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I. GROWING DIVERGENCE BETWEEN “GEOECONOMICS” AND 

“GEOPOLITICS” IN ASIA 

 

Overview 

 

This paper examines causes and possible consequences of the growing divergence 

between the security imperatives of rapidly changing geopolitics in Asia and the economic 

interdependencies being woven by geoeconomics.  

 

We first lay out these competing pressures as they bear on the relationship between a 

resurgent China and its major economic partners. We argue that geoeconomic trends are being 

driven by the individual rationality of investors and firms seeking to benefit from the world’s 

biggest economic opportunity, but whose cumulative effects are generating major geopolitical 

consequences. The tension between the two is being partly mediated by cross-border production 

networks – and their attendant global supply chains – that are a hallmark of Asian economic 

integration in recent decades. Our focus on trade (rather than finance) arises from the fact that 

while 55.5% of total Asian trade was intra-regional in 2011, financial integration is still much 

more limited: only 23.7% of the region’s cross-border assets were held in Asian equities and just 

7.3% in debt securities (ADB, 2012).  

 

The paper highlights two potential implications of these regional production networks. 

First, global supply chains may speed up industrialization but make it less resilient, particularly 

for smaller countries that lack the bargaining power of a country like China. Second, these 

evolving production networks are potentially creating “Spiderman” ties that bind Asian countries 

together more closely than ever before; but whether this regional dependency will constrict 

strategic autonomy for smaller Asian economies or circumscribe China’s marge de manoeuvre as 

well is currently an open question. However, given China’s trajectory, unmatched bargaining 

power with individuals firms, significant state capacity, and skillful deployment of both inbound 

and outbound FDI, we believe that with time the former outcome is more likely.  

 

 The paper then considers the implications arising from the tension between 

geoeconomics and geopolitics in the case of the other Asian giant: India. We argue that despite 

its recent “golden decade” of economic growth and political stability, fundamental weaknesses in 

the state of the Indian State are now casting a shadow over its ability to seize the opportunities 

that are presenting themselves in the region. India is only modestly integrated into the deepening 

regional linkages noted above. While it is likely to enjoy a considerably greater measure of 

strategic autonomy than other Asian countries that are more deeply enmeshed in regional 

production networks centered around China, India’s deep-rooted governance challenges mean 

that it is unlikely to emerge as a significant counter-weight to China in the foreseeable future.  

  

 The paper concludes by stepping back and briefly reconsidering a first-order assumption 

that is largely taken for granted in discussions of “emerging Asia,” namely, that power 

(economic and political) will continue shifting eastward amidst the “rise of the rest.”  While 

acknowledging this tremendous shift in global economic power, we end by challenging this 

teleological assumption and offer several reasons why the pendulum will likely swing back after 

a decade or so. 
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The fundamental tension between geopolitics and geoeconomics  

 

Conventional geopolitical imperatives predict that states will engage in power balancing 

against rising powers. In the Asian security context, this line of thought finds expression in 

recent discourse about “containing” or “hedging” against China’s rise, which commentators like 

Kishore Mahbubani have dubbed the “new Asian Great Game.” However, geoeconomic 

imperatives are at least as salient in Asia today, as profit-maximizing private actors pursue 

deeper trade and investment linkages, driven by factors such as wage differentials, rising 

productivity, the changing locus of consumer demand and technological advances underpinning 

complex cross-border supply-chains. Again, the central actor in Asia’s geoeconomic realm is 

China, although there is a very substantial presence of other players, both regional (Japan, South 

Korea, Taiwan, ASEAN and India) and extra-regional (the US, EU and Australia in particular). 

 

With multinational firms seeking to secure gains from China’s productive and (relatively) 

low-cost labor force as well as access market opportunities in the world’s largest and fastest 

growing economy, they have been willing to do whatever it takes to get in – including providing 

significant transfers of technology and knowledge. However, the aggregation of rational 

decisions of individual firms is having profound geopolitical consequences for the relations 

between states in the region. The disjuncture between these two forces is creating the faultlines 

evident in Asia today – and constitutes a defining feature of the relationship between China and 

some of its major economic partners.  

 

These latter countries are increasingly torn between what Sanjaya Baru describes as a 

contest “between the pulls of geoeconomics and the pressures of geopolitics.” Specifically, firm-

level decisions made under competitive dynamics and the prospect of gaining access to China’s 

immense and fast-growing market are driving thousands of American, Japanese, Korean, and 

Taiwanese firms (amongst others) to help build their countries’ foremost strategic competitor as 

they transfer knowledge and technological capabilities that could significantly impact their own 

long-term competitiveness. While the near-term economic opportunities may be unparalleled, the 

cumulative effect of these firm-level decisions potentially – but not necessarily – threatens to 

undermine their countries’ long-term strategic interests. 

 

Consider, for example, foreign direct investment (FDI) into China, which has largely 

come from the three countries most concerned about China’s rise: Taiwan, Japan, and the United 

States. Taiwan has been China’s largest foreign investor over the past two decades, and China 

has accounted for about 80 per cent of Taiwanese outward FDI (totaling between $130 billion 

and $150 billion). Alongside more than 70,000 Taiwanese firms operating in the mainland, in 

recent years, more than 10,000 Japanese firms have established operations in China as well. FDI 

from these potential competitors has undoubtedly helped propel China’s emergence as an export 

powerhouse – and as a great power. 

 

Australia, too, faces this tension between geoeconomic “pull” factors drawing it closer to 

China and geopolitical “push” factors that compel strategic balancing. With bilateral trade 

crossing $105 billion annually, China is by far Australia’s biggest trade partner – more than 

twice as large as the United States. Australia is also one of the leading destinations for outbound 

Chinese FDI, which was estimated at $34 billion between 2005 and 2010. Yet Canberra is 

simultaneously pursuing balancing. In a much-hyped decision last November, for instance, 
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Australian Prime Minister Julia Gillard agreed to station 2,500 U.S. Marines in northern 

Australia. Similarly, this past March, Canberra and Washington announced plans to develop a 

joint airbase on Australia’s Cocos Islands in the Indian Ocean. In this vein, Australia is also 

taking steps to strengthen relations with Japan and India, laying the groundwork for potential 

(though contentious and still-nascent) geopolitical balancing in the region. 

 

 

Multinational corporations: driving the wedge between geoeconomics and geopolitics 

 

The principal actors driving the growing dichotomy between geoeconomics and 

geopolitics in Asia are Multinational Corporations (MNCs). Stagnant or slow-growing home 

country markets coupled with acute competition from firms across multiple political jurisdictions 

have meant that in order to secure near-term access to China’s valuable market, MNCs are 

willing to accept mandatory transfers of know-how, technology, and capital, even if doing so 

poses serious long-term strategic consequences. The stark choice that MNCs seeking to enter 

China face is a result of astute “indigenous innovation” policies, such as local content and 

technology transfer requirements, instituted by Chinese planners to foster domestic industrial 

growth. Beijing has skillfully employed such measures to channel FDI into creating indigenous 

“national champions” in strategically significant sectors like high-speed rail, information 

technology, automobiles, advanced materials and civil aviation. Combined with weak 

enforcement of foreign firms’ intellectual property rights, standard setting in favor of domestic 

players, and massive subsidies for state-owned enterprises, these policies are propelling China 

from a prolific low-cost manufacturer into a global technological leader. 

 

By way of example, Beijing’s monopoly in the strategic neodymium-boron magnet 

industry was secured by leveraging access to its auto market to the acquisition of key 

technologies from General Motors (GM) in the 1990s. Neodymium magnets are produced from a 

rare earth element that few nations other than China possess, and are necessary for everything 

from computer hard drives and hybrid cars to wind turbines and smart bombs. At one time, these 

specialized magnets were manufactured by a GM subsidiary, but in 1995, the automaker decided 

to sell the division to an investment consortium backed by two Chinese companies that were 

partly owned by the Chinese government (the heads of each were son-in-laws of Deng 

Xiaoping). In a classic quid pro quo, GM gained inroads into China’s burgeoning auto market, 

while Beijing secured a near-monopoly on neodymium magnets and their militarily significant 

technology. 

 

A similar dynamic underlies the joint venture announced last year between General 

Electric (GE) and the state-owned Aviation Industry Corporation of China (AVIC). While GE 

has sold engines to China for its large fleet of Boeing and Airbus jets for decades, it sought out 

this joint venture with AVIC to position itself for the future, namely to eventually sell avionics to 

state-owned Commercial Aircraft Corporation of China – which intends to compete directly with 

Boeing. As part of its joint venture with AVIC, GE agreed to contribute advanced technology 

including the “avionics brain” of Boeing’s 787 Dreamliner, and promised to jointly develop new 

radars, controls and guidance systems with its Chinese partner. By doing so, the American 

multinational has secured itself access to China’s burgeoning civil aviation market. But as the 

U.S.-China Economic and Security Review Commission (USCC) concluded last year, 

“Continued improvements in China’s civil aviation capabilities enhance Chinese military 
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aviation capabilities because of the close integration of China’s commercial and military aviation 

sectors.” 

 

 

“Rational” tradeoffs: the unfettering of MNC-state ties 

 

In earlier decades MNCs leveraged their bargaining power to extract maximum 

concessions from host countries, be it taxes, labor or environmental regulations or state subsidies 

and investments that would boost their profit margins. This is still the case in many poor 

countries, although these MNCs are now as likely to be from China, India, Turkey or South 

Korea as from Western countries. In China’s case, however, the bargaining equilibrium favors 

the host country as long as MNCs continue to view China as the top destination for expansion 

(Figure 1). Thus, Beijing’s indigenous innovation and technology transfer policies may be best 

understood as a premium charged in exchange for participation in its domestic market. 

 

While it is rational for individual firms to accept these tradeoffs, the interests of the MNC 

are distinct – and potentially misaligned – from the long-term interests of the countries in which 

they are headquartered, which account for a decreasing share of revenues and profits. Recent 

data shows that IT companies in the S&P 500 earn 54% of their revenues from outside the US 

(up from 42% a decade ago). In the materials, consumer goods and manufacturing sectors, those 

ratios have also risen by about 10% (to 45%, 35% and 34% respectively). The proportion is far 

higher for some technology-intensive firms such as Texas Instruments (89%), Bristol Myers 

(82%) and Intel (79%). These figures reveal a broader trend in the United States and globally: 

once-national firms are becoming less attached to domestic consumer and labor markets in their 

parent country. For the 100 largest Non-Financial MNCs in 2011, foreign assets, sales and 

employment comprised 63%, 65% and 59% respectively (Figure 2). 

 

For many MNCs, China is becoming increasingly central to their commercial success 

(Figure 3). A recent report by The Economist Intelligence Unit (EIU), based on surveys and in-

depth interviews of non-Chinese executives, academics, and market analysts, found that large 

MNCs’ global revenues are increasingly dependent on the Chinese market. At one end of the 

spectrum, Kentucky Fried Chicken (under Yum! Brands) accounted for half of its total 

worldwide revenue in 2011 from China. Approximately 1 in 7 leading MNCs, including 

companies like Mead Johnson, Cartier, BHP Billiton, Yum, and Advanced Micro Devices, 

earned over 20 percent of global revenue from China in 2011. And these numbers are likely to 

grow. The EIU found that 8% of MNCs already consider China to be their biggest market, 17% 

expect China to become their largest market within 5 years, and another 21% believe this will 

take between 5-10 years to occur. Nearly 40% of MNC respondents claim that China is 

“essential” to their global strategy, and another 33% state that China’s market, though not yet 

crucial, has “important strategic significance.” 

 

Some observers take a sanguine view and argue that while these trade linkages and FDI 

flows have enhanced technological “catch-up” and China’s growth rates, they will not decisively 

propel Beijing to technology leadership. Instead, they argue that China’s lack of intellectual 

property protection, poorly regulated financial sector, and restrictions on civil liberties will 

continue to impede its long-term capacity for breakthrough innovation. 

 



 

 5 

Increasingly, however, this appears to be wishful thinking (and even more considering 

the now-evident quality of financial regulation in the US and EU). According to the National 

Science Board (a policy-making arm of the US government's National Science Foundation), 

about 85% of the growth in R&D workers employed by U.S.-based multinational companies in 

the last decade has been abroad. As the Chief Executive of 3M put it recently, his firm is 

expanding labs overseas “in preparation for a world where the West is no longer the dominant 

manufacturing power….Given the moribund interest in science in the U.S., this is strategically 

very important.” 

 

A wide variety of indicators whether based on inputs (R&D spending, students with 

advanced S&T degrees, MNC R&D centers), or outputs (patents filings and citations, journal 

articles, share of “higher-technology goods”
1
 within overall manufacturing exports), all point to 

China’s rapidly rising indigenous technological capacity and growing national knowledge stocks 

that will drive future innovation (Figures 4, 5). Although foreign flows of knowledge and 

technology, training abroad, the burgeoning number of multinational R&D centers in China (400 

of Fortune 500 firms and more than a third of the world’s top 1000 R&D spending companies 

have captive R&D centers in China) or simply unauthorized copying, have all played important 

roles, it is clear that China has increasingly developed a deep and broad domestic R&D 

ecosystem. 

 

 

The role of networks: managing the tension between geoeconomics and geopolitics 

 

Fueled by firm-level decisions in response to geoeconomic imperatives, China’s rising 

competitiveness has implications for its leading economic partners, some of whom are also its 

likeliest strategic competitors. Even as their trade and investment flows with China continue to 

deepen, these countries are cautiously pursuing balancing behavior, a trend that appears to have 

strengthened in the last few years. As has historically been the case with any global power, China 

has also begun to flex its muscles in pursuit of its perceived security interests, increasing the 

tension between geopolitics and geoeconomics. The countervailing “tension wires” in 

contemporary Asia are networks – especially involving production supply chains – and 

institutional frameworks such as ASEAN+3, the East Asia Summit, and similar bodies. In this 

paper we focus on the former, in part because we are skeptical that a rising power like China will 

allow itself to be constrained by institutional frameworks in which it does not have a dominant 

role (as was the case with the US-dominated post-war institutional architecture).  

 

If networks are the “glue” binding Asia together, what are the characteristics of these 

networks and how resilient are they? What role are they playing in the hedging strategies of 

countries in the region and how are these networks likely to evolve? A number of outcomes seem 

plausible. One is a “Spiderman” theory that predicts these networks will become so intertwined 

that rupturing them would have such detrimental consequences as to effectively bind all parties. 

Alternatively, these evolving networks could become so asymmetrically balanced toward China 

that they begin to seriously and disproportionally limit other parties’ strategic behavior. How 

would Japan respond, for instance, if China were to seize disputed territory in the region today? 

With over 10,000 firms and more than 100,000 Japanese nationals based in the mainland, 

                                                        
1
 This is defined by the U.S Census Bureau as roughly 600 manufactured-product categories with the greatest R&D 

content. 
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Tokyo’s options appear uncertain. To address these questions, the next section will analyze 

production networks in Asia more closely. 

 

 

II. EVOLVING PRODUCTION NETWORKS IN ASIA 

 

Global supply chains and the rise of “Factory Asia” 

 

Deepening economic integration within Asia has been a predominant theme over the past 

several decades, as the share of intraregional (East Asia plus India) trade, relative to total trade 

increased from a fifth in the early 1950s, to a third in the 1990s, and over a half in 2010 (Figure 

6). Asia’s intraregional trade is growing faster than trade with traditional markets in the US and 

Europe (Figure 7). Indeed the only major Asian country whose share of intra-regional trade has 

somewhat declined over the last decade has been China (Figure 6), indicating that while 

countries in the region have become more dependent on China, it has become less so as its vast 

economy expands into global markets. This expansion of intra-Asian trade has largely been 

driven by intermediate (rather than final) goods, as countries in the region import parts, add some 

value, and re-export the output (Figure 8). Whereas in 1985, developing nations in East Asia 

supplied most of their own intermediates, today countries in the region are much more dependent 

on cross-border flows of intermediate goods. A corollary trend has been the growth of cross-

border production – involving specialization across vertically linked stages of the production 

process – which has given rise to so-called “Factory Asia.” 

 

In recent decades, as production stages have been sliced up and distributed across 

countries in Asia and beyond, a defining feature has been the emergence of global supply chains. 

Complex multi-component products such as engines, IT hardware, consumer durables etc…are 

now developed by multinational companies using horizontal segmentation, with various 

components being developed in parallel across multiple geographies and then assembled in 

China. Despite their prominence, analyzing these global supply chains in a systematic manner 

has proven difficult. A fundamental challenge is that the national accounts record data on gross 

shipments of goods across borders, rather than the locations at which value is added at different 

stages of the production process. As a result, trade statistics alone fail to provide a complete 

picture of underlying trends and linkages. 

 

A leading explanation for the growing fragmentation of cross-border production and 

concurrent emergence of global supply chains in recent decades is a major shift in the nature of 

globalization around the 1980s – what some have termed a “second great unbundling” – in the 

form of falling transport costs and a revolution in information and communication technology. 

Globalization’s “first great unbundling” in the 19
th

 and 20
th

 century was driven by steamships 

and railways that dramatically lowered transportation costs, enabling advanced economies like 

the United States and Great Britain (and later Japan and Korea) to industrialize by taking 

advantage of economies of scale. By contrast, in this more recent “second unbundling,” the 

exponential decline in communication costs has enabled production to be broken up across ever-

expanding multinational supply chains. 

 

The emergence of global supply chains has given rise to a new form of trade, centered 

around what might be called a “trade-investment-services nexus” that encompasses: (1) trade in 
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parts and components, (2) international movement of investment in production facilities, 

personnel training, technology, and long-term business relationships, and (3) services to 

coordinate the dispersed production (particularly infrastructure services such as 

telecommunications, internet, air cargo, trade-related finance, etc.). 

 

By lowering the cost of coordinating complex activities at a distance, massive advances 

in information and communication technology have made the geographical dispersion of supply 

chains both feasible and profitable. As MNCs embraced such technologies, they were able to 

“offshore” segments of their value chains to developing nations. Yet to ensure that the output 

meshed seamlessly with continually evolving production processes in other nations, MNCs 

increasingly deployed firm-specific technology in the foreign factory. As a result, global supply 

chains have had major implications for the process of economic development. Whereas 

industrialization once required a country to build an entire domestic supply chain, beginning in 

the mid-1980s and accelerating in the late 1990s, successful industrializing countries like 

Mexico, Malaysia and Thailand have increasingly joined supply chains created by MNCs 

headquartered in more developed countries rather than build their own. This has enabled them to 

grow rapidly, as off-shored production has brought technology, management know-how, and 

capital that countries like Taiwan and South Korea took decades to develop domestically. 

 

 

Strategic implications of evolving production networks 

 

This growing fragmentation of cross-border production poses at least two strategic 

implications for Asian countries. One implication of evolving production networks is that 

industrialization may be faster, but potentially less resilient. Before the “second unbundling,” a 

country had to develop a deep and wide industrial base in order to export advanced goods. 

Today, however, the ability to do so is often merely a sign that a nation is located along a 

particular segment of an international value chain. Whereas industrial power once rested upon 

robust technological capacity, many emerging markets now simply “borrow” technology from 

developed countries’ firms. Could newly industrializing nations like Indonesia, Thailand or 

Vietnam be vulnerable to the vicissitudes of MNC supply chains, which would come under 

severe stress if technologies change? We shall return to this question in the conclusion. 

 

Importantly, however, the cross-border supply chain trend may have differential impacts 

on China versus other Asian countries. While MNCs attempt to limit technology transfers, they 

are less able do so vis-à-vis China both because of the sheer depth of a critical factor of 

production (labor) and its market size, but also due to the organizational capacity of the Chinese 

state at the local level and coherent vision of the country’s leadership. Hence, Beijing leverages 

its size to extract concessions from MNCs that smaller Asian nations like Thailand or Vietnam 

cannot. A possible consequence is that limited spillovers from global supply chains may leave 

such countries mired in middle-income status, even as China continues to leverage its bargaining 

power to secure capital and technology that boosts its long-term competitiveness. 

  

A second implication of evolving production networks in Asia is that they may be 

making economic integration less substitutable, and hence more “sticky,” for all parties involved. 

In other words, geographic proximity matters – perhaps more than ever before. While today’s 

fragmented production processes are commonly referred to as “global supply chains,” they might 
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be more accurately described as “regional supply chains,” since they typically include 

geographically proximate countries. In fact, recent studies demonstrate that that supply-chain 

fragmentation has been greatest among neighbors. This has given rise to regional industrial 

clusters, often described as the rise of “Factory Asia,” “Factory North America,” and “Factory 

Europe.” Trade in auto parts, for instance, is concentrated within North America, while 

production and assembly of electronic components primarily occurs within Asia.  

 

A leading explanation is that proximity matters because the “trade-investment-services 

nexus” requires technicians and managers to travel between and coordinate across production 

facilities. Air travel may have grown cheaper, but time remains costly. One recent study 

estimates that a day in transit is equivalent to a tariff of between 0.6% and 2.3%, with the largest 

effects for parts and components trade. Although regional trade agreements have proliferated – 

as of January 2012 countries in the region had signed on to 126 agreements and were negotiating 

another 64 – a majority were with countries outside Asia, and it does not appear that these 

institutional arrangements have had a marked positive impact. 

 

In the Asian context, this regionalization of cross-border production networks appears to 

be binding nations closer to one another – particularly within East and Southeast Asia (Figure 9). 

China’s massive “workbench” economy has played a central role as a low-cost manufacturing 

and assembly hub. With production increasingly divided across sequential blocks in various 

Asian countries, flows of intermediate and processed goods for assembly in China have grown 

rapidly. The share of Asia’s primary and intermediate goods exports to China almost doubled—

from 6% in 1998 to about 11% in 2010, and is now larger (in value terms) than Asian exports of 

consumption goods to the US and EU combined (Figure 10). 

 

FDI has been the principal driver of cross-border production supply-chains: the share of 

intraregional FDI inflows to total inflows increased from 44.6% in 2007 to 60.0% in 2009. 

Studies have shown that such FDI flows are facilitating trade and transfer of technologies across 

Asia. Unsurprisingly, some countries appear to be playing the FDI game better than others. 

China, in particular, has taken a strategic approach toward inbound FDI that has enabled it to 

leverage the creation of economic linkages through cross-border production networks that 

increase intra-industry trade across Asia, which is less substitutable than inter-industry trade and 

thereby generates more strategic interdependence. 

 

If inward FDI into China has boosted the Chinese economy and helped make it the 

formidable strategic competitor today, what about the role of Chinese investment abroad?  In 

2010, China’s outward FDI reached $68.81 billion (5.2% of total worldwide – Figure 11). By the 

end of that year, more than 13,000 domestic Chinese investing entities had established nearly 

16,000 overseas enterprises across 178 countries; their accumulated outward FDI stock volume 

stood at $317.21 billion, and total assets of their foreign affiliates exceeded $1.5 trillion with 

stakes in resource companies across the globe – from Sudan to Canada – particularly important. 

 

However, Chinese FDI stands out in two respects. First, outbound Chinese FDI is largely 

driven by state-owned enterprises (Figure 12), hence the “geoeconomics” and “geopolitics” 

underpinning these outward capital flows are relatively more closely aligned. And second, much 

of its FDI is in countries with which it runs trade deficits – particularly where it is seeking access 

to natural resources. 
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While this pattern of regional geographic dependency is not unique to Asia, a key 

difference is the simultaneity of increasing economic interdependence and rising strategic 

competition, to a degree that is simply not the case in any other part of the world. For the 

moment economic interdependencies do not appear to have muted the forces of nationalism in 

say, Hanoi, Manila, or Tokyo (or for that matter Beijing), although they may well have restrained 

these countries from acting on them. But their robustness is likely to ultimately depend on 

China’s actions, particularly with regard to contentious territorial claims. And at least in the case 

of some Asian countries, whose firms are embedded in increasingly “sticky” production 

relationships with China, given its likely emergence as an economic colossus, a loss of strategic 

autonomy may well be a price worth paying for doing business with it.  

 

 

III. WHERE DOES INDIA FIT INTO THIS PICTURE? 

 

The golden decade 

 

The first decade of the new millennium was India’s best by any historical comparison. 

For a while, India appeared tantalizingly poised to emerge as a genuine strategic competitor to 

China. Its economy finally began to grow at 8+ percent in a seemingly sustainable way. The 

reelection of the NDA government in 2009 appeared to mark the end of political instabilities of 

the previous decade. And with the last decade being India’s least violent in nearly half a century, 

the country appeared poised to break out of its self-imposed shackles. For the first time India 

seemed to represent a global economic opportunity and a rising power of some heft. 

 

Paralleling these internal developments, India’s external environment also became more 

favorable. New Delhi’s strategic restraint vis-a-vis Pakistan, despite repeated provocations—

from the Kargil conflict in 1999 to the Mumbai terrorist attacks in 2008—began to pay off by 

making Islamabad appear reckless and a danger to regional stability (and perhaps even more, to 

itself). India’s relations with its neighbors took a turn for the better, partly because of a less 

domineering approach and also due to political shifts internal to those countries themselves. The 

landmark civil nuclear agreement between India and the United States marked not only a new era 

in bilateral relations, but reflected a new strategic thinking that had been absent for decades. In 

Asia, New Delhi’s “look East” policy was paying modest dividends, though it had been clearly 

outclassed by China's greater economic heft, geographical and cultural advantages, and more 

adept diplomacy. However, Beijing’s seemingly baffling moves in adopting a more aggressive 

muscle-flexing approach toward the region in recent years, coupled with the reality of its 

emergence as a global power, created new strategic openings for India. Furthermore, in a 

fortunate coincidence of aligning geoeconomic and geopolitical interests, cost pressures in China 

(due to renminbi appreciation and rising labor costs) and the need to diversify country risk led 

many MNCs to seek opportunities to relocate some production out of China. This has 

particularly been the case with Japan and Japanese firms which are seeing to diversify production 

outside China and establish supply chains linking South-East Asia with Southern India. 
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The lost opportunity: a “flailing” state
2
 

 

And yet India appears, at least for the moment, to have snatched defeat from the jaws of 

victory. Its weak physical infrastructure, limited human capital and anachronistic labor laws were 

undoubted major handicaps, but none that were particularly insurmountable, especially given the 

diversity of states in India’s federal polity. What is much more troubling is fundamental 

weaknesses in India's governance, especially the state of the Indian state. The sheer rapidity with 

which crony capitalism has developed in India, the erosion of federal authority and deep distrust 

in government, the paralysis in decision-making, and endemic weaknesses in implementation are 

much more troubling long-term factors limiting the country’s future. 

 

India’s recent success masks deep underlying challenges whose import will only multiply 

in the foreseeable future. Foremost is the governance challenge – which eclipses everything else. 

In the two decades since the onset of economic liberalization in the early 1990s, India added 364 

million people to its population – more than the stock at the time of independence (a stock 

accumulated over many millennia). India’s democratic success and the demographic dividend 

mean that tens of millions of young people will be joining its work force with aspirations that 

their parents could hardly even dream about. In addition, rapid economic growth is imposing 

severe resource constraints, be they land, energy or water – constraints that will only become 

more biting if the pessimistic predictions of the effects of climate change on India come to pass. 

With one out of four workers joining the global work force this decade expected to be Indian – a 

group that will be increasingly urban, interconnected and informed – managing their 

expectations will be no mean feat. 

 

Unfortunately, it is becoming painfully evident that the Indian state is struggling to do 

just that. While much of the attention to India’s manifold shortcomings have focused on the 

growing levels of corruption and venality in public life in India, an equally compelling limitation 

is the sheer lack of competence across the Indian state, which results in poor policies but even 

more importantly leads to weak transmission from policies to implementation. “State 

capacity”—the ability of the state to effectively design and implement public policies—in India 

varies greatly. Today, India is not a failing but rather a “flailing” state: its record in providing 

basic public services, from health to education, water to sanitation, ranges from modest to 

dismal. The persistence of a stubborn Maoist insurgency speaks to its law-and-order abilities, 

while chronic power shortages are a stark testimony to the quality of its regulatory institutions. 

 

 

India’s “strategy autonomy” in the region 

 

Nonetheless, of all the countries in the region, India is still best placed to exercise 

strategic autonomy. Indian firms are weakly embedded in cross-border regional production 

networks centered on China. While trade between the two countries has boomed, China enjoys a 

2-to-1 trade surplus, and India’s exports are mainly raw materials such as iron ore. While India’s 

key technology-intensive exports – IT and pharmaceuticals – have done well in Western markets, 

they have had little success in China. As a result, the geoeconomic pressures “pulling” New 

Delhi toward Beijing are considerably weaker compared to most other Asian countries. 

                                                        
2
 The characterization  of the Indian State as a “flailing” state is due to Lant Pritchett. 
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Consequently, because India struggles less with the competing winds of geoeconomics and 

geopolitics, its strategic autonomy appears more intact than that of other Asian countries. 

How, then, might we expect India to respond to China’s growing geopolitical 

assertiveness in the region? With New Delhi less encumbered by commercial interests it might at 

first glance be more willing to pursue balancing behavior against Beijing by expanding strategic 

partnerships with the United States, Australia, Japan, and others (especially Vietnam). But New 

Delhi is also mindful that it shares a more than 3000 km long border with China and aware of its 

multiple strategic weaknesses vis-à-vis China. India is therefore likely to be prudent and not 

want to needlessly appear part of any overt “China containment” alliance lest it precipitate the 

very conflict that it wants to avoid, while at the same time signaling to China its capacity to 

partner with other major powers. 

 

 

Conclusion 

 

The end of the Cold War coincided with the rise of the Washington Consensus – a set of 

beliefs organized around the superiority of free markets, free trade and private enterprise. 

Legions of critics saw this as an attempt by the lone superpower to impose its economic ideology 

on weaker emerging economies and thereby strengthen its global hegemony. With “the end of 

history,” MNCs – the embodiment of so-called Western (especially US) economic imperialism – 

were seen to be the instruments of this new economic order.  

 

But as the saying goes, be careful what you ask for because you might actually get it – 

and then some. The “rise of the rest,” led most spectacularly of course by China, was fuelled by 

an ultra-rich diet of the “Washington Consensus.” Within two decades, even in that poster-child 

of closed economies – India – trade to GDP ratios had tripled, exceeding those of Japan and the 

United States. Emerging market economies took up many elements of the Washington 

Consensus with zeal unmatched in Washington itself. They welcomed MNCs, but many were 

from the region itself, particularly driven by the Chinese diaspora from Hong Kong, Taiwan and 

ASEAN. Western MNCs arrived later, transferring technologies and exporting back to their 

countries with such rapidity as to quickly make China the largest creditor of the United States. 

US MNCs did indeed flourish in this era, but much of the profits they made overseas were 

parked outside the US – and its tax net. And as stated earlier, in doing what they were supposed 

to do (maximize profits) MNCs from advanced industrialized economies like Japan, the US and 

the EU transferred knowledge and know-how that have gradually built up their most formidable 

strategic competitor: China.  

 

While there is little doubt as to the magnitude of this eastward shift in global economic 

power, we believe that the pendulum is likely to swing back within the next decade or so, 

primarily as a result of four factors:  

 

1. The shale gas revolution will make energy available in the US in quantities and prices 

that will be unmatched in any other large economy, giving the US renewed 

competitive advantage in energy intensive industries. 

 

2. There is a silent revolution in manufacturing underway with sophisticated, relatively 

low cost robots that can perform the task of workers from assembly lines to logistics. 
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The advantages conferred by the availability of low-cost, disciplined labor force will 

diminish. This will have three major consequences. i) A shift in significant parts of 

manufacturing back to the West and especially the United States; ii) Major 

disruptions in supply chain networks that are being established across Asia with 

countries with “shallow” industrial capabilities most adversely affected; iii) Severe 

employment challenges in emerging markets with younger demography. 

 

3. In many emerging markets, the rapid emergence of the private sector has vastly 

outpaced the building of sound regulatory institutions. The resulting weakness of state 

capacity has led to the emergence of crony capitalism with pernicious effects in many 

countries such as Russia and India (in the United States the opposite has occurred – 

regulatory institutions that were in place have been gutted). 

 

4. The most severe challenge facing rising powers in Asia in particular is the growing 

severity of natural resource constraints especially land and water, which are not easily 

amenable to technological solutions and which (unlike energy) cannot be augmented 

by trade. This advantage in “natural capital” will favor the erstwhile Western powers 

well into this century. 

 

Needless to say, these projections are all subject to a major caveat – namely the vicissitudes of 

domestic politics. But that uncertainty is certain in all countries. 
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APPENDIX 

 

Figure 1: MNCs’ Top Prospective Host Economies for 2012-2014* 

 

 
Source: UNCTAD World Investment Report 2012 

*Percentage of respondents who selected economy as top destination (based on 174 validated company responses) 
 

 

 

 

Figure 2: Internationalization Statistics for 100 Largest Non-Financial MNCs (2011) 

 

 2011 (%) 

Assets (USD billions) 

Foreign 7776 63 

Domestic 4584 37 

Total 12360 100 

Sales (USD billions) 

Foreign 5696 65 

Domestic 3077 35 

Total 8774 100 

Employment (millions) 

Foreign 9.1 59 

Domestic 6.3 41 

Total 15.4 100 

 
Source: UNCTAD World Investment Report 2012 

 

 

 

 



 

 14 

 

Figure 3: How Dependent are MNCs on China? 

 

Revenue in China as % of global revenue 

 

 
Source: Netease China Statistics (April 2012)



 

 15 

Figure 4: Patent Filings, 2000-2010*  

 

 
 

Source: World Bank Database 

*Worldwide patent applications filed through the Patent Cooperation Treaty procedure or with a national patent 

office for exclusive rights for an invention (a product or process that provides a new way of doing something or 

offers a new technical solution to a problem). 
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Figure 5: Science & Engineering Journal Articles, 1999 and 2009* 

 

Rank   Country 1999 2009 

Average 

annual 

change (%) 

2009 

world 

total (%) 

2009 

cumulative 

world total 

(%) 

–  World 610,203 788,347 2.6 na Na 

1  United States 188,004 208,601 1.0 26.5 26.5 

2  China 15,715 74,019 16.8 9.4 35.8 

3  Japan 55,274 49,627 -1.1 6.3 42.1 

4  United Kingdom 46,788 45,649 -0.2 5.8 47.9 

5  Germany 42,963 45,003 0.5 5.7 53.6 

6  France 31,345 31,748 0.1 4.0 57.7 

7  Canada 22,125 29,017 2.7 3.7 61.4 

8  Italy 20,327 26,755 2.8 3.4 64.7 

9  South Korea 8,478 22,271 10.1 2.8 67.6 

10  Spain 14,514 21,543 4.0 2.7 70.3 

11  India 10,190 19,917 6.9 2.5 72.8 

12  Australia 14,341 18,923 2.8 2.4 75.2 

13  Netherlands 12,168 14,866 2.0 1.9 77.1 

14  Russia 17,145 14,016 -2.0 1.8 78.9 

15  Taiwan 6,643 14,000 7.7 1.8 80.7 

16  Brazil 5,859 12,306 7.7 1.6 82.2 

17  Sweden 9,890 9,478 -0.4 1.2 83.4 

18  Switzerland 8,195 9,469 1.5 1.2 84.6 

19  Turkey 3,223 8,301 9.9 1.1 85.7 

20  Poland 5,100 7,355 3.7 0.9 86.6 
Source: National Science Foundation, National Center for Science and Engineering Statistics, and The Patent 

Board; additional tabulations from Thomson Reuters (2011) 

*Countries shown produced >1,000 articles in 2009. Article counts from set of journals covered by Science Citation 

Index (SCI) and Social Sciences Citation Index (SSCI). Articles classified by year of publication and assigned to 

country on basis of institutional address(es) listed on article. Articles on fractional-count basis, i.e., for articles with 

collaborating institutions from multiple countries, each country receives fractional credit on basis of proportion of its 

participating institutions. 
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Figure 6: Intraregional Trade Share, 2000 and 2011 (%) 

 
 

 2000 2011 

China 51.4 47.4 

India 36.6 53.7 

Japan 36.0 59.5 

Korea 47.0 62.7 

ASEAN 23.0 68.5 

Source: Authors’ calculations based on UN COMTRADE database  

 

 

 
 

 

Figure 7: Intraregional Trade Share: World (%)* 
 

 
 

 

Source: Asian Development Bank, Asian Economic Integration Monitor Report (July 2012) 
*Intraregional trade share of region i is defined as ITSi =(Xii +Mii)/(Xi +Mi); where Xii = exports of region i to region 

i, Mii = imports of region i to region i, Xi = total exports of region I, and Mi = total imports of region i.   
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Figure 8: Contribution to Export Growth by Stages of Production – Asia (%)* 
 

 
 

 

Source: Asian Development Bank, Asian Economic Integration Monitor Report (July 2012) 

LHS = left-hand scale, RHS = right-hand scale 
*Based on Broad Economic Categories, which classifies traded goods by stages of production. Primary goods 

include food and beverages, and fuel, lubricants, and primary industrial supplies for industry. Intermediate goods 

include processed goods mainly for industry, and parts and components for capital goods and transport equipment. 

Capital goods include machinery and equipment used by producers as inputs for production. Consumption goods are 

household goods and government final product purchases. 
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Figure 9: Contribution to Export Growth by Stages of Production – Asian Subregions (%)* 
 

 
Source: Asian Development Bank, Asian Economic Integration Monitor Report (July 2012) 

*Based on Broad Economic Categories, which classifies traded goods by stages of production. See Figure 9 for 

definition of primary, intermediate, capital, and consumption goods. 

 

 

Figure 10: Exports to G2 and China (% of Total Exports)* 
 

 
Source: Asian Development Bank, Asian Economic Integration Monitor Report (July 2012) 

*Based on Broad Economic Categories, which classifies traded goods by stages of production. See Figure 9 for 

definition of primary, intermediate, capital, and consumption goods. 
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Figure 11: Chinese Outbound FDI Stock, 2005-2010 (USD millions) 

 

 2005 2010 

Australia 587 7867 

EU 768 12496 

India 14 479 

Indonesia 140 1150 

Japan 150 1105 

S. Korea 882 637 

Vietnam 229 986 

USA 822 4873 

ASEAN 1256 14350 
Source: Chinese Ministry of Commerce, 2010 Statistical Bulletin of China’s Outward FDI 

 
 

 

 

Figure 12: Chinese Outbound FDI in the US by Ownership, 2003-2011 

 

Number of deals 

 Greenfield % Share M&A % Share All deals % Share 

Government 

controlled 

40 29% 30 23% 70 26% 

Private and 

public 

96 71% 102 77% 198 74% 

 136  132  268  

 

Total investment (USD millions) 

 Greenfield % Share M&A % Share All deals % Share 

Government 

Controlled 

1,957 60% 7,911 68% 9,948 66% 

Private and 

public 

1,307 40% 3,754 32% 5,062 34% 

 3,264  11,746  15,009  
Source: The Rhodium Group; Stanford Center for International Development 
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