K I Pl REA T A B (0 B TR A 0 TR S R iy Pk , 2 BR A (8 5
53 TR — e B A HE AR G e ELR I FR A P e T v IR 5 R S JRATLath o DAy TN 5 i A, 56
TERERE BRI Z 2, T E AR R R AR IEZ 88 (B SR EALL, 2 B R i A E AR 2 2200 L
i, K5 T 51 5 EE N SRR ST 85 R R, RO (ELBE 50 T v L AR AN 63 BE DB A% e, JCHOR:
536 EAHEL , Kk 22 S ICBR DnfE 61 2R (kAR %E, 2013, BRI figk 42, 2014)  BI{E & FEEE L 40P KR 5
WG Z% , AR F i 23 BLR Sl , S 2 0 A BRI (B 51 40 TR 6 SR EG R , A B4 36 [l FE N RS [ 24 w AT JR) 4
ERUT B BERIEES R o 11 56 [ (R AR B 5 T AN, S xd 6 28 57 BRI AT TH2 AR R BRI (T 722 i, K
OB VR FISEUE R ST A A B — S RO Ay , S F A v L R P U AR R A 5 22 (T S0, 2021) o 5 2, SE
KB T FEVEIC AN T2, T VR AR T4 2 4 BRpi 18 s AL LA b [l 2 i 3% L 0 2 BR O (B B A D 75
2, IR IR AL TR 5y BE A S T B, 9B bR T RS B R 25 VR 1) 75 2, o A AT ] Hp [ P U e 1
W 2. 20214E3 23 H , 36 (56 & Bk B L 3 [ A=k AR T 37 88 A RIRE A % 11, AR AT SR A R Sk
St BR300 SRR, ARl A i el 38 A v LR o MK — A BE R, 24 6 T ik A BR AL RN 57 5 PR 4 32 S
sk, INER T s S T B A SE A AR REPERY , (H A1 o Bih 2w R PR DR 3 DRI, 2B B DA TR S i
(BB AR, e RO A BE ™ A 1™ T iy L SRR RE80

(=) AEROESENS 4 F e

IR UL, REROHEREE AT R A 20084E 2Bk gl fe ML oh o 2 S 46 R H 2 WAV, A2 H 20204F
TR ERFEE TR K I, W — 2B o it 17X —/k, s 7ix — ke . 2 Frbhanit,
Soe T = A5 YRR — e 2 1 A B o [l 5 S B2 5 R P = SRR TR D1 IERAR AR T vl T2
1k B A L E KA B 2 447 5 5 IR T2 3L 2 9% % BRI SRR ah b A7 acd BE A48 , AT i 1l 7 b A
T R AU 28, SN O (E R TEAS) . L 32 B BT el 2 13 2 S RO AL, DA 200 5% T ] 5 81 o0 2 T
¥ | 24w T AR R 5 2 BRI (B BERY AT JR (), ik Ul , DAFE 2 BROT (B SRR A J5) T 22 2 BRI 3R
3, B HIEM TR & F M B RKF S RN 5K AT RES | R 7 I B by T 2R A & 2 T
LA U, AR A BRA T (E BERI AT R RS (U B8R R 2R Sh , (RNt 2 52 1) 2 N 2 A9 SR 5l , Tk 5 4
EROMEREE A , — R 2 BRHDEE AR SRS It T HARR T, HARR MR 1B B2 R AR T Il 4
s B3z P o A JE R, SR TR B A RS R P A AR e 8 [ B o T ) = R AL 3R, X — A
B AU Al RES | R AHESI I BTS20k 2 BR A {6 5 oA 7 A 7 S

B2 ZF L FhA SRR AR S , 2T 2 ERUT EREIEA T R A A &SRB B X RV L TC eSS FL A
Hh L CE N IRl 2 BRI 550 TR R EI SR T ERZIRNA

LA BRI RE TR Y R

SF LR R RN, MR R, Rk 2RO E R R T REH BN T % — R 2N A S 2R
JE BN, EIA AU R R S s o RO (ERERY AR SN EAT XS AE , IO B BEAY X3 R 2 2Bk

137



138

market economy is division, the deepening of which drives improvements in efficiency. That is, a market
economy will endogenously drive the division to raise efficiency. Yet, the further evolution of division
is subject to an increase in the frequency and cost of transaction. The division will increase further
only when improvements in efficiency exceed increases in costs. This logic has been followed in the
development of the GVCs division since the 1980s. Rapid development in production segmentation ICTs
has increased efficiency in the division while reducing the costs of transportation as well as logistics and
communication, enabling further development in the international division.

From a regional distribution perspective, the GVCs division is characterized by the clustering of
industries and production stages with different factor densities in various countries and regions, as well
as the clustering of those with the same or similar factor densities in countries or regions with similar
factor endowments. While the former exists in the form of vertical division and is often referred to as
the “snake configuration” in the GVCs division, the latter exists in the form of horizontal division and
is often referred to as the “spider configuration” in GVCs division. These configurations jointly form
a complex global production network. China’s reform and opening-up program was unraveled in the
context of fast-changing GVCs division. With the right conditions and strategies (Zhang, 2018), China
has emerged as an important destination for the international relocation of industries and production
processes and a key node in the GVCs division.

The global financial crisis of 2008, together with the COVID-19 pandemic, have upended global
supply chains. Such supply chain disruptions have led some countries and regions to realize that their
industrial, economic and social security is at stake unless access to supply chains is guaranteed. In
the distribution of GVCs, security becomes a key consideration. Some countries have started to take
concrete steps to re-shore industries and production stages back to their home soil, causing GVCs to
shrink. For example, the United States vowed to revitalize manufacturing, and Japan issued loans to
support “supply chain reforms”. Policy initiatives to re-shore industrial activity will cause GVCs to
regionalize and localize.

2.2 Regionalization

Regional production networks have played a pivotal role in the evolution of GVCs. Intra-regional
correlation far exceeds inter-regional correlation for both forward and reverse supply chains. GVCs
consist of three regional value chains in North America led by the United States, in Europe led by
Germany, and in Asia led by China, Japan and South Korea. These regional value chains comprise GVCs
system with an input and output correlation, and play a vital role in the formation of GVCs division
systems.

According to traditional international economic theories on regional economic integration,
technology progress has reduced the cost of transaction across geographical space, enabling the
globalization of GVCs. Notably, technology is not the sole driver of GVCs evolution, and institutional
factor is equally important. To some extent, institutional factor is even more important than technology
in driving economic globalization and the division. Even if technology is ready, the international division
would remain an empty talk without favorable institutional factors. The positive effect of technology
progress is counteracted by adverse institutional factors, which impede the global division and prompt a
shift to the regionalization of value chains.

A new round of economic globalization cannot occur without systems for trade and investment
liberalization on a global scale. Yet, international trade rules and governance systems under the existing
World Trade Organization (WTO) framework are obsolete and less potent in spurring economic
globalization and the global division. On the other hand, barriers such as unilateralism by developed
countries present huge challenges to WTO reform, significantly slowing its progress (Han, 2018). In
this context, bilateral and regional trade agreements have become an inevitable choice for countries to
reshape international trade rules in their favor outside the WTO system or in commitment to advancing
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the international division and cooperation. In response to the adverse effects of de-globalization and
faltering WTO reform, the conclusion of bilateral and regional trade agreements will influence the
reshaping of GVCs in important ways and steer the development of GVCs towards regionalization.
Based on this assessment, North America, Europe and Asia will strengthen their positions as the “three
poles” of GVCs.

2.3 Diversification

As noted previously, security concerns may lead to a shrinkage in GVCs through the local migration
of value chains. However, efficiency remains a key factor in the distribution of value chains. Despite a
certain level of evolution in the value chain division under the joint effects of security and efficiency,
a complete localization of value chains is highly unlikely. Economic globalization is a natural and
irreversible result of productivity improvement and technological progress. For multinational companies,
it remains their strategic interest to pursue the division across national borders and integrate resources
on a broader scale to maximize efficiency. In this sense, balancing security with development represents
a development strategy at both the firm and national levels. It is neither wise to seek security at the
expense of efficiency nor efficiency at the expense of security.

The choice of development model and strategy is subject to the relative weight or importance of
those seemingly contradictory factors. If efficiency outweighs security, the trend towards globalization
in the division will grow stronger, as reflected in the regional clustering of production processes and
stages with similar factor densities. Such is the basic logic behind the previous round of evolution of
GVCs. If security outweighs efficiency, GVCs will experience a shrinkage, which is the basic logic
behind industrial re-shoring and involution of GVCs. A further examination of the security and stability
of industrial and supply chains reveals that disruption to a certain stage of a production chain presents a
risk of discontinuing the entire production process. The localization of industrial and supply chains is an
option to address this problem but inevitably incurs an efficiency loss. From the perspective of the global
industrial division, it would be inefficient for a country or region to develop production capabilities and
technologies in each and every process and stage of an industrial chain even if it has the resources to do
so. An alternative approach to safeguarding industrial and supply chain security and stability is to ensure
the substitutability of various supply chain processes and stages. This is to say, substitute suppliers can
be switched to in case a key supplier ceases to cooperate. Diversification, therefore, represents a trend in
GVCs restructuring to maximize supply chain security and efficiency.

External emergencies such as the COVID-19 pandemic naturally draw attention to supply chain
security at the national and firm levels. Yet as noted in Manias, Panics, and Crashes: A History of
Financial Crises by Aliber, Robert Z., Kindleberger, Charles P., panic in a crisis situation would goad
people into an irrational response (Charles and Robert, 2017). The reconsideration of GVCs regional
distribution by countries and multinational companies could be a knee-jerk response to the recent
trade war and pandemic crises. Whether the industrial and supply chain adjustments are long-term
has yet to be seen. When rationality holds sway after an exogenous crisis ends, efficiency may once
again become the norm and outweigh considerations over supply chain security. Leaving aside trade
protectionism, whether localization and regionalization may guarantee supply chain security and stability
is questionable.

With its success in combating COVID-19, China has reopened its economy and allowed its people
to return to work. In many parts of the world, however, COVID-19 continues to spread while sending
economies into lockdown. Even if countries manage to re-shore supply chains, exogenous shocks such as
COVID-19 create shocks to their economies and prevent their workers from returning to work. That is,
localization and regionalization cannot guarantee supply chain security. In this sense, GVCs restructuring
may follow certain directions and trends with effects on China’s industrial and supply chains. What is
concerning is not the natural pattern in the evolution of division, including a knee-jerk response to an
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external shock. Instead, China should pay attention to the GVCs restructuring and evolution that are
driven by trade protectionism and take effective countermeasures to cope with that.

3. The Urgent Needs of Upgrading China’s Industrial and Supply Chains
under GVCs Restructuring

In light of profound changes in domestic and international environments, China should give
greater priority to upgrading its industrial and supply chains to keep pace with GVCs restructuring and
requirements of a new stage of its economic development.

3.1 Intrinsic Requirements of Supply Chain Security and Stability

Under the assumptions of a pure and perfect market economy, an optimal choice for countries
to maximize efficiency is to specialize based on their respective factor endowments and comparative
advantages. Factor density varies among industries and production stages, as do gains from division
and trade. However, at least all countries participating in the division and trade may benefit from trade
and share common interests in the security and stability of supply chains. Such division will contribute
to world economic prosperity and optimize the allocation of resources and factors. According to the
comparative advantage theory, all countries, irrespective of their stage of development, may integrate
into the international division based on their comparative advantages. It should be noted that this vision
is subject to the assumptions of a perfect market economy at the scale of economic globalization free
from exogenous shocks and contradictions such as trade frictions between countries over national
interests or political and ideological disagreements. Yet, these ideal conditions are not consistent with
the reality. When a market economy goes beyond national borders, those assumptions come under grave
challenges. For instance, microscopic entities in a market economy organize production activities which
do not always follow a market-based approach. For instance, “national interest” or “political threats” do,
at times, stand in the way of business cooperation.

On the other hand, differences in factor density always exist in the inter-industry, intra-industry and
intra-product division. Such differences require an increasing specificity and value addition of factors
and assets in the production stages of technology- and knowledge-intensive industries and products,
raising the threshold of industry access. As a result, the division at this level becomes increasingly
monopolized and lacks competition (Dai and Jin, 2014). In labor- and resource-intensive industries,
however, the increasing universality of factors and assets means limited value-added space, lowering
industry access threshold, and increasing competition and substitutability in the division at this level.
In case a conflict of interest emerges, a country with a stronger position in trade may cease to supply
critical components and technologies to a weaker one in a trade friction, disrupting the latter’s supply
chains. Currently, China remains at the mid- and low-end processes of the GVCs division and lags far
behind developed countries in the critical production processes and technologies of some industries.
For this reason, the United States tries to suppress China’s development by instigating trade frictions
and, particularly, imposing technology embargoes. The world today is experiencing profound changes
unseen in a century, including GVCs restructuring, which are accelerated by the COVID-19 pandemic.
The international balance of power is also undergoing tectonic shifts, giving rise to uncertainties and
instabilities. In this context, threats to China’s industrial and supply chain will loom larger unless China
manages to upgrade its industrial and supply chains.

3.2 Important Conditions for Fostering Domestic Supply Chains

Prior to the current and critical stage of GVCs restructuring, the international relocation of GVCs
had been a normalcy. For instance, labor-intensive production processes and stages first relocated from
the developed world led by the United States to the Four Asian Tigers before further moving to other
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developing economies. Such international relocation is driven by cyclical changes in industries, products,
the lifecycle of technologies, as well as the shifting factor endowments and comparative advantages of
countries.

In this sense, the GVCs division is naturally characterized by what we call a “duckweed economy”.
In other words, it is an intrinsic requirement of multinational companies to optimize resource allocation
by moving industrial activity and value-adding processes across countries and regions based on their
comparative advantages. The “duckweed economy” exists for a reason. It is hard or impossible for an
industry to take roots in a specific country or region and stay there indefinitely. Even without GVCs
restructuring, the “duckweed economy” attributes of GVCs still pose supply chain security and stability
problems, especially industrial hollowing out. Supply chain security and stability not only hinge upon
the supply of intermediate inputs, but more importantly, are challenged by the migration of industries
that lead to industrial hollowing out. These problems are exacerbated by globalization, regionalization
and diversification of GVCs in the ongoing GVCs restructuring. The “duckweed economy” presents
general challenges to supply chain security and stability.

Despite the supply chain security and stability issues in a “duckweed economy,” supply chains may
still take root under the condition of GVCs division. In their GVCs distribution, multinational companies
have adopted a strategy to “retain the core and outsource the rest” (Yao, 2010). For the parent countries
of multinational companies, keeping core industries and production stages in their home soil serves their
national interest. A country must stay competitive to attract and retain industries, and such comparative
advantages must keep pace with or lead evolving trends in industries and product life cycles. Leading
manufacturing nations stay competitive because of their craftsmanship, innovation and technology
progress in specific industries and production stages. Examples include aircraft manufacturing for the
US, the automotive industry for Germany, precision machines for Japan, and clock manufacturing
for Switzerland. With unique industrial heritages and competitiveness, those countries still manage
to keep such industries and production stages in their home soil. In climbing up the GVCs ladder,
China aims to gain a foothold in the mid- and high-end processes of GVCs through innovation and
technology progress. Apart from being more innovative and technology-intensive, high-end industries
and production stages are more difficult to move elsewhere due to factor density and asset specificity
attributes. In comparison, mid- and low-end industries and production stages are more sensitive to the
prices of primary factors with more universal factor inputs, making it easier for them to relocate across
countries and regions. In the critical stage of GVCs restructuring, it is imperative for China to upgrade
its industrial and supply chains to become more competitive.

3.3 Intrinsic Requirements for Optimizing GVC Development

The previous round of GVCs division was dominated by multinational companies from the
developed world. Under the superimposed effects of various factors and especially the “Washington
Consensus” led by developed countries, the GVCs division has not only advanced world economic
prosperity but brought about such problems as unequal access to opportunities and unequal positions
of countries involved in GVCs. A key direction for the evolution of the GVCs division (i.e. GVsC
restructuring) is to enhance opportunities, inclusiveness, shared benefits, equilibrium and win-win results
(Dai and Song, 2019). Indeed, this direction is more reflective for the interests of developing countries
but does not stand for the aspirations of developed ones. Given those conflicting interests, developing
countries will continue to face great pressures of unequal access to opportunities and unequal positions
in integrating into the GVCs division dominated by multinational companies from the developed world.
Moreover, in the absence of driving forces to represent their interests, more developing countries are
likely to be further marginalized and lose opportunities to integrate into the international division vital to
their economic development. In this sense, the emergence of such new forces is essential for steering the
current GVCs restructuring in the interest of developing countries, ensuring more inclusiveness, more
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equal access to opportunities, and more equal positions.

In the previous round of GVCs development, China has made tremendous progress in its economic
development by serving as a destination for international industrial relocation and technology diffusion
and integrating into the GVCs division dominated by multinational companies from the developed world.
General Secretary Xi Jinping also stated that China has achieved great economic development over the
past decades under open conditions (Xi, 2018). Indeed, China remains at the mid- and low-end processes
of the GVCs division relative to developed countries. Yet China has still emerged as a major pole in
the GVCs division thanks to its economic heft, complete industrial sectors and auxiliary capabilities. In
recent years, the world economic landscape has already shifted in favor of some developing countries in
the South, and developed countries in the North as a share of the world economy have declined.

Without a doubt, China has played a pivotal role in driving this transition. While developed
countries led by the US have turned their backs against globalization, China has chosen to stand on the
right side of history by firmly advocating trade and investment liberalization and spearheading a new
round of economic globalization. In the previous round of the GVCs division, China has played a passive
role without much influence. To lead a new round of economic globalization in a new stage, China must
step towards the mid-and high-end processes of the GVCs. Only in this manner will it be possible for
China to create and lead an international division system and promote more inclusive development of
GVCs under the concept of a shared future for humanity and the principles of consultation, contribution
and shared benefits. In the critical stage of GVCs restructuring, China’s industrial and supply chain
upgrades serve not only China’s interests but the interests of a new round of economic globalization.

4. Opportunities and Challenges for the Upgrading of China’s Industrial and
Supply Chains

GVCs restructuring creates huge challenges to China’s integration into global industrial and
supply chains. If developed countries continue to steer GVCs restructuring in their favor, China will be
confronted with severe threats to the security and stability of its global industrial and supply chains while
facing the prospect of being excluded outside of the GVCs division. Yet, developing countries also share
an interest in optimizing GVCs. Among the various factors influencing GVCs restructuring, some are
favorable to China and present strategic opportunities for China’s industrial and supply chain upgrades.

4.1 Key Challenges
In summary, the upgrading of China’s industrial and supply chains are faced with the challenges
amid GVC restructuring noted below.

4.1.1 The shaking of industrial re-shoring on the foundation of industrial development

Under the GVCs division, China has achieved great industrial and manufacturing development by
serving as a destination for industrial relocation and technology diffusion from the Western world. The
world economy is experiencing a significant downward trend under the superimposed effects of sluggish
economic growth and the COVID-19 pandemic. Amid GVCs restructuring, developed countries attempt
to persuade their multinational companies to re-shore production activity back to their domestic soil,
creating huge pressures on China’s industrial development and, in particular, the upgrading of industrial
and supply chains.

More importantly, this new round of industrial re-shoring is targeted at high-end processes and
production stages. Unlike the previous re-shoring of labor-intensive industries or production stages,
developed countries have set their eyes on re-shoring more advanced production processes and stages.
For instance, General Electric (GE) chose Louisville City, Kentucky (United States) to replace China.
For one thing, the duckweed effect of industrial relocation will intensify downward economic pressures
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arising from the transition period of structural adjustment, giving rise to the contradiction between
economic growth and structural upgrade. In such cases, countries tend to slow the pace of structural
upgrade to cope with economic slowdown. Industrial relocation is not just about the establishment of
individual projects and enterprises from a static perspective.

From a dynamic perspective, industrial relocation generates broader effects on the development of
supporting industries with technology and knowledge spillovers. For instance, production-related skills
training and R&D programs not only contribute to the upgrade of investment projects by multinational
companies at the firm level, but more importantly, create spillover effects on industrial and supply
chain upgrades. Such effects become diminished due to industrial re-shoring as part of the localization
trend. Developed countries aim to bring advanced industrial activities back to their home soil, creating
competitive pressures on China’s industrial and supply chain upgrades.

4.1.2 The restraint of technology competition on industrial development

The evolution of GVCs division is driven by factor endowment structure, institutional arrangement,
and technology change. The three jointly push forward the evolution of GVCs division (Huang, et
al., 2019). The previous round of GVCs development, for instance, was fueled by rapid technological
progress such as the segmentation of international production and institutional assurance for trade and
investment liberalization, which allowed industries and production processes and stages to scatter and
concentrate across countries and regions based on their factor endowment advantages.

As a key aspect and trend of GVCs restructuring, regionalization is subject to the impact of other
factors like technology transition. That is to say, technology transition also serves as a key driver of
GVCs regionalization apart from the competition and complementarity of regional factor endowments.
With the driving forces of the previous round of economic globalization approaching exhaustion, a
new round of economic globalization will require new industrial and technology revolutions. To seize
opportunities and vantage points in the new round of the GVCs division, countries have engaged in
fierce competition in industrial and technological revolutions. Such competition is manifested not only
in industrial planning and innovation policies enacted by various countries, but in unfair competition
practices such as trade protectionism by some developed countries to suppress technology progress in
other countries. A case in point is the trade war launched by the US against China. Countries should
engage in the division to jointly propel technology progress and inject momentum into economic
globalization. Yet vicious competition has, to some extent, impeded technology progress and stood in
the way of a new round of economic globalization. Without doubt, it will create adverse impacts on the
upgrading of China’s industrial and supply chains.

4.1.3 The weakening of layout adjustment on growth momentum

Diversification is an important way to defuse industrial and supply chain risks. Yet, in reality, many
developed countries have practiced trade protectionism in the name of industrial and supply chains.
For China, both situations exist under the GVCs restructuring, and the influence of the latter could
be even more significant. According to Wang (2020), the United States has reshaped GVCs with
three objectives—all intended towards China. The first objective is, as mentioned before, to re-
shore industries and decouple China from the United States-led division. The second objective is
to implement near-shore outsourcing. For instance, the rules of origin in the United States-Mexico-
Canada Agreement are a key instrument for the United States to achieve near-shore outsourcing. The
third objective is “China diversification” which is achieved by relocating some value chain processes
from China to other Asian countries and regions to form diversified modes such as “China+1” or
“China+N.” If the first objective is hard to be fully achieved and the second objective does not just affect
China, the third objective is more likely to materialize and targeted at China. The diversification of
industrial and supply chains will undoubtedly erode the synergy of industrial development. In particular,
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diminishing cost advantage will restrain the effects of specialization, knowledge spillover, technology
progress, economies of scale, and product heterogeneity, creating adverse effects on industrial and
supply chain upgrade.

4.2 Key Opportunities
As stated, GVCs restricting brings about many challenges. It also presents numerous strategic
opportunities to upgrade China’s industrial and supply chains.

4.2.1 Opportunities for innovation-driven development

The ancient Chinese classic, Book of Changes, states, “What if it should fail; tying it to a cluster
of mulberry shoots.” We must stay alert of the potential of failure and tie our destinies to something
as sturdy and resilient as mulberry shoots. China was passively involved in the previous round of
GVCs evolution, playing a complementary role in the international division and creating little
competition to developed countries. Though embedded in the GVCs division at low-end and low-
value processes, China managed to gain from trade without extensive innovation. Most Chinese
companies were satisfied with imitation and lacked motivation to innovate. In this stage, China’s
participation in the international division was confined to imitation and passive innovation with few
home-grown innovations.

In a network of complementary rather than competitive division, China’s industrial upgrade was
restrained under the learning-by-doing and imitation effects, drawing little attention from incumbent
powers. Back then, the security and stability of China’s industrial development faced few challenges.
Entering a new stage of high-quality development, China needs to upgrade its industrial and supply
chains amid profound changes of domestic and international situations. As their relationship with China
in the GVCs division system turns from complementary to competitive, developed countries have set
their eyes on preventing China’s industrial and supply chain upgrade. From slapping sanctions on ZTE to
banning Huawei and threatening to withdraw US firms from China, the escalating China-US trade frictions
remind us of the vital importance to modernize our industrial system and safeguard industrial and supply
chain security. Trade frictions will create pressures for China to accelerate the implementation of an
innovation-driven strategy and expedite industrial and supply chain upgrade.

4.2.2 Opportunities in escaping low-end lock-up through regional value chain development

As noted by Lin and Liu (2020), industrial and supply chain upgrades encompass four stages
under the GVCs division (i.e. process upgrade, product upgrade, function upgrade and chain upgrade).
Although the first two stages of upgrade are easier to accomplish, the latter two are more challenging.
Not only are more demanding technical requirements involved in the latter two stages, but incumbent
powers create barriers to keep their advantage vis-a-vis late-moving countries. For this reason,
developing countries tend to be trapped in a “low-end lock-up” dilemma in integrating into the GVCs
division dominated by multinational companies from the developed world.

Research indicates that embedding into GVCs creates a significantly restrictive effect on the R&D
and innovation of Chinese companies, thereby impeding industrial and supply chain upgrades (Zhang
and Zheng, 2017; Lyu et al., 2018). While late-moving countries are less innovative and more dependent
on foreign technology under the industrial division system, a more important reason for their failure to
climb up the value chain ladder is the blockades imposed by incumbent powers that dominate GVCs.
In any case, late-moving countries face the risk and dilemma of “low-end lock-up” in integrating into
the low-end processes of the GVCs division system. An alternative approach is for developing countries
to create regional value chains and foster leading companies to better participate in the GVCs division
and escape the low-end lock-up effect. In this sense, the regionalization of GVCs presents a strategic
opportunity for China’s industrial and supply chain upgrades.
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4.2.3 Opportunities for broadening international cooperation

As discussed before, GVCs diversification may affect the development of China’s domestic
industries. Incumbent powers aim to diversify away from China by moving supply chains elsewhere
and the majority of such supply chains are related to mature industries in which China is already
competitive. It should be noted, however, that China has lost comparative advantages in some industries
and production stages. Allowing those industrial and supply chains to relocate will make room for more
advanced industries. Moreover, such relocation expands China’s circle of influence in host countries and
regions and increases correlation at industrial and supply chain levels. Over the past decades, China’s
economic growth was achieved under opening-up conditions. In this sense, a broader circle of influence
and a higher level of industrial and supply chain correlation are both manifestations of broader openness
for China to integrate resources globally and employ high-end and advanced production factors for
industrial and supply chain upgrade. From a dialectic point of view, GVCs evolution towards “China+1”
or “China+N” modes offer a key pathway for coping with industrial and supply chain insecurity and
instability risks.

5. Conclusions and Policy Implications

The restructuring of GVCs is driven by major countries and also represents a natural trend. It may
result from the natural evolution of the international division or the policy options of major countries,
including potential trade protectionism. As mentioned before, there is no need to be pessimistic about
GVCs restructuring. Instead, we should follow and lead the transition of economic globalization and
international division.

We should expedite China’s industrial and supply chain upgrades amid GVCs restructuring.
More importantly, we should proactively cope with trade protectionism. While taking appropriate
countermeasures against trade protectionism, China should also open up wider and at a higher level to
overcome the adverse impact that may arise from trade protectionism by some countries. Specifically,
consideration should be given to the following strategies in advancing China’s industrial and supply
chain upgrades under GVCs restructuring.

5.1 The Strengthening of Industrial and Supply Chains through Innovation in Science and
Technology

Science and technology are the primary productive forces. Although progress in science and
technology is made increasingly beyond national borders in today’s era of globalization, countries
compete in science and technology and carefully guard their critical technologies. As noted by General
Secretary Xi Jinping (2018), “China must make great efforts to develop science and technology if
it is to achieve national prosperity and rejuvenation,” and “critical technologies cannot be acquired,
bought or begged from others.” To upgrade its industrial and supply chains, overtake leading nations in
GVCs restructuring amid a new round of economic globalization, and occupy vantage points in certain
processes and areas of the GVCs division, China must rely on progress in science and technology and
achieve breakthroughs in the new wave of industrial and technological revolutions. It should strive to
achieve the independence of critical technologies, including generic technologies, frontier technologies,
modern engineering technologies, and disruptive innovations.

At the national level, China should enhance strategic national strengths in science and technology,
ramp up fundamental research, attach importance to original innovation, optimize the distribution
of academic disciplines and R&D resources, promote interdisciplinary integration, and improve the
supply of generic fundamental technologies. At the firm level, decision-makers should strengthen firm
innovation and facilitate the flow of innovation factors to firms as the primary innovators. At the level
of institutional design, efforts should be made to improve the mechanism of innovation in science and



China Economist Vol.16, No.5, September-October 2021

T AT R BB G Bh A5 M T AR P LRI — & 1 4> RN 5 Al 4, DRI T8 20l o 1 o ik ke 2
CUBTAIEBIANZD ) o ik Ul , iIX— W2 5 El br o TSRBLA LR T, AR A 61T, (5 32 200 2 JR PR T
BE AT FNREEh O, B EOUHRAGS DL L, fE B ANARSE 4 R A5y TIZE T, i an T rh 2 505 BF 5%
AR — R BE ML T2, WA K LA 5 121 DAy 4 Bl 0 58 s 1138 1 i ik IR 5 T R 6] 2 )2 %
Jeit, BRI, 7 alk e Jeetih Z 22 A TR B o AE = rh [ 2200 e et A v R R SR R B, 7l i
{4 2 1 ] o ] A8 2004 e o £ 58 T v ol i, FE DU 2 BROT B BE 50 TR RV AP R R HF B L 0] 58
AR AR T o v [ Pl B B TSRt AT S 4B, (3 B R GR TR A B T S E R DA W (8™ 24 THUE M 2
O st L Bl ek, F B RO LE 3 [ 23w e DD B h 38 51 5 R LEFRNZEZNA RS (e A &
QUFTAE A ARV Pl 0k &, PRER Pl SR B B 22 4, TR TS X R (AN (L RE A AC B “ el ™ 1
I SEREADEN “0iE ™ 15 A, AT A BT AR S e BI85 e Fe fe i , (A RE 7= Ml B 36 5 B T2

2. WRFCIX IR AL Jee S “ i o B BL 185

B IEAXEIE (2020) 48 Y, FE 2RO E BE D T4 M, Plk e ft B BT 2 2 S UABY B BT T
THge, 7= i T N RETH R ANBE S T2 AR &, SEIUAT A BRI TR AR 25 5y T SR BUG Ay BT
AR , A (0 BRI A A SR PR AW BE T REFL A S i PO R Sk 1 L 2 il ke B 0 (05 0 2 " AOSE 0% 1=
MR35 o X 1A S JR v [ S LA iRk A7 07 SR Sk [ K5 [ 23 m) 2 Y 2 BROT (B 58 0 Tk R A 5 Fa
A MRsm BE” RIS T2 SR R B RS I ik A 2 BR O T B v v [ Al B R B304 7oA HAT B 2 il 1
FLHEMPLAS TP lb Bt BLEERY T2 (255, 2018) ( FEHA, [ KA 7 lk 53 T 4% Jay b AS [ el S5 ) 611357
RE ) . BT 2 18] 7% 32 (R AR BE AN IR R S R S VDA 2 B (LB T2 3 RO I3 EA T3 B S TR o (AN T
TAAIFRIE B, DL A7 BT 2 2B EBE o TR &, BB i 35 e BE ™ B9 U AR 35 v DAL
AT EBEAVIA L, A OSBRI & A% "Bk 17 dl, i /T A 4F 3 22 5 2R (B B o
TR R, AR SR E K IR BUE ™ 1 — S S R R AR BRIk, X —F S L1, B i 2 Bk A B A
BB DXL T 1) e Jee , 1 o L S B B S B T2, AN 2R DA — A LA I LI
3. ¥ KEE A ERHLIE

RIS A, 2RO EREE AR £ Ttk a3, AT fE— @ R BE LS fE IR Nk & ez 7, fHiX
il 55 PSR AR AT BLA Pl 3 Y o st 5, I BRRAERORT r [ (081 A 1 e T H i ) AT X e RS 7l
TR RLEE , R 2 [ LA A SRl 7R 2 o BRA U R T IR B AR B Al 2 I HAE 2Rk Bk 57
TARJR BT R T SR A [l bR 3 4 J7 , A BRI LT TR H (] 7 b B (R B RE O (0 60 S5, DX — R, A
AR BTl R 2 2 R AR 22 5 25 EUA B R 50 7 sV R i B P B0 o T X — B o0 7 M B ik )57 i
T e bt DX RS , B _b i REAS 7 A 28 /D 9 AT THI AR A FH o — A oA Il PR 7 M B 4 7 i 2 R -2 s L
TRz A5 A Pl SR L RE AT IR SRS , FE A BRAE T A5 15 50 T, SEPR bRk v ) 55 At [ S AN X
A VRS B B R e , A4 B SR X 2T AR AC B ™ ok, AR P Ml e 03 o i B2 1L A SCIBG BEAR T . AR
Yiat 2K L4 E 2T KR AR IR M T BRI, DA B2 AR v [ 28355 v o e {79 SR 75 S A S Tl 5%
T SEHLRYTE , AL TCVe AL A B i OB A Pl SRIBG BEAR T, S B bR 5 R IF I 2, A B 13k
(T ARV B A B A R0 TR, JC A P vl s AT St A 7 33, AT BT M B (8t B B A T2 o (T DL

153



154

technology, optimize the national planning, management and operation of scientific and technological
research, integrate scientific research resources, and unleash the dynamism of talent innovation.

5.2 The Deepening of International Cooperation through Open Platforms

In spearheading GVCs restructuring and upgrading industrial and supply chains, China must
continue to broaden and deepen economic openness. While opening up to the developed world, China
should also broaden its cooperation with other parts of the developing world. In addition to opening up
the manufacturing sector, steps should be taken to open up the service sector. We should facilitate the
flow of goods and factors in addition to attaching great importance to institutional openness such as
implementation of international rules. In achieving the aforementioned goals, we must make use of open
platforms such as free trade experiment areas and free trade ports. These platforms will support China’s
experiment of institutional innovation and adoption of high-standard international trade rules to carry
out pilot programs in various areas and upgrade industrial and supply chains through further reforms and
opening up.

Aside from free-trade areas and ports, China’s economic openness also requires other open platforms
and vehicles such as the implementation of international free trade zones, steady progress in the Belt
and Road Initiative (BRI), the Asian Infrastructure Investment Bank (AIIB), and import expositions.
The institutional innovations involved in those efforts, including the drafting of important rules, will
contribute to broadening the scope of economic openness and upgrading industrial and supply chains.

5.3 The Attraction of High-end Factors with a Sizeable Local Market

China’s market heft holds the key to creating a new development pattern of domestic and
international dual circulations. As the world’s second-largest economy, China is home to a huge middle-
income class with a large domestic market. Such local market heft creates economies of scale and
demand-induced innovations, among other mechanisms as revealed by the traditional theory of
home market effects. More importantly, growth in the home market under the GVCs division also
creates a “reverse innovation” effect and induces the mid- and high-end value chain processes to
move to China. Reverse innovation means that multinational companies would focus more on a
growing local market as their target market and innovate to meet the needs of the local market before
applying local innovations globally. This approach of innovation is referred to in academia as “reverse
innovation” as opposed to traditional innovations designed to address demand in the home market of
developed countries.

Under the GVCs division, the distribution of production processes and stages across countries and
regions is subject to not only factor endowment but the size of local markets. A larger local market
is more conducive to attracting high-end and high-value production processes and stages. High-end
production processes and stages are intensive in high-end factors and should attract high-end factors.
It can be learned from both the theory of home market effects and the unique mechanism of the GVCs
division that the attraction and concentration of high-end factors may contribute to industrial and supply
chain upgrades. China’s advantage of domestic market heft can be brought into full play by deepening
institutional reforms, smoothening domestic circulation, and unleashing domestic demand.

5.4 The Proactive Implementation of FTA Strategy to Overcome Low-end Lock-up

Regionalization is a key trend in the ongoing GVC restructuring, and the development of regional
value chains takes place through various free-trade zones or free-trade agreements. China should
seize the strategic opportunity of regionalization and upgrade its industrial and supply chains amid
the proactive implementation of the free-trade zone strategy, which helps create regional value chains
beyond the GVCs division dominated by developed countries. Free-trade agreements will reduce the
tariff and non-tariff barriers and attract FDIs to a trading bloc. In terms of rules, agendas and intra-
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regional division, China’s current free-trade strategy is essentially different from traditional free-
trade zones. With the global system of trade and economic rules evolving towards higher standards,
free-trade agreements increasingly focus on intra-regional openness instead of traditional open
borders. The implementation of a free-trade strategy will significantly improve China’s intra-
regional business environment, increase institutional openness, and help reform trade rules and other
institutional systems.

The division is increasingly based on industrial and supply chains rather than the traditional boundary
of final products. Increasing the openness across borders and within free trade regions will both facilitate
the free flow of factors and products in a region, enhance the division and cooperation between trading
partners, broaden intra-regional markets, and propel intra-regional industrial and supply chains. With its
market heft and industrial, financial and technological strengths in Asia, China, one of the world’s three
regional value chains, has the capability and resources to move regional value chains towards inclusive
development for mutual benefit and overcome the dominance of GVCs by developed countries.
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