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Preface

When I first arrived in Asia 20 years ago, China was not considered particularly important. The US and its regional allies dominated all aspects of the region while China was seen as an almost curious economic experiment. I remember having discussions as to whether it would be able to sustain its post-1978 growth or whether the country’s internal contradictions would result in its eventual collapse. Multiple arguments were advanced as to why the regional giant would not be able to maintain its growth trajectory, ranging from the economic (the country suffers from excessive capital misallocation or the banking system has substantial exposure to bad debt), to the geopolitical (the increasing wealth gap between the coastal and inland provinces will result in political fragmentation), to the social (the country’s deteriorating demographic situation will place an excessive and unsustainable strain on government spending and public finances).

Many of these arguments continue to circulate. There is substantial literature as to why China’s development model is fundamentally flawed and its economic growth unsustainable. But all this criticism and cynicism looks increasingly hollow as China’s economy has wilfully refused to collapse. China has proved its doubters wrong, as it has instead gone from strength to strength. It is true that I describe myself as a “China bull” and have spent much of my working life arguing against those who appear to be almost fundamentally opposed to its ascendency (a view which is surprisingly common across the financial industry). But I firmly believe that China’s success at transforming itself from a communist state-and-control economy to a dynamic mixed economy—and in the process, elevating hundreds of millions out of poverty—is to be commended, not criticised.

There are underlying structural and fundamental problems within China that may constrain its long-term potential; but that is no different from any other economy and the country’s ability to recognise, address and resolve such problems is significantly greater than for many of its neighbours. One of China’s core strengths is its relatively high degree of ideological and policy flexibility in its pursuit of long-term objectives, whether political or economic. But I have always believed that China is held to higher standards than those achieved by other developed countries at a comparable stage of economic development. I have, therefore, viewed many of the criticisms of the country as both unfair and not reflective of history. It seems to me that much of the Western world’s response to China’s rise is primarily driven by American and European reluctance to incorporate the new global superpower into the existing Western-defined international frameworks, structures and relationships, and to give the country the status, recognition and global role its size implies.

This is clearly unsustainable, especially as many of the American and European criticisms are hypocritical. China’s behaviour and actions are in many aspects comparable to those of the European powers and the US during their various ascents. But as a result of these similarities, I have, however, always been convinced that China’s size represented a substantial risk for its neighbours. I am often reminded by my family of a television appearance many years ago when I told the programme’s host, “You must remember that China is big.” This resulted in a degree of mirth that I could state such a truism. But I am surprised by how rarely the geopolitical and economic implications of China’s relative size versus its regional neighbours are discussed.

In part this is because China’s newfound scale is often not appreciated. One of the frequent comments provided by those I asked to review this book prior to publication was that they had not realised how large China now is versus the rest of the region across so many metrics. Even when China’s relative size is recognised, the general optimistic presumption within the financial and business world is that it will be an incremental and long-term source of wealth for the rest of Asia. It is true that over the last few decades, there has been a positive impact with substantial increases in intra-regional trade and service flows, and increased financial linkages. But China’s ascendency has created substantial asymmetries across the region’s geopolitical, trade, financial and industrial dynamics, and the thesis advanced in this book is that these asymmetries will be longer-term negative for the rest of Asia. China’s rise will create dependencies and vulnerabilities across its smaller neighbours, the large-scale geographic shift of economic activity to the regional hegemon, and result in its increasing geopolitical influence across the region as it displaces the US from its historic stabilising role.

It is my view that the implications of these asymmetries have not been widely considered nor assessed, partly because there is a reluctance to consider the consequences of China’s relative scale within the region or to recognise its accelerating international ascendency after the 2008 Global Financial Crisis and the arrival of the Xi Jinping era post-2012. The finance industry, for example, still refers to “Asia ex Japan”, despite the fact that China’s financial markets now dwarf those of Japan. I also remember how some colleagues and investors would use free-float metrics instead of absolute market capitalisations to deliberately reduce the relative size of Chinese listed companies. At the same time, emerging market desks across many investment banks are still centred in London instead of Hong Kong or Shanghai, even though Asia now accounts for the vast majority of the emerging world, with China the single largest component. And at the more macro level, China remains under-represented in numerous international organisations, including the Bretton Woods financial institutions, despite its relative economic size. While just a few examples from a specific industry, they are all reflective of a seeming reluctance to address the new global geography and its associated consequences.

Another reason why the long-term implications of China’s rise on the rest of Asia are often not considered is the sheer volume of noise the country creates. Every new piece of information is pounced upon by analysts, commentators and the press to determine whether annual government targets will be met or whether the economy is just a heartbeat away from a “hard landing”. Even if the data suggests that targets will be met or exceeded, the debate simply transitions on to whether the information can be trusted. When I started my career as a research analyst, one of my mentors urged me to always “ignore the noise and focus on the longer-term trend”. As such, I was always surprised by investors who would seemingly spend most of their time and resources worrying if China’s next quarter GDP would disappoint, instead of focusing on the long-term trends that are completely reshaping Asia’s geopolitics, trade flows, financial inter-dependencies and industrial landscapes. And as I argue in this book, if you step back from the short-term noise and consider the impact of China’s increasingly hegemonic position within the region, especially when overlaid with its geopolitical objectives and the behavioural precedent set by other comparable large powers surrounded by much smaller neighbours (including, for example, the US), it is difficult to feel positive about the rest of Asia long-term, at least on a relative basis.

There are a number of potential criticisms of this book’s thesis. One is that I have underestimated the longer-term permanence of the region’s increased trade flows and China’s continued dependency on imports from its neighbours. It has also been suggested that my concerns over the US’s willingness to remain a regional counterweight to China are misplaced and as such, Asian countries will be able to maintain a longer-term balance between the two global superpowers. I have sought to address both these potential criticisms throughout the book, since my views that (a) the majority of any economic benefits resulting from China’s growth will be transitory in nature, and (b) that the US’s longer-term commitment to the smaller Asian countries is highly uncertain, are both core components of the overall argument. It is possible that changing regional and global dynamics may result in a different outcome than the generally pessimistic scenario presented in the following chapters; but I do believe that given current regional trends, global precedent and Asia’s geography, the argument advanced in this book is the most probable longer-term outcome.

The rest of this book, therefore, presents the argument that China’s rise is Asia’s decline. Chapter 1 introduces and summarises the argument with the geopolitical, military, trade, financial and industrial components discussed separately in the following chapters. Chapter 2 addresses China’s increasingly strident geopolitical approach towards the region and the resultant pressure that its neighbours will face to align themselves more closely with it, especially given increasing uncertainty over future US commitment to Asia. Chapter 3 develops this by highlighting China’s disproportionate hard power capabilities versus the rest of the region. This is especially the case, as many of its neighbours appear either unwilling or unable to match its rapid advances in military capability, even those with most to fear from China’s more aggressive international posturing. Chapter 4 then details the region’s increasing economic dependency on China as a trading partner, while Chapter 5 highlights the country’s expanding role as a source of capital for its neighbours. Both these dependencies create substantial geopolitical vulnerabilities across the region. Chapter 6 highlights China’s aggressive industrial development policies and their alignment with the country’s broader geopolitical objectives. This leads into Chapter 7, which argues that China’s rapid industrialisation represents a major long-term economic trap for all its neighbours, both developed and emerging. Chapter 8 concludes by assessing how the rest of Asia could respond to its rise and increasing regional hegemony, especially as the US’s historical regional role is eroded. The argument is that the available responses are increasingly limited, with some no longer possible; while others carry significant longer-term economic and geopolitical risks.

The problem with writing on this topic is that there will always be a continual flow of new events and information. Although I have sought to use the most recent information available at time of writing, it is possible that some of the facts presented to support the argument may become dated. It is also possible that some of the new information may appear to undermine the validity of the book’s central argument. As I was writing in early 2020, for example, the world was being convulsed by the COVID-19 pandemic. Alongside the natural concern over the virus’s spread and mortality rate, the disease has also sparked further discussions about the world’s increasing economic dependency on China and the need to modify global supply chains to reduce this vulnerability. But in many ways, China’s response to the COVID-19 outbreak highlights the substantial progress it has made over the last two decades, especially relative to other countries, including Europe. It is true that the pandemic will create a substantial shock for the economies of China, Asia and the broader world, but it is unlikely that the shock will be lasting nor will it fundamentally change the direction and scale of the longer-term dynamics. If anything, it could be argued that such events are more likely to accelerate the impact of the trajectories presented in this book.

To repeat my mentor’s earlier message: do not be distracted by the short-term noise, but always focus on the long-term trends. I hope this book convincingly makes the case that these long-term trends are not positive for the Asia beyond China’s boundaries.

This work is the result of numerous discussions over the last two decades with colleagues, investors, executives and academics. I have been very fortunate to have met so many insightful, engaging and helpful people during my time in Asia, and my conversations and arguments with them have helped to frame the thesis presented in this book. I am especially grateful to Yogesh Aggarwal, Alf Chin, Brian Cho, John Chung, David Clark, Jim Clarke, Prashant Gokarn, Nigel Kiernan, Herald van der Linde, Paul Mackel, Jim McCafferty, Peter Milliken, Piyush Mubayi, Dilip Shahani and Stuart Walker. Not only did many of these close friends read and review earlier drafts, but they all helped me refine the argument by providing critiques, new insights and alternative views over the last few years. None of the above, however, should be held responsible for the arguments and opinions developed in this book, nor for any omissions and errors contained within. Finally, I am forever thankful to Li Eng, who persuaded me to move to Singapore all those years ago and without whom my life would have been very different.

William Bratton

January 2021
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Chapter 1

Introduction


China’s emergence as an international great power, an economic giant and the region’s undisputed hegemon will result in the gradual but unstoppable suppression of its neighbours’ geopolitical independence, economic dynamism and future growth potential. As China grows, the rest of Asia will decline. This dynamic is simply unavoidable—the sheer scale of China versus the other Asian countries, in terms of international power, military capabilities and economic strength, will result in a degree of asymmetry unparalleled in modern history.



China will be able to use its substantial size to achieve overwhelming advantages versus the other regional countries in terms of geopolitics as well as economic superiority, especially as its relative size will only continue to increase on the back of its continued economic outperformance.

Optimists argue that China’s growth offers the region economic upside from its substantial new wealth generation. They claim that China’s economic expansion will create new trade opportunities for the whole of Asia, across both goods and services. These new trade flows will enhance the region’s overall prosperity while outbound investments from China in new infrastructure and businesses will support broader economic growth. Greater regional economic integration, especially in terms of supply chains, will create a virtuous cycle of higher exports to China, while Chinese tourists will flood across Asia spreading its wealth to neighbours. To such optimists, all this will be positive for the region. At the same time, it is argued that China is not a belligerent country and that unlike most of history’s great powers and hegemons, its peaceful rise will not be particularly disruptive to regional geopolitics—nor will it be as interventionist as the Western great power precedents.

But such arguments ignore China’s aspirations as well as history. For in many ways, the script has already been written. History provides us with numerous examples that being a small country next to a significantly larger one is a perilous place to be, both in terms of geopolitics as well as economics. Whether it be the US with Latin America or Russia with Central Asia and Eastern Europe, big countries, especially regional hegemons, have demonstrated an inherent tendency to achieve their own objectives and priorities by intervening directly and indirectly in the internal politics, economics and international relations of smaller countries, usually to the lesser country’s detriment. Furthermore, smaller countries are always at an inherent economic disadvantage to a bigger neighbour, especially when the larger country is aggressively pursuing an agenda of nationalistic self-interest and has the capabilities to achieve its objectives, whether through military strength or economic leverage. History also shows that an emerging hegemon generally wants to redefine and replace legacy frameworks, institutions and rules with those that reflect its beliefs, importance and interests—a process which is inevitably disruptive for the region it dominates.

China’s relationships with its significantly smaller Asian neighbours will be no different. Its rapidly growing size relative to other Asian countries will result in an unprecedented asymmetric balance of power that will become ever more entrenched and difficult to offset. Even if China did pose no explicit threats to achieve its foreign policy objectives, its sheer economic and political size relative to its neighbours will provide it with an unparalleled ability to achieve regional superiority. With the possible exceptions of India and Japan, no Asian country has the ability by itself to effectively respond to this threat—and even India cannot be seen as a regional competitor, given its substantial developmental and capability gaps with China, while Japan is a declining power constrained by history. Nor has there been any real attempt to create an anti-China regional bloc to provide a collective and coordinated response to its rise. In part, this is because no country has advanced itself as the basis for such an organisation due to a fear of being punished by China. But this is also because the US has to date been very willing to be the regional counterweight to China’s expanding influence—something which many Asian countries have eagerly embraced, especially given their unwillingness to invest in and develop their military capabilities. But as the US slowly detaches itself from the region, and in the absence of any regionally coordinated response to its emergence, China will be able to use its substantial scale advantage in any bilateral, or even multilateral, relationship to achieve its own geopolitical and economic purposes almost completely at will.1

Neighbourly dependency

China’s neighbours are actively complicit in this dynamic through their desire to have access to its emerging prosperity. As China becomes increasingly wealthier, its importance as a trading partner and export destination for its Asian neighbours has surged. In 1990, for example, the 10 ASEAN countries exported just $3 billion of merchandise to China, in contrast to the near $30 billion sent to the US. But China displaced the US as ASEAN’s primary export destination in 2010 and by 2019, the region’s total exports to the country reached nearly $190 billion (down slightly on the $200 billion recorded in 2018).2 China’s importance as the end destination for ASEAN products increased from just 2% of the region’s total exports in 1990 to 14% in 2019. In contrast, the share of the region’s exports going to the US declined from 19% to 12% over the same period.3

But this trend is not unique to the ASEAN countries. It is also impacting long-standing US allies in the region, which find themselves increasingly dependent on China as an export market. South Korea exported just $1 billion of goods to China in 1991, which increased to $160 billion in 2018 and $140 billion in 2019. China is now the end market for more than a quarter of South Korea’s exports, with volumes dwarfing the $70 billion of merchandise sent to the US in both years.4 Similarly, China displaced the US as Japan’s single largest market in 2018, and although it lost that position in 2019, nearly 20% of all Japan’s merchandise exports are now sent across the East China Sea to the mainland.5

Australia is even more dependent than both South Korea and Japan on China as an export destination. Less than 3% of Australia’s exports in 1990 went to China compared to the 11% dispatched to the US. By 2019, however, more than 38% of Australia’s exports went to China versus just 4% to the US.6 In value terms, Australia now exports more than 10 times as much to China as to the US; and if imports are considered, then the country is Australia’s largest trading partner, accounting for a third of all its 2019 merchandise trade—substantially more than the 7% accounted for by its US ally.7 Admittedly, Australian exports to China are dominated by raw materials, in particular iron ore and its associated products; but this gives Australia a substantial and growing trade surplus and makes the economic linkages with China much more important than with its older US partner. And given trade flows and economic dynamics often drive geopolitical realities, it is no surprise that the relationship between Australia and China resulted in a “comprehensive strategic partnership” underpinned by the 2015 China–Australia Free Trade Agreement (although this agreement does seem to have marked a recent high in bilateral relations).8

China clearly sees trade as a mechanism to build and strengthen its primacy within the region by creating substantial economic dependencies. It has strong geopolitical motivations to link neighbouring economies to its own through trade, as reflected through its emphasis on securing bilateral free trade agreements (FTA). Along with the Australian FTA, it has already entered into 16 such agreements with, inter alia, ASEAN, New Zealand, Pakistan, South Korea, Singapore and Switzerland, and is in the process of negotiating further such deals, including a planned ambitious trilateral FTA with Japan and South Korea.

As a result of these efforts, the last few years have seen the rather unexpected situation whereby China has effectively superseded the US within Asia as the leading proponent of free trade. While the US is now viewed within the region as increasingly isolationist and transactional in its approach to foreign relations and trade, China presents itself as an open and fair trading partner. This stance includes its leadership role in the development of the pan-Asian Regional Comprehensive Economic Partnership (RCEP), a trade agreement that it sought to define as its own construct, despite being initially proposed by the ASEAN bloc.9 But however its motivations are interpreted, the summary effect of these actions is to significantly reduce the importance of US–Asian trade, increase its own economic leverage over its regional neighbours and establish China—not the US nor its regional allies—as the primary definer of the region’s trade rules and frameworks.

Not only is China Asia’s primary trading partner, it is also an increasingly important source of capital for the region. Multiple factors are driving this trend, including ever-more acquisitive Chinese companies, the increasing involvement of China’s banks in offshore funding, specific government policies, including the Belt & Road Initiative (BRI), and the longer-term policy objective of easing the country’s relatively tight capital controls. Given how quickly China’s financial activities are increasing, it is highly likely that it will soon become the region’s biggest source of investment capital.

This trend is already reflected in China’s transition from a net recipient of foreign direct investment (FDI) to a net provider. Its outbound FDI has surged over the last decade from just $12 billion in 2005 to $117 billion in 2019, having peaked at nearly $200 billion in 2016.10 China was the source of a cumulative $760 billion in outbound FDI between 2015 and 2019—more than every other country over the period, apart from Japan and the US.11 These outgoing flows were significantly larger than the $685 billion in net inflows to China over the same five years.12 As a result of these surging outbound flows, the country’s FDI outward stock, its cumulative equity and net loans to enterprises outside China, has increased from just $4 billion in 1990 to $2.1 trillion in 2019.13 While this is still substantially less than the corresponding total for the US, which accounted for 22% of the 2019 global outward stock versus China’s 6%, it is now significantly more than the levels attained by the UK, Japan, Germany and France—highlighting the growing importance of Chinese corporates as a source of investment flows within the global economy.14

Driving these outward investment flows have been increasingly acquisitive Chinese companies. While there is always a degree of year-on-year volatility in such activities and the use of Hong Kongbased subsidiaries for some acquisitions also complicates, Chinese companies’ involvement in international mergers and acquisitions (M&A) has been growing rapidly since 2007, when they undertook cross-border acquisitions with a total net value of less than $2 billion (which was even lower than what Icelandic companies undertook in that year). By 2017, however, Chinese corporates were the most active globally; and although this activity has eased in recent years, their $350 billion in cumulative M&A between 2015 and 2019 was only exceeded by the US’s $680 billion over the same period.15

Consequently, Chinese companies are increasingly visible across the region. When Malaysia needed funding in 2016 to rescue the scandal-hit 1Malaysia Development Berhad (1MDB) state investment fund, China General Nuclear Corp acquired the distressed entity’s power assets.16 Similarly, when Malaysia needed a new strategic partner for Proton, its financially troubled national car manufacturer, Zhejiang Geely, one of the China’s largest auto makers, rode to the rescue.17 Outside Malaysia, China Telecommunications Corp agreed in 2019 to lead a $5.4 billion investment commitment in a Philippines telecommunications operator; and when Singapore-based Global Logistic Properties, one of Asia’s largest logistic companies, put itself up for sale in 2017, the winner was a consortium of Chinese private equity firms.

China’s acquisitions of foreign assets are not just limited to the larger and higher-profile transactions, especially as its venture capital companies are increasingly active in Southeast Asia, with a particular focus on technology start-ups.18 China is also vying with Japan to be Asia’s main provider of infrastructure investment funds, primarily through the BRI. This initiative is an enormous undertaking and there is widespread enthusiasm across the region to be involved in it, despite concerns over the potential sustainability of the associated debt and the extent to which China is using the initiative to secure geopolitical advantages (the BRI is discussed in more detail in Chapters 2 and 5).19 But as a ready source of much-needed capital, many Asian countries and corporates are already eagerly embracing Chinese financing, regardless of the subsequent geopolitical implications.

Economic leverage

This growing reliance on China as a funding source and end-market for the region’s exports comes with increasing geopolitical vulnerability. China fully understands the attractiveness of its domestic markets to foreign firms and is all too willing to control access or threaten exclusion to achieve its broader economic and geopolitical objectives, as convincingly demonstrated by its 2017 spat with South Korea. When its East Asian neighbour deployed a US anti-missile platform— the Terminal High Altitude Area Defence (THAAD) system—to protect itself from the threat of North Korean missiles, China reacted angrily.20 It limited the number of Chinese tourists travelling to South Korea and through various measures complicated the operating environment for South Korean companies within China. These actions resulted in significant costs for the South Korean economy through lost sales—both domestically from inbound tourists, and within China as Korean products were boycotted. South Korea subsequently agreed a number of concessions to limit the economic pain and appease the regional hegemon. These were the “three nos”: no additional anti-ballistic missile systems beyond the THAAD system already installed; no participation in a US-led regional missile-defence system; and no trilateral military alliance with Japan and the US. Apologists for these concessions argue that they are meaningless gestures, as South Korea has no need for a further THAAD system—it is developing its own missile-defence capabilities and a tripartite alliance with Japan and the US has never been a realistic option, given the ongoing tensions with Japan. But from China’s perspective, South Korea’s haste to appease it clearly shows its ability to influence the international relations and behaviour of its neighbours, even historically strong US allies.

South Korea is not alone in suffering from China’s willingness to use its scale to achieve its international geopolitical objectives. Singapore’s attempts to balance its relationships with both global superpowers, while demonstrating its own geopolitical independence, led to tensions with China, exacerbated by the city-state’s initial position with respect to China’s land reclamation efforts in the South China Sea. Similarly, the rise of increasingly provocative anti-China rhetoric in Australia has resulted in China imposing higher tariffs on non-essential imports from the smaller partner. In particular, the hegemon appeared to respond to Australia’s calls in early 2020 for an independent international investigation into the origins of COVID-19 by imposing higher tariffs and selective import bans on Australian barley and beef.21 It also urged its tourists and students considering visiting or studying in Australia to “evaluate the risks involved and exercise caution”.22 China may claim that its actions against Australia were based on technical justifications, including breaches of agreed regulatory requirements and anti-dumping controls. But the timing of these moves so soon after Australia had called for an independent COVID-19 investigation can only really be seen as an attempt by China to use trade as a mechanism to signal its displeasure and to assert its power over its smaller neighbour.

China has also used its scale and increasing economic influence to further isolate Taiwan within the international community. The number of countries that recognise Taiwan as a separate sovereign state is already pitifully small, and yet China continues to work hard to erode this number further with the promise of stronger economic ties and support, especially in terms of infrastructure and other investments. Even corporates are now subject to coercion to advance China’s Taiwan strategy. Companies that previously identified the island as a separate entity, as many airlines used to do as well as several consumer and hotel chains, have all come under sustained pressure to explicitly define Taiwan as an integral part of China.23 However it be defined, China’s willingness to use “chequebook diplomacy” or “economic coercion” against both countries and corporates to advance its long-term geopolitical goals, especially with respect to Taiwan, is all too apparent.

For China’s regional neighbours, its actions and intent are increasingly very clear: do what we want or there will be punitive economic consequences. But these recent developments are only the beginning of this trend. Over the coming decades, China’s ability to bully its smaller neighbours into effective subservience will only grow as its relative economic scale increases, its markets become ever more important as an export destination and as it invests substantial sums in its military capabilities. These economic and financial trends are now so inevitable that it is perhaps unsurprising that multiple countries have sought to strengthen their relationships with China. Several of its neighbours have already willingly courted and permitted an expansion of its regional influence, driven by a desire to be seen as more closely aligned with the regional hegemon. China’s relationships with Cambodia and Laos are particularly strong, a consequence of history; but even the Philippines, a US treaty partner and one of China’s main adversaries in the recent South China Sea diplomatic dispute, has significantly softened its stance towards the regional hegemon at the relative expense of its long-standing relationship with the US. It is true that all these countries may have their own motivations for such a realignment, but the regional trend is very apparent: in an evolving asymmetric relationship, it is better to be friends with the dominant country than rely on rapidly waning and increasingly uncertain historic friendships.

China’s ability to use its economic power for its broader strategic objectives is not limited to its regional neighbours. Its growing international confidence means that it has already indicated a willingness to use its expanding scale and power in the international community to achieve broader geopolitical targets—especially as smaller Asian countries align themselves to China’s wishes. It has used its increasing power to influence international agreements or to simply ignore any such arrangements if they do not align with its objectives. The final wording of the 2015 Paris Climate Change Accord, for example, was to a large extent driven by China’s leadership role in ensuring that measures to limit climate change did not punitively impact economic growth for developing countries.24 At the other extreme, it simply ignored the 2016 ruling by the Permanent Court of Arbitration that China’s claims in the South China Sea are without legal foundation. China has also moved to establish new international institutions and frameworks, for example the Asian Infrastructure Investment Bank (AIIB), the New Development Bank (NDB) and the RCEP, to ensure a leadership position—especially when it believes the existing, often Western-defined, multilateral structures do not appropriately reflect its relative global importance.

Reflecting this new status, China is also becoming more assertive with countries outside Asia, as the UK discovered in 2019 when it announced plans to send an aircraft carrier into the South China Sea and establish a new military base in Southeast Asia. Similarly, France was the recipient of Beijing’s displeasure when it sent two warships through the Taiwan Strait in April 2019. Given these developments, any support the smaller Asian countries may have expected to receive from the non-Asian powers in a potential dispute with China is clearly at risk. It is, for example, increasingly unrealistic for Singapore and Malaysia to expect support from the UK and/or Australia under the Five Powers Defence Arrangements, when both the UK and Australia are increasingly influenced by their relationships with China. Australia, for example, now sends nearly 40% of its exports to China, while the UK has identified the country as an important economic partner in its post-European Union future.

It can, of course, be argued that all the other non-US international powers are becoming irrelevant at the global level. The “old” European powers can make agreements and commitments, but they are as vulnerable to China’s pressure and influence as the countries they pledge to support. Long gone are the days when European countries had any real influence over China, either through economic power or military threats. The only country representing a real strategic counterweight is the US. But the additional complication for Asia is the increasing uncertainty as to US strategy, intent and commitment in the face of an influential and interventionist China. This may seem somewhat at odds given the anti-China rhetoric over recent years from the Trump administration, but the current and increasingly embedded “America First” foreign policy doctrine poses significant long-term risks for the entire region.

America’s counterweight

Since the accession of the Trump administration, some of America’s strongest allies in the region have found themselves on the wrong side of its increasingly nationalistic approach towards international relations. The last few years, for example, have been particularly difficult for South Korean–US relations: Trump viewed the previously agreed South Korea–US Free Trade Agreement as unfair and drove a renegotiation of the terms under threat of termination; forced a significant cut in South Korea’s steel exports to the US; replaced the annual South Korean–US large-scale military exercises with a far smaller undertaking; left the US ambassador to South Korea post unfilled for nearly 18 months from early 2017; and complained about the costs of maintaining the US military in the country. An additional twist to an already difficult relationship was Trump’s criticism of South Korea for not paying for the THAAD system, despite the economic costs the country incurred as a result of its deployment.25

South Korea is not alone in having to redefine its relationship with its historical ally. The entire region is adjusting to the new American foreign policy approach. Lee Hsien Loong, the Singapore prime minister, highlighted this challenge in 2018 when he warned at the 21st ASEAN Plus Three Summit (ASEAN plus China, Japan and South Korea) that the region may need to choose at some stage between China and the US.26 Similarly, Jacinda Ardern, the New Zealand prime minister, expressed concerns in July 2019 about the US’s “declining interest in the Pacific”.27 Rodrigo Duterte, the president of the Philippines, went even as far as to suggest in April 2019 that his country could no longer rely on its ally to come to its aid in any dispute with China, despite the Mutual Defence Treaty between the two countries.28

These concerns are not just a function of an ascendent China but also growing fears across Asia that either the US will become more inward looking, given its current policy framework and slowly withdraw support, allowing China to more quickly achieve regional dominance; or that the US will prioritise its longer-term relationship with China over existing historic partnerships. This emerging sense of insecurity reflects fears that the importance of the US–China relationship, however it develops, along with the region’s geographical realities and evolving balances of power, will result in the erosion of the US’s willingness or ability to be the regional counterweight to China. In fact, while more hawkish American commentators talk about the need for the US to respond more forcefully to China’s rise, as reflected in Obama’s “Pivot to Asia” and Trump’s National Security Strategy, it appears to many observers that the US’s transactional and antagonistic approach towards its bilateral relations will undermine the degree to which it is prepared and able to act as a counterweight to China’s growing influence.

To a very large extent, these concerns are understandable. The economic costs, or perhaps more appropriately, the economic risks incurred by the US in supporting smaller Asian countries, will become ever larger over the long-term, especially as they embark on their period of relative economic decline versus China. Given these risks and costs, it is naïve to believe that the US will always prioritise Asia’s smaller economies over its broader longer-term relationship with China or its own self-interest. For all the discussion about increased tensions between the two superpowers, the US’s relationship with China is far more important to it economically than its relationships with the smaller Asian countries. This is reflected in Asia’s trade flows with the US. Although there is substantial focus on the US’s trade deficit with China, the Asian superpower is the third largest end-market for American goods after Canada and Mexico, and is now substantially more important to US exporters than Japan, South Korea or the entire ASEAN region.29

It is true the current US–China tensions have impacted the two countries’ bilateral trade flows. US imports from China fell 11% between 2017 and 2019, while US exports to China compressed an even larger 18% over the same period.30 As a result, China accounted for just 10% of total 2019 US trade compared to 12% in 2017. Despite this decline, however, China is far more important to American traders than Japan, the US’s second largest trading partner in the region, which accounted for just 4% of total US trade in 2019.31 Furthermore, it is entirely possible that this decline is just a temporary blip in the two countries’ longer-term trade relationship. As China maintains its growth trajectory and transitions to a greater emphasis on domestic consumption as a driver of economic growth, it has to be presumed that trade between the two countries will grow over the longer-term. The current US-initiated trade disputes may be creating some near-term instability, but they appear to be driven more by a desire to balance the nature of the trading relationship by increasing American access to China’s markets rather than as part of a broader anti-China containment strategy.

The problem for the rest of Asia is that the US’s attempts to persuade China to buy more American products reflected the Trump administration’s animosity towards any country running a bilateral trade surplus with it.32 Both Japan and South Korea have already agreed to new trade deals under threat of more punitive tariff regimes, while the US has also selectively increased tariffs on Indian products in an attempt to improve market access and reduce the trade deficit it runs with the South Asian country. Even Vietnam, which has been widely cited as a potential winner of the China–US trade tensions, attracted Trump’s ire with his June 2019 comment that, “A lot of companies are moving to Vietnam but Vietnam takes advantage of us even worse than China.”33

This level of US animosity towards any country running a trade surplus with it has profound long-term implications for the region. It fundamentally undermines the export-led development strategies so widely adopted across Asia and risks embedding the current economic hierarchies. The US’s focus on balancing its trading relationship with China also presents a longer-term problem for the smaller Asian countries, lest it results in their exports to China being replaced by US substitutes. But more fundamentally, the US’s current transactional and “America First” approach to trade and foreign policy substantially erodes the region’s trust in the future sustainability of long-standing partnerships and frameworks. This is especially so, as it is unclear that a change in the colour of US administration will significantly alter the overall direction of American policy. Future rhetoric may be less strident, but the use of trade policies to advance and achieve domestic outcomes is likely to become a more entrenched component of US foreign policy, to the long-term detriment of Asia.

At the same time, the US’s ability to use its military superiority to over-awe China on behalf of its Asian allies is rapidly fading, given the substantial improvements in Chinese hard power capabilities over the last two decades. The People’s Liberation Army (PLA) now represents a potent competitive risk to the US military in the region. Consequently, the days of US gunboat diplomacy to keep China in check, or in more practical terms, sailing aircraft carriers through the Taiwan Strait or in the South China Sea with apparent impunity, have either already disappeared or will soon be gone.34 China’s rapid expansion of its military capabilities has been pursued with the sole objective of significantly eroding and displacing the US presence across East Asia. This is particularly important for China, as the vast majority of Asian countries are nothing more than military minnows without the defensive cloak provided by the US. After decades of chronic underinvestment in their militaries, many Asian countries are now effectively unable to defend their territorial boundaries, or even counter internal insurgencies, without American assistance.

While the Western powers may protest at China’s assertive military posturing, the hegemon’s objective of displacing geopolitical competitors from the west Pacific is comparable to the US’s Monroe Doctrine, which sought to exclude the European powers from the Americas.35 From the Chinese standpoint, therefore, such protests are hypocritical. But from its neighbours’ perspective, should China successfully reduce the US’s ability to exert force in East and Southeast Asia or should the US simply decide the potential cost of meeting China’s military expansion is simply too great, then they will lose this protective shield and be fully exposed to the region’s changing balance of power. Any residual notion of independence from China’s encroaching influence will be lost, especially as many Asian countries have entered a period of relative military stagnation, even while China’s offensive capabilities have been developed.

The rapidly evolving China-US dynamic and the risk that either China displaces its geostrategic competitor from the west Pacific or the US decides to focus primarily on its China relationship at the expense of historic partnerships, create a substantial strategic dilemma for countries which are reliant on US support to counter China. They can either continue to rely on a long-standing partner whose apparent commitment to the relationship is weakening, and risk antagonising the regional hegemon; or choose to realign towards China and its rapidly increasing wealth, but risk becoming nothing more than geopolitical and economic puppets. Consequently, many Asian countries are caught in a world of geopolitical uncertainty: unsure as to how they should respond to China, and meandering between a desire to be a closer partner to Asia’s economic powerhouse and a fear of the regional hegemon’s potential behaviour.


Super-scale competitor


But there is an additional economic dynamic developing which is problematic for China’s neighbours. Even if China was nonbelligerent, non-interventionist and sought to develop economic linkages for the mutual benefit of the entire region, its scale threatens the future outlook for its neighbours’ companies, industries and, therefore, economies. The region is seeing the emergence of an economic asymmetry which, though already enormous, will only continue to widen. At more than $14 trillion, China’s Gross Domestic Product (GDP) is already almost as large as the rest of East and Southeast Asia combined, and this asymmetry will only continue to grow. Prior to the COVID-19 pandemic, for example, the International Monetary Fund (IMF) forecasted that China would continue to increase its share of total Asian GDP as it added another $7 trillion to its economy over the next five years.36 While COVID-19 has complicated forward economic assessments, the IMF still expects China to grow faster than its East and Southeast Asian neighbours over 2020 and 2021, and this outperformance will further entrench its relative economic regional might.37

The problem for the rest of Asia is that China’s economic scale will give its industries and companies substantial competitive advantages in terms of capital availability, research and development (R&D) potential and outcomes, unit cost efficiencies, technological innovation and the domestic demand to support all sectors and sub-sectors, no matter how niche or specialised. These are advantages that competing non-Chinese companies will simply never have, especially when overlaid with China’s pro-nationalist industrial policies. As a result, the region’s industrial sectors will become dominated by Chinese corporations, simply as a result of their inherent competitive advantages. This in turn will threaten the large-scale geographic transfer of economic activity across Asia as Chinese firms displace their regional competitors. This process will result in the concentration of multiple industries within China, especially those higher-order manufacturing and service sectors that are critical to driving long-term economic growth and underpinning higher levels of prosperity. Furthermore, this trend will increase the region’s dependency on China as the primary supplier of many products and services, with subsequent associated geopolitical risks.

This trend is being encouraged by China’s assertive industrial policies. It is determined to dominate the region’s industrial sectors and sees its relative market size as a core component of that process. It initially used the promise of market access to secure much needed technological transfers and accelerate its industrial development, but more recently has reversed earlier policies designed to promote domestic competition to instead create super-scale “national champions”. The country has embarked on a comprehensive consolidation programme across its state-owned enterprises (SOEs) with the intention of creating super-scale companies that are capable of both preventing foreign competitors from successfully accessing the domestic market while also being able to use their unmatched scale to win internationally.

A notable example of this was the 2015 creation of CRRC Corporation, the world’s largest train manufacturer, through the merger of two smaller state-owned companies. CRRC now dwarfs its global competitors. Its near 170,000 employees generated $32 billion of revenues in 2019, more than the combined revenues of the next five largest global players in the sector. It is investing aggressively in new products and technologies, having spent nearly $2 billion on R&D in 2018; builds trains capable of 350 km/h speeds for China’s high-speed rail network; and now delivers its products into higher-end/more developed markets, including New Zealand, Australia and the US, against competition from the established Western train manufacturers. The emergence of CRRC has been disruptive to many domestic railway industries. The Australian railway manufacturing industry, for example, has suffered large-scale displacement as a result of CRRC imports, while Alstom and Siemens, Europe’s two largest rolling stock manufacturers, cited Chinese competition as a primary driver of their proposed, but subsequently blocked, merger.38

But CRRC is not alone in emerging as a Chinese global behemoth in its particular sector. China’s shipbuilding industry is already the world’s largest in terms of order volumes and reflecting its status as a strategic industry, has been aggressively supported by various industrial policies, including production and investment subsidies. In 2019, the government merged its two leading shipbuilders (China State Shipbuilding Corp and China Shipbuilding Industry Corp) into a single entity that accounted for 21% of all global shipbuilding orders at time of merger.39 Similarly, China Energy Investment Group, the world’s largest power utility, was created in 2017 through a restructuring of China Guodian Corp and Shenhua Group, while the long-discussed potential merger of ChinaChem and SinoChem would create a global chemical giant substantially larger than any other international peer.

While the above examples were the result of government-led consolidations of SOEs to create global giants and highly effective regional competitors, there is also the natural emergence of super-scale Chinese companies across multiple industries that are becoming more visible internationally. Yutong Bus is now the world’s largest bus manufacturer, despite only starting production in 1993, with its vehicles now on the streets of Southeast Asia, Europe and South America. The international market for harbour cranes is now dominated by Shanghai Zhenhua Heavy Industries, which even provided the crane used to build the new British aircraft carriers, while Wanxiang is now the primary global supplier for numerous auto components and Haier is now the world’s largest white-goods producer. Even when Chinese manufacturing companies are not necessarily the largest in their global sector, they are increasingly active internationally. The Zhejiang Geely group sold 2.2 million cars in 2019, despite launching car production only in 1998, and now owns Volvo Cars (the Swedish car manufacturer), Lotus Cars (the British sports-car maker) and the London Vehicle Company (previously the London Taxi Company), with a significant stake in Malaysia’s Proton Cars and a growing partnership with Daimler, the German automotive group.

This trend is, however, not just specific to the manufacturing sector. China’s super-scale financial and property companies are also increasingly visible across the region and impacting long-standing industrial dynamics. Industrial and Commercial Bank of China (ICBC), China’s largest bank, reported $306 billion in foreign Asia-Pacific assets in 2019, making its non-China Asian operations one of the region’s largest lenders on a standalone basis.40 It is now financing projects across multiple markets, in direct competition with the local lenders. In insurance, Ping An is emerging as an Asian heavyweight as it uses its technological leadership to develop a regional footprint and displace smaller local insurers. China’s property developers are also increasingly active across the region through the acquisition of land banks and their subsequent development. Country Garden, one of China’s largest property developers, is most visible within Southeast Asia through its enormous Forest City project in Johor, Malaysia; but numerous other Chinese real estate companies are now active across the region and internationally.

It is, however, the advances of Chinese technology companies that has created most unease globally. Huawei, for example, is now the undisputed telecom equipment provider and innovator, with ZTE not far behind. Supported by home advantage in the world’s largest telecoms equipment market (China Mobile alone spent approximately $24 billion in 2019 on new telecoms equipment and networks, with a further $26 billion planned in 2020) and benefiting from aggressive industrial policies and government support, its Western competitors have been simply unable to resist its rapid rise. Huawei was not even a top 10 telecom equipment company by revenues in 2000—a list then dominated by European and North American companies. In fact, what is slightly ironic about the current US focus on constraining Huawei’s growth is that America once had competitors to the company, but through a lack of customer demand and policy support, they have all nearly disappeared.

Huawei may be the highest-profile example of a Chinese technology company emerging from relative obscurity to super-scale status in a relatively short period time, but it is not alone. Across every technological sector and sub-sector, Chinese firms are in the ascendency. Three of the world’s five largest handset manufacturers are now Chinese, including Oppo and Xiaomi, which only started operations in 2004 and 2010 respectively. Lenovo is the world’s largest producer of laptops, DJI is the world’s leading commercial drone manufacturer and Hikvision is the world-leading provider of video surveillance, with buyers including Western security forces. Outside the technology hardware sectors, Alibaba and JD.com are the world’s biggest e-commerce companies and are both rapidly expanding their non-China revenues, while Tencent operates the world’s largest messaging platform.

These super-scale and internationally competitive companies represent a significant threat to their smaller regional competitors. The scale of China’s markets and the country’s ongoing preference for domestic suppliers give its corporates substantial and non-replicable competitive advantages against their smaller regional competitors. Not only do such super-scale companies make it more difficult for foreign companies to access China’s buyers, but they are also a potent competitive force in international exports, as reflected in their ability to displace foreign competitors from their own domestic markets.

China’s super-scale companies are also a core component of its efforts to reverse its historic dependency on foreign technologies. Reflecting its broader nationalistic and geopolitical objectives, China’s current industrial policy is defined by the primary objective of establishing itself as the global owner and supplier of strategic technologies and intellectual property. In the same way that China was historically dependent on foreign technologies, it now wants the world to become reliant on it. In its pursuit of this objective, it is aggressively building indigenous technological capabilities and leadership across multiple industries through large-scale domestic R&D. Chinese entities now report the largest number of patent applications and grants by a substantial margin. China reported nearly half of all patent applications in 2018, of which the vast majority were by Chinese entities.41 Not all applications are granted, but Chinese entities secured more patent grants than US applicants for the first time in 2015 and have maintained this position ever since.42

Overwhelming buying power

China’s transformation into a leading technological innovator has been rapid and its innovation efforts now dwarf those of its neighbours. Nor is this just a function of absolute size. It records the second highest number of patent applications relative to GDP on a global basis, with only South Korea performing better.43 For a country that only a decade earlier was widely seen as a copier—often illegally—of international products and intellectual property, China’s newfound leadership of Asia’s technological innovation efforts is dramatic. It is imposing itself as the region’s primary source of new technologies, products and services.

But when it cannot originate new technologies indigenously, China buys it. Chinese companies have been and still are, busy acquiring assets across the world to secure new IP, capabilities and technologies. Europe has been a particular focus of these efforts. It is estimated Chinese companies have spent more than $180 billion in Europe since 2010, either through acquisitions or new greenfield investments, with the majority ($101 billion) accounted for by SOEs.44 Many of these investments have been focused on accessing specific new technologies to accelerate the acquirer’s relative competitiveness. Although there is often significant focus on the larger transactions, including Geely’s acquisition of Volvo Cars or Weichai Power’s investment in Kion, the majority of European investments by Chinese corporates have been relatively small in scale and targeted at specific required technologies.

This strategy of buying needed technologies, expertise and intellectual property has raised substantial concerns within Europe and the US. It is not just that there are significant uncertainties over China’s longer-term motivations, but also that there are genuine fears that these acquisitions will further enhance the competitiveness of Chinese corporates to the detriment of their American and European competitors. These fears have resulted in the increased regulation, scrutiny and oversight of such Chinese acquisitions on both continents. But while Europe and the US have the scale and confidence to pushback and control the behaviour of China’s aggressive super-scale companies, the majority of its regional neighbours do not have such strong positions. As such, China’s industrial strategy and its super-scale, globally-competitive and technologically-leading companies represent a long-term threat to many of its regional neighbours.

China’s aggressive industrialisation is a particular threat to those neighbours that have positioned themselves as innovation-led, export-orientated economies: Japan, South Korea and Taiwan. The development of Chinese corporates as strong international competitors across many advanced manufacturing sectors will create numerous problematic dynamics for these countries and their economic strategies. Not only will China’s industrial development reduce its longer-term demand for their products, but the country’s rapid shift into the more advanced manufacturing sectors will result in Chinese companies displacing regional competitors from international export markets. Countries with significant exposure to specific companies or sectors—such as South Korea and its shipbuilding, car manufacturing and technology sectors, or Taiwan and its semiconductor industry—face structural attrition and the long-term loss of entire industrial ecosystems as a result of China’s rise.

The region is seeing the geographical concentration of many manufacturing and service sectors within China—a function of the country’s continued growth and market size, as well as the displacement of regional competitors by Chinese corporates. Both Taiwan and Hong Kong have already experienced the large-scale migration of industrial activity into the mainland over the last two decades, but the region’s other more advanced economies will also suffer from this long-term dynamic, given the substantial competitive advantages China’s scale provides its corporates. The challenge for these countries will be how to reallocate the capital and other factors of production made redundant as a result of these geographical shifts to other productive activities, especially given China’s expected dominance across the vast majority of manufacturing and service sectors. Asia’s more developed economies, therefore, are facing an unprecedented industrial shock from which it may be difficult to recover.

But China’s industrial rise also creates profound long-term problems for Asia’s emerging economies, especially those in Southeast Asia. The general presumption is that as Chinese income levels increase, lower-margin manufacturing will be displaced into the region—for example, textile production to Cambodia and Vietnam. But this presumption overlooks the productivity benefits provided by China’s scale and the substantial internal cost variations that still exist within the country. Both these advantages will allow China to maintain long-term relative competitiveness across many manufacturing sectors, including lower-margin activities. Some internationally-orientated, low-margin manufacturing may be relocated to the region’s less developed countries to avoid higher trade tariffs; but any such moves will be a very small proportion of China’s total industrial capacity and will not change the general trend of all manufacturing sectors becoming increasingly concentrated within the country’s borders.

China’s industrial dominance across all sectors will prevent the region’s less developed countries from developing their own industries, especially the higher-order manufacturing sectors so necessary to sustain long-term economic growth and escape the “middle-income trap”. The risk is that the region’s developing economies will be unable to develop internationally competitive industrial sectors in the face of China’s entrenched competitiveness. They will remain dependent either on industries in which they have a specific international advantage (e.g. natural resources or agricultural products), which are primarily domestic in orientation (e.g. retail and light industry) or which are designed to serve Chinese demand (e.g. tourism). Such an outcome, however, will embed Asia’s industrial and economic hierarchy, with China dominant at the top and the other emerging economies struggling to break out of the vicious cycle of lower productivity, resulting in reduced long-term growth potential.

Many governments across the region are not blind to this industrial dynamic. China’s growth over the last three decades has already placed significant stress on the region’s various economic development models and many of its neighbours are having to adjust to the new environment. There is a particular focus on industrial policies to move up the value-chain, and a greater emphasis on innovation-led economic growth. Taiwan, for example, has identified five “pillar” industries (green energy, defence, biotech and pharmaceuticals, smart machinery and the “internet of things”) to support its longer-term economy. But given the scale of China’s efforts and investments in the same industries and its importance as the end-market for the associated products, it is difficult to imagine Taiwan’s companies having a relative competitive advantage in these sectors against their Chinese competitors.

And although there are some legacy competitive advantages in certain industries across the region, there is a risk that these will be rapidly closed through China’s aggressive industrial policies. As such, there is a long-term risk that as the economic asymmetries between China and its neighbours continue to grow and as existing industrial activities across Asia become displaced, the rest of the region will become nothing more than providers of duty free shopping and icecreams to Chinese tourists.

Chinese interventionism

Many of the geopolitical and economic dynamics discussed above reflect China’s deliberate actions, while others are almost accidental consequences of its ongoing growth and relative size. But they are all invariably punitive to the rest of Asia in terms of geopolitical autonomy and relative economic outlook. Those who believe China’s approach towards its neighbours will be one of peaceful coexistence and mutually beneficial economic relationships are simply failing to recognise China’s history and longer-term objectives. This is a country that has always been interventionist, no matter what foreign policy principles it may profess to follow. It may not have been as interventionist as history’s other great powers (for example, the UK, Russia and the US), but this is more a reflection of historic and current relative capabilities rather than a lack of intent. China has always been a deeply nationalistic country, in terms of both foreign and economic policy, with several hundred years of frustrated curtailment to avenge. And while its historic ambitions were often limited by a lack of resources, its rapid economic growth and relative super-scale will give it the future ability to impose its foreign and economic policy objectives on a whim, with any potential resistance rapidly overcome.

It is important to recognise, however, that China’s developing behaviour is not particularly unique. All global powers through history have demonstrated a propensity towards unilateral self-motivated behaviour towards smaller neighbours. Even the larger liberal democracies have behaved this way towards their smaller brethren. The overarching responsibility of every nation-state is to its own population, not those of a foreign country; and if a country is able to use its relative scale for the benefit of its own population, then it will do so. History is littered with such examples whereby larger countries have imposed their will on smaller countries. China will be no different, to the detriment of its regional neighbours.

One argument against this pessimistic outlook for the rest of Asia is that China’s underlying economy is not as strong as it appears. Many commentators highlight the country’s apparent structural flaws, including a high degree of capital misallocation, as reflected in the relatively high debt burden disproportionately carried by SOEs and the apparently limited funding available to the country’s private sector. This, they argue, will constrain its future growth. If China’s developmental trajectory was thrown off-track, then this would limit the extent to which it could impose itself on the region, especially if it was forced to commit more resources to resolving its own internal failings.

But those willing China to collapse, and thereby restore the region’s historic balances, will be disappointed. China’s economic momentum is now firmly established. It is possible to debate the general rate of future growth, and there will certainly be periods when China’s economic growth decelerates or temporarily reverses. But its growth over the last 30 years has established a dynamic, complex economy transitioning rapidly towards private sector growth from legacy SOEs and towards a domestic, consumption-driven model away from export-led development. This is driving capital reallocation, which will support longer-term growth through better productivity gains and investment returns. As such, any thoughts of a Chinese economic collapse are pure wishful thinking.

In fact, the real longer-term economic risks within Asia are not to be found in China, but across the region. Countries such as Japan, South Korea and Taiwan are having to confront an emerging aggressive industrial competitor and dominant regional hegemon while dealing with negative demographics, high debt levels, their own capital misallocations and a significant scale disadvantage. At the same time, many Southeast Asian countries are suffering the consequences of underinvestment in education and infrastructure—which is a significant drag on future growth—and a failure to develop long-term, sustainable economic development models.

Perversely, therefore, the vast majority of the region needs the emergent hegemon’s support for their future prosperity—whether as a destination for exports or as a source of much needed investment capital. At the same time, however, the underlying economic weaknesses across many Asian countries substantially constrain their ability to respond to China’s newfound capabilities, either in terms of its significant military enhancements or large-scale industrial R&D. Asian countries cannot match China’s momentum and will, therefore, lose all the various competitions with the regional hegemon, as seen in the contrast between the rapid modernisation of the PLA versus the widespread military stagnation across much of Asia. Unfortunately for the other Asian countries, being economically dependent on, and militarily weaker than the regional hegemon, will result in the unavoidable transfer of power to China. Given China’s ascension to regional hegemon and global power status and its broader geostrategic and economic objectives, this transfer of power will be punitive for Asia over the long-term. China’s rise will be Asia’s decline.




Chapter 2

China’s Assertive Foreign Policy


China’s rapid ascendency to regional hegemon and global superpower is reflected in its increasingly assertive foreign policy.45 Optimists argue that China’s approach towards its international relationships will be benign and non-interventionist—a continuation of the Five Principles of Peaceful Coexistence (the “Principles”) which have historically acted as the basis for its foreign policy. They point to the multitude of comments by Chinese leaders, including Xi Jinping, that China will never seek expansion or hegemony and is dedicated to peace, as evidence that its rise will be non-problematic.46 This reflects a consistent theme within China’s foreign policy narrative that its ascendency will be “peaceful” based on “mutual trust, mutual benefit, equality and cooperation” as it establishes, in the words of the then Premier Wen Jiabao, a “new security concept” for the region.47



But such optimists overlook the inevitably of certain trends. First, there is a widening disconnect between China’s words and subsequent actions: the country may claim to be on a peaceful ascendency, but its actions increasingly do not reflect such a trajectory; second, the underlying idea within the country that it is on a path to regain its rightful place as the regional hegemon and global superpower—a position it previously lost through internal neglect and external constraints; third, a belief that its international role had been constrained by its own limited capabilities versus the Western powers, especially the US, and that an investment in new capabilities will allow it to assert itself internationally; fourth, China sees itself in a “great power competition” with the ultimate objective of excluding the US from East Asia and establishing itself as the regional hegemon; and finally, the unfortunate truth that larger countries have always demonstrated a historic tendency to intervene either directly or indirectly in the affairs of their smaller neighbours to advance their own national interests.

The “Principles”

The underlying basis of China’s foreign policy remains the Five Principles of Peaceful Coexistence. These are: mutual respect for sovereignty and territorial integrity; mutual non-aggression; mutual non-interference in other countries’ internal affairs; equality and mutual benefit; and peaceful coexistence. They were first defined in the early 1950s as the basis of a treaty between China and India (the “Agreement between the Republic of India and the People’s Republic of China on trade and intercourse between Tibet region of China and India”), but were formalised in 1982 as the basis of China’s foreign policy in the Constitution of the People’s Republic of China.48

The Principles served two purposes when initially defined. First, they sought to differentiate China’s approach as distinct and independent from the post-World War II Western-centric structures and approaches, and to present a non-confrontational basis for its foreign policy. This was particularly necessary if it was to develop positive relationships with its smaller and more vulnerable neighbours, many of which viewed the rise of communism with trepidation and had existing strong relationships with the anti-communist Western powers, especially the US. The risk for China in the early decades of rule by the Chinese Communist Party was that an aggressive foreign policy would have forced many of the region’s smaller countries more firmly into the arms of its potential enemies and geopolitical competitors. By presenting itself as a peaceful, non-interventionist and inward-looking country, China sought to reduce any potential tensions with its neighbours and ensure its survival.

This leads to the second, and perhaps more important, purpose of the Principles, which was to protect the nascent People’s Republic of China (PRC) from external forces opposed in principle to the rise of communism (the US and its allies), or subsequently, China’s specific form of communism (the USSR). The focus on sovereignty and non-intervention in a country’s internal affairs reflected China’s then insecurities. Given the weak position of the PRC immediately subsequent to the civil war, China needed a framework to reduce external threats, especially the risk that Western powers would seek to undermine the embryonic PRC.49 The US presence in the region was a particular concern at the time. Although China had successfully defended its North Korean ally from defeat by the US-led United Nations force in the Korean War (1950–53), the ill-judged North Korean invasion had resulted in a substantial US presence less than 1,000 kilometres from Beijing. When considered alongside the active US support for Taiwan through the 1954 mutual defence treaty, as demonstrated in the Taiwan Strait crises of 1954–55 and 1958, the large-scale and close presence of its most feared international and ideological competitor represented an existential threat to the relatively fragile new regime, which the Principles sought to address.

Even when China had become more secure in its own viability, both in terms of the security of communist party rule and the integrity of its territorial borders, it experienced difficult relationships with the then global superpowers. The 1960s were dominated by China’s large-scale overt support of communist North Vietnam during its war with South Vietnam and its US ally, and the declining partnership with the USSR (the Sino-Soviet split), which culminated in the 1969 crisis.50 In fact, by the end of the 1960s, China was isolated internationally. Throughout the 1950s and 1960s, therefore, China saw itself as beset by belligerent competitors seeking to contain it and against which it had limited resources to respond. Positioning itself as a vocal proponent of national sovereignty, non-aggression and non-intervention through the application of the Principles gave the PRC a degree of moral leadership and international protection, and invited support from other countries peripheral to the US–USSR power struggle.

Given the above two factors, the Principles were defined to defend China’s own interests. They are not an altruistic framework reflecting the PRC’s generosity to its foreign counterparts, but are the product of the circumstances and needs faced by China at a specific time. This more cynical interpretation of the Principles is supported by the fact that the strength of China’s apparent commitment to them has ebbed and flowed since their introduction, depending on changes in its foreign policy objectives.

This is reflected in China’s willingness to use force when needed. It fought a 1962 border conflict with India (a slightly ironic choice of adversary, given the Principles were first formalised in the 1954 Treaty between the two countries);51 engaged in hostilities with the Soviet Union in 1969; supported North Vietnam in its war against South Vietnam and the US through to the North’s victory in 1975; allied with the Khmer Rouge in the Cambodian civil war; and attacked Vietnam in 1979 in response to its 1978 invasion of Cambodia. Admittedly China has not engaged in direct hostilities since 1979, but it is difficult to argue that the above actions align with the letter or intent of the Principles. It appears that mutual non-aggression is something to be overlooked when the salt plains of Aksai Chin are at stake or a neighbouring country’s choice of international allies runs contrary to China’s own geostrategic interests and objectives.

So while the Principles are still presented as the basis of China’s foreign policy, the issue for the rest of Asia is whether they provide a predictable construct from which to assess the county’s potential international behaviour, or if they are simply a façade providing China with the flexibility to behave as it wishes with its own national interests taking priority.

An additional complication is the importance of history in defining China’s approach towards foreign policy. It is emerging as a global superpower with a significant past of often difficult relationships with external powers, including Japan, Russia, the UK and the US.52 Although China was never colonised, there remains a deep-rooted sense within the country that its earlier primacy was constrained by a combination of internal neglect and external influences. It is also a widely held view that China was humiliated on the international stage during the 19th and 20th centuries, lost its rightful global stature and now faces global competitors which have demonstrated a historic determination to contain its influence and status. This is a very powerful component of China’s sense of national identity, which now influences its foreign policy. The central feature of Xi Jinping’s China Dream is the desire to re-establish the country’s global prominence, not just in terms of economic power but also geopolitically.53 This aspiration could have been dismissed as hyperbole a few decades ago—the fantasy of a third-world country that struggled to feed its own population, let alone dominate the world. But China’s approach towards foreign policy is evolving with its development from a reclusive and relatively poor country, fearful of its own sustainability and wary of external forces, to a confident and assertive regional hegemon and emerging global superpower.

It is this transition that poses challenges for the rest of Asia and raises questions as to how to react, especially given the inherent geopolitical problems of being a small country next to a giant. China may seek to reassure its neighbours by iterating the role and importance of the Principles, but they are in fact unlikely to be the basis for its longer-term foreign policy framework. Even if they are maintained as the official framework of the country’s foreign policy, China’s definition of what is permissible will become increasingly flexible, given the convergence of various issues.

The first issue is that the world has changed materially since the Principles were agreed, especially in terms of China’s relative size, status and role. As China evolves into one of the two global economic and military superpowers, its national interests have changed materially. Its priorities lie no longer in managing external threats to its viability or sovereignty, but in mitigating international risks to its longer-term prosperity and status. No matter how much China decries the notion of hegemony or insists that it will remain non-interventionist and peaceful in orientation, as it becomes more involved in the international economy—and it is already the world’s largest trading nation—its need to protect trade routes, strategic imports and international investments will result in larger international responsibilities and a greater tendency to intervention, in contradiction to the Principles.54 History has demonstrated how foreign policy tends to be driven by economics, and China is already moving in this direction. This is seen in the transition of its military from a large national defensive force to a smaller but more powerful organisation capable of undertaking sustained operations on an international basis, as well as the establishment of overseas military bases, including the “String of Pearls” discussed subsequently.55 There would be no need for this military strategic reach if China did not foresee the need for potential global intervention beyond its boundaries.

The second issue is that China has already demonstrated that its commitment to the Principles can be selective, depending on its broader national and international objectives, as well as its own sense of national security. It has willingly reinterpreted its foreign policy framework as required, by becoming more defensive when feeling threatened and more assertive when increasingly confident of its relative status. Its adherence to the Principles has also become blurred when the definition of what is a domestic issue versus an international one becomes subject to debate. China, for example, sees the South China Sea as within its domestic remit, despite the fact that most other countries do not.56 It can state with conviction, therefore, that its actions in the South China Sea are perfectly consistent with the Principles. In fact, in a perverse twist, it has argued that other countries are the ones in breach of the Principles when it comes to the South China Sea, by intervening in China’s domestic affairs.57 It is the same with Taiwan, which China sees as purely an internal matter. Nor do the Principles stop China using force when it considers it appropriate. China’s 1979 attack on Vietnam, for example, would appear to run contrary to the Principles. China may claim the incursion was justified by Vietnam’s earlier invasion of Cambodia, but a significant driver of the action was the increasing alignment between Vietnam and the USSR. China interpreted this not just as a Soviet containment strategy, but also a threat to its relative status within the region that had to be addressed. Given these precedents, it may be difficult for the rest of Asia to assume the Principles will provide a degree of predictability with respect to China’s future foreign policy.

The third problem with the Principles, at least for its neighbours, is that they have allowed China’s foreign policy to be defined and executed with little respect for existing international mechanisms and rules. China may emphasise the importance of national sovereignty, but this is partly because it allows the country to focus more on bilateral relations rather than multilateral partnerships. In this regard, China’s international behaviour is comparable to many other great powers through history. All big countries tend towards bilateral rather than multilateral relations given their scale advantages, and China will be no different. This is also a country that struggles to work closely with others in a coordinated manner unless its partners have aligned themselves to its geostrategic objectives. It may offer the pretence of being multilateral in its approach to foreign policy, but it will always be unilateralist in temperament with relationships defined on a bilateral basis. This has already been seen in the South China Sea, where China has ignored all the complaints of its ASEAN neighbours, as well as existing international rules, including the 2002 ASEAN–China Declaration on the Conduct of Parties in the South China Sea and the 2016 ruling by the Permanent Court of Arbitration.58 Admittedly, the 2002 Declaration was signed by China when it was significantly less wealthy with weaker military capabilities; but its establishment of military installations across the South China Sea, despite large-scale international pressure not to do so, is an obvious demonstration of how it will now prioritise its own agenda over international relationships.

China’s recent actions are already demonstrating a divergence from the Principles, especially as it becomes more active internationally. In terms of its immediate geography, for example, it has worked hard at displacing international support for Taiwan, with El Salvador, the Dominican Republic, Panama, Kiribati and the Solomon Islands most recently transferring their diplomatic recognition of “China” from the Republic of China (Taiwan) to the People’s Republic of China. The number of countries still formally recognising Taiwan is rapidly diminishing, but the complete isolation of the island remains a core component of China’s foreign policy and it is more than willing to use economic coercion to displace old loyalties. China argues that Taiwan is a domestic issue, a similar argument it has advanced with respect to the South China Sea, which it claims through historical rights as demarcated by the “nine-dash line”. But what is apparent for its neighbours is that it is willing to use all means available to achieve its geopolitical objectives, whether they are defined as domestic or international in nature.

Expanding infrastructure investments

China’s approach towards Southeast Asia and the various South China Sea disputes also provides an example of its newfound international confidence. The Philippines sought arbitration in 2013 to resolve its disputes with China over “maritime rights and entitlements” in the South China Sea.59 Not only did China refuse to participate in the arbitration process, but it worked hard to muster international support for its position. When the tribunal concluded in favour of the Philippines, China simply ignored the conclusions, aided in part by some of its ASEAN bloc allies. When the ASEAN foreign ministers met with their Chinese counterparts in July 2016 after the Permanent Court of Arbitration’s decision, the resulting South China Sea joint statement completely avoided referencing the various disputes between China and respective ASEAN countries, e.g. the Philippines and Vietnam.60 According to media reports at the time, this was the result of Cambodia, China’s closest ally in the ASEAN bloc, preventing such an inclusion.61 If so, this would not have been the first time that Cambodia came to China’s aid. The ASEAN foreign ministers also failed to issue a closing joint statement from their 2012 summit for the first time in the bloc’s history, allegedly due to China’s influence over Cambodia.62

It is in China’s interests to have a divided ASEAN. The individual Southeast Asian countries are more vulnerable to its influence and coercion than when working in concert. And like many great powers, China has rapidly learnt the effectiveness of bilateral relationships as a means to create division within a broader bloc. Its strengthening relationships with Cambodia, Laos, Malaysia and even the Philippines, therefore, represent a substantial longer-term risk to ASEAN’s collective unity when responding to China’s expanding regional influence (as discussed subsequently in Chapter 8). The potential for a Chinese military base in Cambodia at the heart of Southeast Asia would advance China’s ability to enforce its sphere of influence and shift the regional balance of power further in its favour.63

Across Southeast and South Asia, China is expanding its influence. This is most visible through the Belt & Road Initiative (BRI), which is an enormous Chinese project launched in 2013 to significantly improve the physical infrastructure along its important trade routes, both land and maritime.64 The BRI’s initial focus was on infrastructure to support connectivity and trade through new ports, improved railway networks, larger airports and better-quality roads. But the boundaries of the initiative have expanded in a manner that confuses any definition of its initial scope. This “scope creep” raises questions over the initiative’s actual intent, especially as BRI projects now include a full variety of non-trade related activities, including tourist resorts, international fibre cables, mass transit railway networks and new power plants. It is unclear how many of the BRI projects are actually there to support and promote regional trade, or are simply national infrastructure projects with little direct benefit to China.

China argues the BRI-funded infrastructure investments will create new trade, jobs and growth across the recipient economies. As such, the BRI will distribute the country’s newfound prosperity across the region by promoting and supporting economic growth. It is also about exporting China’s highly successful infrastructure-led economic development model to less developed countries, in competition with other growth strategies. But for China’s neighbours, the scale of the BRI raises three interrelated geopolitical risks.

The first is concern over the financial sustainability of many BRI projects and the role of China as the primary source of funds. The economic viability of infrastructure projects is always notoriously difficult to predict, given the vagaries of building timelines, input costs and longer-term demand. It is very common, therefore, for such projects to incur cost over-runs, suffer from lower-than-expected revenues, and to require subsequent refinancing. But the risk is that such recapitalisations will result in the recipient country becoming more dependent on China’s economic largesse and political influence. In Southeast Asia, for example, Laos and Cambodia are substantially reliant on Chinese financing, a fact which has contributed to the increasing political alignment of the three countries. But other less developed nations will prove just as vulnerable. China is already the largest lender to lower income countries, with estimates that “developing and emerging countries are now much more indebted to China than to all other major creditor governments combined.”65 This is likely to increase under the BRI. The World Bank estimated in 2019 that 28% of BRI countries will “experience increased debt vulnerability as a result of BRI in the medium-term”, while 37% “will experience an increase in their debt-to-GDP ratio as a result of BRI investment and financing.”66

The second BRI-related risk for Asia is that China will end up owning or controlling strategic assets across BRI countries. Many of the associated projects are structured in a manner that gives Chinese entities effective control or ownership. The Kunming–Vientiane railway link in Laos, for example, is 70% funded by China, with the remainder accounted for by the Laotian government, which is in turn funded by Chinese banks.67 This is to all intents and purposes a Chinese asset, especially as the lack of construction and engineering capabilities within Laos means the railway is being built almost entirely by Chinese companies. Similarly, Malaysia’s East Coast Rail Link, connecting the country’s poorer northeastern states with its economic hub in Selangor and the Klang Valley, will be majority funded, built and operated by Chinese banks and companies. This is despite efforts by Mahathir Mohamad, when Malaysian prime minister, to renegotiate the price and terms of the earlier agreed contract. Although this reduced the project’s cost to under $11 billion from $16 billion, it will still be 85% funded by the Chinese Export-Import Bank, while China Communications Construction Company (CCCC) remains the master constructor, with 50% ownership of the operating company.68

Such financing and ownership structures are common across BRI projects. But the risk for any such country relying heavily on China to finance, build and operate such projects is that should things go wrong, it may be able to take full control of the asset or withhold the capabilities to operate the infrastructure. While there have been no examples of such asset seizures to date (despite suggestions to the contrary, Sri Lanka’s Hambantota Port is not such an example), such an outcome is a potential risk for any recipient of China’s apparent generosity.69

The third risk is the extent to which the BRI is a strategic investment by China to strengthen its regional sphere of influence and establish stronger relationships with specific countries. Despite the number of involved countries, BRI investments are geographically concentrated. Russia, Pakistan, Malaysia and Indonesia account for half of planned BRI investments, reflecting the current and potential geostrategic importance of these countries to China.70 The involvement of oil exporting countries in the BRI (for example, Angola, Ecuador, Niger and Venezuela) also underlines the initiative’s geostrategic aspects.

There are also concerns that the BRI projects disguise pseudo-military investments with the aim of establishing infrastructure to support China’s military expansion, as well as developing its own containment strategy against India (the “String of Pearls” theory). This is especially the case given China’s investments in a number of ports which are located in potential geographical choke-points around the Indian Ocean (i.e. Gawdar in Pakistan, Hambantota in Sri Lanka, Chittagong in Bangladesh and Kyaukpyu in Myanmar). Although both China and the host countries deny any such potential for militarisation, it would be naïve to suggest that the BRI-financed and China-controlled ports could never be used for military purposes, especially as China has militarised its South China Sea establishments, despite earlier commitments not to do so.

BRI supporters argue the above concerns are unfounded and that China is simply adhering to the “Principles” by seeking to share the benefits of its wealth with less advantaged countries. But from a pure economic perspective, many of the projects struggle to make sense, at least for China. The investments in Pakistan’s Gawdar port and city, for example, were in part justified by providing faster access from western China and Central Asia to a deep-water port on the Arabian Sea. It is difficult, however, to see significant demand for this route by Chinese traders, given geography. The vast majority of China’s economic activity is in the east of the country and well-served by comprehensive, sophisticated and efficient transportation infrastructures. It is unlikely that Chinese companies, even in the more western cities of Chengdu or Chongqing, would choose Gawdar as a shipping route in or out of China. It is also unlikely that there are large numbers of Chinese traders sitting in either Xinjiang or Tibet, China’s most western provinces, waiting for a faster trading route out of the country.71 As such, it is easy to argue that China’s investments in Pakistan have an ulterior motivation. Whether to provide an alternative trade infrastructure which avoids Southeast Asia (given the scope for tensions in that region), or as a potential base for China’s military, or to ensure a stronger political partnership with Pakistan as part of an India containment strategy, it is easy to conclude that these investments are driven more by geostrategic than commercial factors.

Gawdar is not the sole example of this. Numerous BRI projects would have struggled to secure funding from traditional sources, at least at sustainable financing rates, given their expected low return and high-risk profiles. Many of the BRI recipient countries have historically been marginalised or excluded from traditional funding mechanisms, including from the multilateral development institutions, and China’s efforts have effectively addressed this gap. Only China, for example, was prepared to finance Sri Lanka’s efforts to develop the Hambantota Port. This was despite the initial 2001 feasibility study concluding the port would not be sustainable; while revived plans in 2004 were also rejected due to the weak underlying business model. All these fears were subsequently proved when the port ran into financial difficulties and required Chinese-led refinancing. So although Sri Lanka has gained new port facilities, the question begs to be asked: did China really believe the port’s business plan was viable when it committed to the investment, or were there other geostrategic motivations influencing the decision?

It is difficult to believe that China’s financial professionals lack the capabilities and expertise to assess the risks associated with international infrastructure investments. It is also difficult to believe that there are no domestic projects which would generate better returns for China’s capital, especially given the country’s uneven geographical development and growth potential. It is, therefore, easy to argue that the BRI is not a commercial undertaking nor a single-handed attempt to improve the economic performance of lower-income countries, but a mechanism to achieve broader geostrategic objectives. If so, China is adopting the same approach previously employed by both the US and Japan to improve bilateral relations with Asian countries. It is perhaps no surprise that both the US and Japan have been vocal in their concerns about the BRI as they see their historical financing roles and status being displaced by China.

Japan has historically been the largest investor in regional infrastructure projects across Asia, substantially larger than China. But its leadership is being eroded as the BRI takes effect. In response, therefore, Japan announced the “Partnership for Quality Infrastructure” in 2015, which committed to investing $110 billion in “quality infrastructure investment” over five years (with the implicit suggestion that much of China’s financed investments are in lower-quality projects and highlighting Japan’s competitive advantages in infrastructure technologies).72 This was subsequently followed by the 2016 “Expanded Partnership for Quality Infrastructure”, which increased this investment commitment to $200 billion.73 Japan, therefore, remains a major source of infrastructure investment funds in direct competition with China.

But while this is often presented as an attempt to counter China’s growing influence, a more cynical interpretation is that Japan’s expanded commitment is an effort to protect its own economic and business interests. The “Japan Revitalisation Strategy”, for example, had a specific target of approximately ¥30 trillion (approximately $280 billion) in infrastructure project orders by 2020 (a threefold increase versus 2010), in order to secure export demand for its infrastructure capabilities.74 China’s focus on international infrastructure investment represents a credible long-term threat to this target and Japan’s competitive advantage, technological leadership and export revenues. Given this, Japan’s response could be seen more as an attempt to safeguard its own economic interests than countering China’s increasing regional involvement.

Although investments in physical assets may be the most visible expression of China’s growing regional role, it is expanding its influence in numerous other ways, including the establishment of new multilateral institutions. The Asian Infrastructure Investment Bank (AIIB) was established by China in 2013 in response to its frustrations over the continued American, European and Japanese dominance of the existing multilateral development institutions (e.g. Asian Development Bank, IMF and World Bank). China, for example, has just 6.4% of the Asian Development Bank’s (ADB) subscribed capital compared to the 15.6% allocated to both Japan and the US. Even the European Union (EU) in aggregate has a significantly greater share of the ADB’s subscribed capital and voting power.75 In contrast, China accounts for 30.9% of AIIB’s share base versus India’s 8.7% and Russia’s 6.8%.76 The US and Japan are noticeably absent from the shareholder list, although many of the European powers are involved, including the UK, Germany and France, as well as key US allies within the Asia-Pacific such as Australia, New Zealand, Singapore and South Korea.

The AIIB reflects China’s desire to replace Asia’s legacy frameworks, institutions and rules, defined by the US and its allies, with its own constructs. This is the case across finance, trade and security. China’s regional security construct, for example, the Shanghai Cooperation Organisation (SCO), involves China, Russia, India and Pakistan, as well as Central Asian countries.77 While the SCO’s impact to date has been minimal, it acts as the framework for the expansion of China’s influence into Central Asia. It also provides the basis for a broader regional security framework led by China that excludes the US and its stronger regional allies, especially Japan. This represents a continuation of China’s efforts to marginalise the US and its allies within its sphere of influence. It is no surprise, therefore, that the SCO rejected the US’s application to be an observer in 2005, while China has opposed Japan’s attempts to secure a permanent seat on the United Nations Security Council.

Historical memory

China’s expanding influence and assertiveness is also seen in its increased willingness to dispute territorial boundaries with its regional neighbours. Its arguments with the Philippines and Vietnam over the South China Sea are well documented, but its determination to militarise the sea reflects its newfound confidence. It has now established numerous military establishments across the South China Sea in a blatant contradiction of its earlier commitments, including the 2002 Declaration on the Conduct of Parties in the South China Sea, and despite large-scale international pressure not to do so. It is also using its new military capabilities to adopt a more confrontational stance against Japan as it asserts its claims over the Senkaku or Diaoyu Islands, as termed by Japan and China respectively (these are a cluster of uninhabited islands to the northeast of Taiwan). This includes the establishment of the East China Sea Air Defence Identification Zone and a significant increase in its military activities in the East China Sea and Sea of Japan.78 It has also become more sensitive to foreign navies passing through the Taiwan Strait, which it now describes as “Chinese waters”.79

China may claim that its ascendency will be peaceful and within the framework defined by the Principles, but its actions suggest that it is simply following the precedent established by other global great powers through history, including most recently, the US. There is nothing particularly unique about China’s approach towards foreign policy—it is acting as its asymmetric scale and hegemon status befits. This includes a willingness to use its relative size and power to achieve geopolitical objectives, its reluctance to abide by international laws, and a general preference to define its relations with foreign countries on bilateral rather than multilateral terms. This is raising concerns across Asia. Mahathir was not just speaking for Malaysia when he highlighted his misgivings over “a new version of colonialism” developing across the region.80

This is the risk for the rest of Asia. Like all larger powers surrounded by smaller and weaker countries, China will be able to use its relative scale, influence and capabilities to advance its own interests by intervening either directly or indirectly in the affairs of its regional neighbours. The rights and wrongs of such interventions can always be debated, but such discussions are moot; they are just inherent aspects of big power foreign policy. Although the US and other countries may protest at China’s increasing expansionist and interventionist nature, the Chinese themselves will simply be reminded of Premier Zhou Enlai’s comment that Americans have “no historical memory”.81 For history, including the US’s, has provided China with the framework for its international emergence. The US demonstrated a historical and ongoing willingness to intervene actively in other countries on a global scale to advance its own agendas, interests and policies. Over the last few decades, it has invaded so-called “rogue” countries, used its economic and financial weight as a foreign policy tool, and intervened directly and covertly in the internal politics of target countries. Similarly, Russia has a long history of intervening directly and indirectly in its smaller and weaker neighbours, as most recently seen in the Ukraine. And in the same way that China is seeking to erode the US’s role in Asia, the US once sought to displace European powers from the western hemisphere and the USSR asserted its complete dominance over Eastern Europe.

There are, therefore, many parallels between China and the US. The US tendency towards international exceptionalism is now being adopted by China. The US, like China, prefers to work with foreign countries on a bilateral basis, does not recognise the jurisdiction of many international organisations and is willing to use force unilaterally. When China is criticised for its actions in the South China Sea, it can simply point to historic US actions across Latin America and the Caribbean including, inter alia, the 1961 Bay of Pigs attempted overthrow of the Cuban communist government, the 1983 Grenada invasion, the funding of Nicaraguan opposition groups in the 1980s and the 1989 attack on Panama.82 It is similarly perverse for the US to encourage China to follow the principles of the United Nations Convention on the Law of the Sea with respect to the South China Sea, when it is one of the few countries not to have ratified it.83 The US also withdrew from the compulsory jurisdiction of the International Court of Justice in 1985, following an adverse judgement in a case brought by Nicaragua against it.84

China’s foreign policy framework will become increasingly comparable to those pursued by other great powers throughout history, including the US. Its relations with its neighbours will be defined by the inescapable asymmetric power differentials and its unparalleled coercive capabilities. Only the US represents a credible balancing force to the region’s asymmetries; but while China is growing more confident and assertive, American commitment to the region is increasingly uncertain. It is unclear whether the US will continue to prioritise support for its Asian allies and partners over its economic and geopolitical relationship with China, the increasing capabilities of the People’s Liberation Army (PLA) and changing US domestic politics.

Pax Americana or “America First”?

Asia has been dependent on the US as a source of peace and stability since World War II, especially in terms of providing the ideological and security frameworks to counter China’s earlier aggressions. Asia’s Pax Americana has provided significant benefits to the region for the last 70 years. The US has waged multiple wars across the region in defence of its allies and has maintained substantial military assets in many countries, especially in Northeast Asia. It has long-standing bilateral defence treaties with Japan, South Korea and the Philippines, has responsibilities to Taiwan under the Taiwan Relations Act, and has strong security partnerships with Australia and New Zealand. Under Obama’s earlier “Pivot to Asia” strategy, the US also moved to “normalise” relations with Vietnam, including ending the ban on military equipment sales, and established the 2014 US–Philippines “Enhanced Defence Cooperation Agreement”, which provided access to military bases in the Southeast Asian country.

But Trump’s administration, and the associated “America First” rhetoric, has raised substantial doubts across Asia as to future US commitment to the region. One of the first manifestations of this change in the US’s approach towards Asia was Trump’s early decision to scrap US involvement in the Trans-Pacific Partnership (TPP). The TPP, as proposed, was a core component of the US’s earlier “Pivot to Asia” and would have been the world’s largest free trade agreement.85 It would have strengthened US trade relationships with its core Asian allies, signified its economic commitment to the region and, given it did not include China, could have potentially acted as the long-term basis for a non-China regional economic bloc. But given Trump’s preference for bilateral relationships rather than multilateral, which he argued diminish the US’s scale and power advantage, the TPP was an anathema and needed to be scrapped. As he stated in the associated Presidential memorandum: “It is the policy of my Administration to represent the American people and their financial well-being in all negotiations, particularly the American worker, and to create fair and economically beneficial trade deals that serve their interests … to ensure these outcomes, it is the intention of my Administration to deal directly with individual countries on a one-on-one (or bilateral) basis in negotiating future trade deals … I hereby direct you to … begin pursuing, wherever possible, bilateral trade negotiations to promote American industry, protect American workers, and raise American wages.”86

This statement is useful in that it defined the Trump administration’s approach towards foreign policy, especially in Asia. But this “America First” approach resulted in confrontational and tactical relationships with Asian countries, rather than collaborative and strategic long-term partnerships. Old friends came to be considered potential adversaries, while old enemies appear to have a disproportionate level of engagement. While changes in allegiances are an inherent part of international relations over the long-term, the foreign policy risks faced by Asian countries have increased markedly in recent years. Multiple countries across Asia, including long-standing US allies, struggled to develop their relationships with the US within the Trump doctrine. Some, such as Japan and South Korea, have managed the transition to the new US foreign policy framework more successfully than others, primarily because their fears over China’s rise make the maintenance of their US partnerships increasingly important. But even Japan and South Korea will have limited capacity to meet the demands of the US, especially as their economic dependency on China continues to grow. Despite all their efforts to accommodate the new US policy, for example, Trump continued to criticise both countries for their “unfair” trade surpluses with the US, as well as insufficient contributions to existing defence agreements—criticisms which were often accompanied by more ominous threats.87

There is a scenario whereby the Trump administration’s “America First” doctrine is but a temporary phenomenon and that the change in US leadership will result in the country re-engaging with the region on a holistic multilateral basis. This could involve re-prioritising its relations with its treaty and strategic partners, and developing a counter-policy of China containment. In the near-term, this may be the preferred option for many of China’s neighbours, who want the US to remain a counterweight to the regional hegemon, preserving existing international structures, rules and institutions. This is especially as there is no other country capable of replacing the current US balancing role within the region: the European powers are unable to step into the void resulting from reduced US involvement, Japan is in decline and India is many decades away from being able to assert itself within South Asia, let alone the broader region.

But hopes that the US will always be the willing regional counterweight to a stronger China are misplaced for three reasons. First, there is the real risk that the current “America First” doctrine becomes a more permanent component of US foreign policy. It is entirely possible that the US has tired of being the global policeman and is becoming more inward looking.88 If so, any future change in US leadership may not lead to a revival in the country’s commitment to Asia. The second issue is the increasing opportunity cost incurred by the US when supporting peripheral Asian countries as US–China economic linkages become more substantial and more entrenched. Given the US’s growing tendency to view its international relationships in transactional terms, the relative size of China as an economic partner makes it more important than other Asian countries. And the third point is that the US’s historically significant hard power supremacy over China is being rapidly eroded. The days of the US being able to undertake effective gunboat diplomacy against China have long passed as the previous military asymmetry between the two countries becomes more balanced. Given these three trends, the US’s willingness or ability to counter China is rapidly changing in a manner that may not be positive for its Asian allies and partners.

Any suggestion that the historic stability and consistency of US involvement may be at an end raises significant longer-term concerns for nearly all Asian countries, especially in formulating their own strategies towards China. It is possible to argue the region has been overly dependent on the US as a counterweight to China; that the historic reliance on the US to provide the framework for regional peace and prosperity has removed the urgency to develop alternative structures to address China’s rise. But without the US, there is no basis for a regional anti-China bloc, with no country willing or able to assume the leadership role. Japan may aspire to such status as reflected by its role in the “Free and Open Indo-Pacific” initiative, which aims to “develop a free and open Indo-Pacific region as ‘international public goods’, through ensuring the rule-based international order, in a comprehensive, inclusive and transparent manner”.89 It has also played an important role in the Comprehensive and Progressive Agreement for Trans-Pacific Partnership, which replaced the TPP following the US’s withdrawal.90 But Japan’s attempts to develop a greater regional role will always be constrained by its history (i.e., earlier military aggressions); relatively unique culture (it is difficult to argue that other Asian countries wholly share Japan’s beliefs and principles); internal fragilities; and the reality that China is now a much more important economic partner to the rest of Asia.

It is not surprising, therefore, that the changing nature of existing relationships with the US is causing stress across the region. Old relationships are being revisited as the US’s increasingly transactional approach to foreign policy collides with a more assertive China. This is also happening at the same time that the economic and power gaps between the two superpowers—which historically made it easy for Asian countries to choose the US as a strategic partner over China—are being rapidly narrowed. For many countries, the shelter and economic benefits provided by the historic US alignment are quickly diminishing, while the advantages resulting from a closer China partnership are growing. US foreign policy may change, but the clock is ticking for the region, given the certainty of evolving trends.

Lee Hsien Loong, as Singapore prime minister, highlighted the difficult situation faced by Southeast Asian countries as the region’s evolving geopolitical and economic situation pushes them into a choice between the two superpowers. But this is not just a certainty for Southeast Asia—every Asian country will at some point be forced into a similar choice. And given their increasing trade dependencies on China (as detailed in Chapter 4), it would be economically difficult for Asian countries to develop a geopolitical strategy that led to their exclusion from China’s prosperity and resulted in economic harm. China understands this, which is why it has been more than willing to step into any voids created by the US’s declining commitment. China has, for example, now positioned itself as the leading proponent for freer trade against the US’s more protectionist approach, as demonstrated by its leadership role in the recently agreed RCEP. This new advocacy role reflects the importance it places on closer economic linkages as a mechanism to strengthen regional ties, increase greater economic dependencies and achieve its foreign policy objectives.

Shifting balance of power

Asia’s geopolitical balances have shifted irreversibly towards China. The question for its neighbours is exactly how China will behave over the long-term and how the US will react. The problem is that there is a contradiction at the heart of China’s approach towards foreign policy and its regional neighbours in terms of words and actions. China continues to claim that its development trajectory is peaceful and that it rejects hegemonism.91 And reflecting this assertion, it is very sensitive to any claim that it is behaving as a regional hegemon or great power. But its actions do not align with such statements. China will do whatever is needed to advance its national interests. There is no doubt that it has the intent of establishing itself as the regional hegemon, with a defined and entrenched sphere of influence that excludes any other balancing power, be it the US or any regional pretender such as Japan. It also now has the capabilities to achieve this, as discussed in the following chapter. While this may cause angst in some of the region’s capitals, other countries are actively embracing China as the new dominant regional player. In fact, it could be argued that for many Asian countries, China’s attitude to foreign policy is more palatable than the US’s “America First” approach. This is especially as there is greater certainty in the region’s capitals on the direction and objectives of China’s foreign policy, in contrast to the uncertainty about the US’s strategy and long-term commitment to the region.

The more profound challenge for Asia is that while China’s intentions may not be as altruistic as it claims and the Principles may simply be a means to provide a moral pretence to its otherwise “great power” approach to foreign policy, most countries will have little choice but to align themselves more closely with it. Any country failing to do so raises the risk of exclusion from Chinese markets and being ultimately exposed to Chinese hostility. The worst-case scenario for many Asian countries is that they stand by their existing US-centric partnerships and alliances, but find themselves without an ally when the US decides that other priorities are more important, including potentially its bilateral relationship with China. This may explain why, despite all the fears about China’s behaviour and intentions, many Asian countries continue to strengthen their relationships with the dominant regional power. Mahathir, as Malaysia’s prime minister, may have complained that his predecessor was too close to China and that Asia was suffering from a “new version of colonialism”. But that did not stop him from subsequently seeking to strengthen Malaysia’s relationships with China, including encouraging further inward investments and larger trade flows.

This is the inevitability of Asian geopolitics. Starting with the region’s weaker countries, Asia will increasingly find itself aligned with and influenced by China. Only very few countries will be able to resist this trend and maintain a degree of independence against the regional hegemon, and even those will face a very difficult balancing act over the decades to come. It is true this alignment will be fraught with difficulties and tensions, and represents a substantial challenge for the entire region—including China itself, especially if its behaviour results in the development of a balancing regional counter-bloc. But ultimately China wants the region’s geopolitics to be framed by itself, not by the US—and certainly not by any other lesser Asian country.

While aligning with China will make geopolitical and economic sense for the vast majority of the region’s countries, being a small country next to an assertive new power determined to impose itself in the pursuit of its national interests will always be a perilous place to be. History suggests that it can be difficult for minor countries close to a regional hegemon to balance their independence and national interests against the objectives of the larger power. As Mahathir admitted in a moment of candour when asked why Malaysia was silent on China’s persecution of its minority Uyghur population: “China is a very powerful nation … you don’t just try and do something which would fail anyway, so it is better to find some other less violent ways not to antagonise China.”92

This is the risk for Asia. While benefiting from access to China’s wealth and international protection, alignment will result in a higher degree of geopolitical and economic vulnerability. It is difficult to imagine any country benefiting more than China from these inevitable trends.




Chapter 3

CHINA’S UNMATCHED HARD POWER


China’s People’s Liberation Army (PLA) was historically something of a contradiction. On one side, it played a pivotal role in the establishment of the PRC, is a core component of the Chinese Communist Party’s rule and with more personnel than any other military, has an intimidating scale. But for many decades it was chronically underfunded despite its importance, inherently defensive in scope and nature, and inferior in technology and capabilities to many of Asia’s smaller militaries. For a country with expansionary aspirations, including displacing the US from the region and having the capability to recapture Taiwan, the PLA was, for a long time, not fit for purpose.



This was made particularly evident in 1979, when China’s invasion of Vietnam culminated in an embarrassing failure—a consequence of flawed doctrines and limited investment in new equipment. The lack of funding was so severe during the 1980s that the PLA became actively involved in commercial activities to develop new revenue sources, a situation which persisted through to the late 1990s.93 At the same time, the PLA’s historic doctrines, which had served it so well during the 1945–49 Civil War and the 1950–53 Korean War, were shown to be catastrophically outdated by the 1990–91 Gulf War and 2003 US invasion of Iraq. Both conflicts demonstrated how smaller but better equipped and technologically advanced militaries could easily overwhelm substantially larger but less developed foes. By the late-1990s, therefore, the PLA was very much a “cardboard tiger”—seemingly impressive on the outside but masking profound structural flaws and weaknesses that significantly impaired its ability to mount a credible defence against any external foe or as a mechanism to achieve China’s foreign policy objectives.

Burgeoning defence spending

This historic neglect, however, has been dramatically reversed over the last decade, with the PLA reinvigorated as a means to achieve the country’s increasingly bold international aspirations. Using the country’s growing wealth, China’s defence spending has surged. The official defence budget has increased rapidly from just RMB29 billion (approximately $6 billion) in 1990 to a forecasted RMB1,268 billion ($180 billion) in 2020.94 These official numbers, however, exclude R&D spending on new weapons and equipment by SOEs and other state institutions, as well as imports of military equipment. The PLA’s total funding is, therefore, far larger than the official defence budget, although the extent is subject to debate. According to estimates by the Stockholm International Peace Research Institute (SIPRI), for example, China’s actual 2019 defence spending was RMB1,804 billion ($261 billion), more than 50% higher than the official budget.95 But regardless of the exact definition used, China’s defence expenditure is now the second largest in the world by a significant margin, although still substantially less than the $700 plus billion the US spends on its military annually.96

The US’s defence expenditure still dwarfs China’s, although a direct comparison of the two countries’ military spend is not entirely fair, as discussed subsequently. But whereas China’s defence spending represented just 3% of the US’s in 1990, this same proportion had increased to 36% in 2019.97 And China’s total military expenditure will continue to grow over the medium to longer terms, driven by three factors: first, China recognises that to achieve its foreign policy objectives—including the displacement of the US from East Asia, the potential recapture of Taiwan and the ability to enforce control over its sphere of influence—it needs to have a strong military; second, the country’s future economic growth is still expected to be materially faster than its neighbours (and the US) and China has traditionally increased its defence budget in line with economic growth; and third, the fact that China currently does not spend as much on its military relative to the size of its economy as comparable powers.

This last point is often overlooked by commentators focused on the absolute size of the PLA’s allocated budget. While international comparisons are difficult, given differences in the definition or accuracy of official defence budgets, even SIPRI’s larger estimate of China’s defence spending accounts for a much smaller share of its economy at 1.9% of 2019 GDP than the US’s 3.4%, Singapore’s 3.2%, South Korea’s 2.7% or India’s 2.4%.98 Consequently, China still has significant scope to increase the relative allocation of national resources to its military in line with strategic competitors and regional neighbours.

There is debate as to if—and if so, when—China’s defence budget will exceed the United States’. Such predictions are always fraught with difficulties, especially given the potential for significant changes in economic performance and strategic direction over a long period. An earlier analysis by the International Institute for Strategic Studies (IISS) suggested that China’s defence expenditure could exceed the US’s by 2038–2042.99 But this was before the substantial post-2017 US defence spending increases, which resulted in America’s military expenditure growing far quicker than China’s over recent years (and were themselves in large part driven by China’s earlier surge in spending).100 This suggests that the US’s military expenditure will exceed China’s into the longer-term, especially given its 2018 National Defence Strategy statement that “the central challenge to US prosperity and security is the re-emergence of long-term, strategic competition [italics in original] by what the National Security Strategy classifies as revisionist powers” and subsequently, “long-term strategic competitions with China and Russia are the principal priorities for the Department, and require both increased and sustained investment, because of the magnitude of the threats they pose to US security and prosperity today, and the potential for those threats to increase in the future”.101

But a direct comparison between the military expenditures of China and the US is misleading for several reasons. The first is that China’s military capabilities are focused on a far smaller geography than the US’s. While the US operates a global footprint, China’s military effort is very much focused on East Asia. The US operates more than 500 bases outside the domestic United States, maintains multiple standing fleets across the globe, and has numerous treaty and alliance obligations.102 The US’s National Defence Strategy, for example, states that in peace-time the US military should be able to deter aggression in three key regions (the Indo-Pacific, Europe and Middle East) and be able to defeat aggression by a major power in a war scenario while deterring opportunistic aggression elsewhere.103 This requires a comprehensive global presence and a substantial financial commitment. Approximately 10% (or $71 billion) of the Department of Defence 2020 budget was allocated to Overseas Contingency funding, including continued commitments to Afghanistan and the Middle East, and developing new capabilities in Eastern Europe.104 In contrast, while China is slowly expanding its military footprint, the PLA operates within a far smaller geographic area, with the majority of its military effort centred on Taiwan, the Taiwan Strait and the South China Sea. It has minimal global obligations, only establishing its first foreign base in 2017, and with no treaty alliances, it has very few military commitments to foreign partners.

China also benefits from lower underlying costs in the development, building and maintenance of its military capabilities. It is difficult to compare how the two countries spend their defence budgets, especially as China is not transparent on the allocation of its expenditures. Furthermore, assessing the effectiveness of any military expenditure is complicated by the difficulties of comparing the relative capabilities of military equipment. But for any specific dollar spend, China can field a larger force than either the US or many of its regional rivals, given lower per unit costs and scale benefits. While the US, for example, expects to incur $155 billion in 2020 on a total of 1.3 million active and 0.8 million reserve personnel, China spent just RMB321 billion (or approximately $45 billion) maintaining an estimated two million active personnel in 2017, the most recent year for which data is available.105 Similarly, Chinese equipment tends to be less expensive on a per unit basis than American, reflecting both lower build costs, as well as some scale benefits as the country standardises platforms and moves towards longer production runs. And although it could be argued that China’s lower equipment costs reflect its historic technological inferiority, this gap has been closed rapidly over the last decade, as discussed subsequently.

Massive modernisation drive

The drive to modernise the PLA has resulted in substantial increases in the proportion of the military budget spent on procurement and China now allocates a far greater share of its military expenditure on equipment than the US. Whereas the US allocated approximately a fifth ($144 billion) of its 2020 budget to procurement, 41% of China’s 2017 official defence budget was committed to equipment.106 While more recent PLA budget allocations are not available, if the 2017 proportions are applied to the official 2020 budget, then China is spending an estimated RMB520 billion ($70 billion) on new equipment. It is true this is only half of the US’s procurement spend; but as argued above, China’s spending results in more hardware per dollar spent, in a more concentrated geographic area. Furthermore, although China’s larger budget allocation for equipment also reflects the need to replenish its asset stock, which was increasingly antiquated prior to the modernisation drive, the official budget understates the total resources available for investment in new hardware. It is noticeable, for example, that China’s navy is now relatively more modern than the US’s, especially in terms of major surface warships.

Table 1: Summary comparison of China’s and the US’s military capabilities



	 


	China


	US





	Military expenditure ($ billion)


	261


	732





	As a percentage of GDP


	1.9%


	3.4%





	2014–2019 CAGR (in constant $ terms)


	5.5%


	1.3%





	Total active military personnel (million)


	2.04


	1.38





	Expenditure per military person ($ million)


	0.13


	0.53





	Total number of major warships


	82


	121





	Number of major warships launched after 2009 (% of total)


	40 (49%)


	27 (22%)





	Total number of submarines


	59


	67





	Number of submarines launched after 2009 (% of total)


	20 (34%)


	10 (15%)





	Total number of combat aircraft


	2,167


	2,674





	Percentage of combat aircraft classified as 4th or 5th generation


	62%


	93%







Notes: Military expenditures for 2019, given lack of comparable data for 2020. Equipment numbers as at beginning of 2020. Major warships include submarines and other principal surface combatants. China submarine launch dates are estimated, especially for the Type 039B fleet. Total number of combat aircraft includes the respective naval air arms (including the US Marine Corp). Combat aircraft includes fighters, bombers and attack aircraft, but excludes specialised aircraft such as tankers, transporters and surveillance.

(Source: Military expenditures from SIPRI; numbers on equipment from author’s research and IISS, The Military Balance 2020: The annual assessment of global military capabilities and defence economics, copyright ©The International Institute for Strategic Studies, reprinted by permission of Informa UK Limited, trading as Taylor & Francis Group, www.tandfonline.com on behalf of The International Institute for Strategic Studies.)

The PLA is using its rapidly expanding military budgets to develop capabilities that can overwhelm its neighbours, substantially erode American military capabilities within East Asia and exclude the US from within the “first island chain”—the eastern boundary of China’s immediate sphere of influence across the East China and South China Seas. In line with the country’s more assertive foreign policy, there has been a dramatic shift in focus from quantity to quality, as it transitions from a poorly equipped domestic defence force with little mobility beyond its own borders to one able to project strategic power internationally and competitively on a sustained basis using more advanced technologies. As a result of its aggressive modernisation drive, not just in terms of equipment but also in new capabilities, organisations, strategies and tactics, the PLA has emerged from nearly three decades of continual reforms as a smaller but more powerful force capable of operating offensively beyond China’s immediate borders.

The associated reduction in unit numbers has been substantial. The PLA consisted of more than four million personnel in 1984 with 3.25 million soldiers in the army across more than 200 divisions; 490,000 air force personnel, which fielded more than 4,000 aircraft; and 360,000 sailors operating nearly 2,300 ships (although the vast majority being small coastal vessels).107 The PLA has since more than halved its headcount to approximately two million personnel, including one million in the Army (PLAA), 400,000 in the Air Force (PLAAF) and 250,000 in the Navy (PLAN).108 There have also been significant reductions in equipment numbers. The number of ships in the PLAN is now approximately 700 (excluding the Coast Guard), while the number of aircraft in the PLAAF has been scaled back to an estimated 2,500 (excluding the 1,000 and 500 aircraft and helicopters operated by the PLAA and PLAN, respectively).109

But although the PLA has become smaller, it is now much more offensively orientated. Xi Jinping at the Communist Party of China’s 19th National Congress in 2017 stressed the need to achieve full modernisation of the military by 2035 and “world-class” status by 2050.110 Reflecting these timelines and the country’s foreign policy objectives, China is investing substantial sums to close capability gaps, especially across the PLAN and PLAAF, which have assumed new importance over the last ten years, at the relative expense of the PLAA. There is a particular focus on the PLA’s maritime capabilities (or the “maritime preparation for military struggle” as China calls it) with the official military strategy stating, “the seas and oceans bear on the enduring peace, lasting stability and sustainable development of China. The traditional mentality that land outweighs sea must be abandoned, and great importance has to be attached to managing the seas and oceans and protecting maritime rights and interests”.111 As such, “the PLAN will gradually shift its focus from ‘offshore waters defence’ to the combination of ‘offshore waters defence’ with ‘open seas protection’, and build a combined, multi-functional and efficient marine combat force structure. The PLAN will enhance its capabilities for strategic deterrence and counterattack … comprehensive defence and comprehensive support.”

The same strategy document states that the PLAAF will “shift its focus from territorial air defence to both defence and offence, and build an air-space defence force structure that can meet the requirements of informationized [sic] operations. The PLAAF will boost its capabilities for strategic early warning, air strike, air and missile defence, information countermeasures, airborne operations, strategic projection and comprehensive support”. And continuing the overall theme of power projection beyond China’s national borders, the PLAA will “reorient from theatre defence to trans-theatre mobility … will adapt itself to tasks in different regions, develop the capacity of its combat forces for different purposes … will elevate its capabilities for precise, multi-dimensional, trans-theatre, multi-functional and sustainable operations”.

Reflecting its new strategic importance to China’s foreign policy objectives, the PLAN has been radically transformed. It operated just 30–35 destroyers and frigates in 1984, representing only 2% of its total surface fleet, while its submarine fleet was large but consisted primarily of an obsolete Soviet design dating from the 1950s.112 But over the last two decades, the PLAN has benefited from a large-scale investment programme, with the entire fleet being modernised and new indigenously developed capabilities added. It has experienced a substantial shift in its fleet structure from a large number of smaller littoral capable ships to fewer but larger deep-water vessels, as it establishes new capabilities to undertake global blue-water operations.

The most notable new capability has been naval air power. Given aircraft carriers are offensive weapons in nature rather than defensive, these new assets reflect the increasing assertiveness of China’s foreign policy and military. The pace of the PLAN’s aircraft carrier programme has been rapid and the stated intent is to operate six carriers by 2035, which will form the basis of at least three US-equivalent carrier battle groups.113 Similarly, China has invested significantly in upgrading its major surface warship fleet through an aggressive build programme, in part to ensure the necessary defensive protection for its planned carriers, but also to provide the PLAN with greater blue-water capabilities. The PLAN now operates 80 destroyers and frigates, the majority of which were launched after 2009, including the Type 055 and 052D destroyers, which are comparable to their Western equivalents in terms of capabilities and technologies. Similarly, the PLAN operates a substantial and technologically advanced submarine fleet, while it is also investing in substantial amphibious capabilities, with the PLAN Marine Corp being expanded and new large assault vessels built, including the Type 075 landing helicopter dock class. These represent a significant improvement in the country’s offensive capabilities, and are clearly being developed with Taiwan in mind.

The PLAAF has also been rapidly modernised. It is replacing antiquated fighters with more advanced and indigenously developed aircraft as well as introducing new capabilities, including electronic warfare, air-to-air refuelling and long-distance strategic transportation. Furthermore, it has made substantial advances in stealth technologies, some of which are widely believed to have been facilitated by large-scale industrial espionage, which have enabled the development of fifth-generation capable fighter aircraft (the J-20 and J-31 designs). While there is debate as to how capable its new fighters are, especially the extent to which they are “stealthy”, the PLAAF’s current types are significant enhancements to its capabilities, especially versus neighbouring air forces. In 2013, for example, 47% of its fighter fleet consisted of either fourth- or fifthgeneration planes, but this proportion had grown to 63% by 2020.114 It has also introduced new indigenously developed assets, including heavy transporter aircraft (the Xi’an Y-20), and is developing a long-range strategic stealth bomber to replace its existing 1960s designed bomber fleet.

China has also invested large sums in tactical and strategic missile technologies through the modernisation of the PLA Army Rocket Force (PLARF). It has developed and deployed a wide range of advanced missile technologies, including anti-ship cruise missiles, and short- and medium-range ballistic missiles. It is also continuing to invest in intercontinental ballistic missiles capable of being launched either from land or submarines. All the various missile systems are a core component of the PLA’s anti-access/area denial (A2/AD) strategy to prevent third-party (i.e. US) intervention, should China decide to use force to retake Taiwan. Their use to saturate a given area, overwhelm anti-missile defences and prevent or deter movement within defined geographical boundaries, would be critical to any successful attack on the island. This has elevated the relative importance of the PLARF within the PLA structure and explains the substantial investments made by China across all missile technologies, including continued developments in hypersonic and anti-satellite capabilities, as well as improved target precision and manoeuvrability in the final stages of flight.

Many of the PLARF’s missile systems are as advanced as their US equivalents, if not more so. They have the ability to cause serious damage to US ships, including aircraft carriers, as well the range to hit US Pacific bases and some major American cities.115 As the 2018 US–China Economic and Security Review Commission concluded: “China continues to develop and field medium- and long-range air, sea, and ground-launched missile systems that substantially improve China’s capability to strike both fixed and moving targets out to the second island chain. China’s ability to threaten US air bases, aircraft carriers, and other surface ships presents serious strategic and operational challenges for the United States and its allies and partners throughout the Indo-Pacific.”116 The US is now seeking to close the “missile gap” through its own new systems and improved anti-missile defences. It has also indicated its intent to deploy intermediate-range missiles across Asia, following its withdrawal from the Intermediate-Range Nuclear Forces Treaty (the INF Treaty).117 But China’s advanced missile capabilities have created an “increasingly complex adversarial missile threat” for the US and its regional allies, which is unlikely to be reversed even over the medium-term.118

In contrast to the PLAN, PLAAF and PLARF, which are now all seen as important to China’s foreign policy objectives, the PLAA’s relative position has diminished in recent decades. This reflects its more limited role in achieving the country’s international aspirations. The PLAA has implemented new organisational structures and tactics over recent decades to improve its flexibility, manoeuvrability and survivability. It has also significantly expanded its special forces, upgraded tanks and armoured personal carriers, developed more advanced artillery and rocket systems, and introduced new attack helicopters. But these modernisation efforts have lagged those of the PLAN and PLAAF, and it continues to operate large numbers of obsolete designs. A quarter of its near 6,000 main battle tanks, for example, are of a type designed in the 1950s.119 While the PLAN receives world-leading ships and submarines, and the PLAAF is one of the few air forces to operate an indigenously developed fifth generation fighter, the PLAA’s role in China’s increasingly assertive international orientation appears geared to localized deployment, and therefore limited.

Despite all the PLA’s advances in terms of new technologies and equipment, however, it still suffers from various capability gaps as a significant proportion of its equipment across the PLAN, PLAAF and PLAA would be considered obsolete in more developed militaries. In addition, the PLA’s expeditionary capabilities remain more limited than the US’s.120 The PLAAF, for example, still has a relative lack of long-range heavy transporters or air-to-air tankers, while the PLAN has insufficient replenishment ships to maintain a large fleet at sea for an extended period. While the PLA is seeking to address and eliminate these gaps, it remains constrained by a lack of actual modern combat experience, including joint operations and fighting in high-intensity hostile environments. Although the PLA has undergone various structural and organisational reforms to improve its operational mobility and has placed a greater emphasis on training at all levels, all these efforts cannot disguise the fact that the PLA has not actually engaged in significant combat since 1979. As such, its new equipment and capabilities remain effectively unproven, especially against an advanced and experienced combatant such as the US.


China versus the region


But despite its continued need for further asset modernisation and its lack of recent combat experience, the PLA’s growing power has transformed the military balance across East Asia. Its advances have resulted in a military which is now competitive with the US and its regional allies. The US–China Economic and Security Review Commission in their 2018 annual report to Congress concluded that: “China’s defence technology push is already challenging the United States’ longstanding technological superiority. According to former and current US defence officials, China is quickly catching up to the United States in some areas, while leading in others … China’s rapid development and upgrading of advanced weapon systems that bolster its offensive military capabilities … poses considerable challenges to the US lead in defence technology and military superiority in the Indo-Pacific over the long term.”121

A comparative study of Chinese and US military capabilities between 1996 and 2017 concluded that “some aspects of Chinese military modernisation, such as improvements to PLA ballistic missiles, fighter aircraft, and attack submarines, have come extraordinarily quickly by any reasonable historical standard” and that PLA forces are “more capable of establishing temporary local air and naval superiority at the outset of a conflict”.122 The US Navy recently concluded: “Our competitive advantage has shrunk and in some areas, is gone altogether. We do not have the margins we once enjoyed” and a subsequent review of the US National Defence Strategy concluded that “Americans could face a decisive military defeat” if it had to fight China in a war over Taiwan.123

Table 2: China’s military expenditure and summary capabilities versus its neighbours

[image: Illustration]

Notes: Vietnam’s military expenditure is estimated. Military capabilities are as at early 2020. Active soldiers are the number of personnel in each country’s army, excluding reserves. Combat aircraft includes bombers, fighters and ground-attack aircraft, but excludes all specialised roles and any aircraft in a country’s navy or army. Ranked by 2019 military expenditure.

(Source: Military expenditures from SIPRI (excluding Vietnam); military capabilities from IISS, The Military Balance 2020: The annual assessment of global military capabilities and defence economics, copyright ©The International Institute for Strategic Studies, reprinted by permission of Informa UK Limited, trading as Taylor & Francis Group, www.tandfonline.com on behalf of The International Institute for Strategic Studies.)

The erosion of US military supremacy within Asia represents a major long-term problem for its traditional regional allies, especially as the PLA is already a far superior force than any other Asian military. This relative supremacy is set to become more entrenched as China’s rise drives a dramatic reshaping of the region’s military economics. The rest of Asia spent $175 billion on defence in 2010 compared to China’s $116 billion. But China’s spending surpassed the rest of Asia in aggregate in 2013 and by 2019, China was spending $30 billion more on defence than East Asia, Southeast Asia and South Asia combined.124 No other country in Asia comes close to China’s commitment to developing its military capabilities. Its 2019 military expenditure—$261 billion—was nearly four times larger than India’s $71 billion and more than five times greater than Japan’s $48 billion and South Korea’s $44 billion.125 Even Singapore, Southeast Asia’s largest military spender, only spent $11 billion on defence in 2019, while Australia’s $26 billion in the same year was just slightly more than a tenth of China’s.126

Without the defensive shield provided by the US, no other Asian military is a credible offensive or defensive threat to the PLA. This is particularly as the PLA’s technological advances have negated much of the qualitative superiority that some of its neighbours achieved by acquiring Western equipment. This is the case across Asia but is especially notable for Taiwan, which is most vulnerable to Chinese intentions. As stated in the official China’s Military Strategy, “The Taiwan issue bears on China’s reunification and long-term development, and reunification is an inevitable trend in the course of national rejuvenation.”127 Xi Jinping has consistently stressed the importance of reunification with Taiwan and has repeatedly threatened to use force to achieve this.128 It also has to be assumed that Chinese pressure for reunification will increase ahead of the PRC’s 2049 centenary.

China’s military expansion is very much targeted at the potential recapture of Taiwan. In part this reflects the underlying view across successive Chinese administrations that only its military deficits prevented the Civil War from being concluded, including Mao Zedong’s earlier recognition that China’s “broom” was too “short to sweep the Americans out of Taiwan”.129 But despite the ever-present, very visible and growing military threat from across the Taiwan Strait, the island spent just 1.7% of its GDP on its military in 2019, or slightly more than $10 billion. What is even more slightly perverse is that in the face of China’s rapidly increasing military might, Taiwan has actually reduced its relative spend on defence from 5.2% of GDP in 1990 and 2.7% in 2000.130 This decline has been despite a general commitment over the last decade to increase the country’s defence spending to 3% of GDP, a commitment that has been consistently ignored as domestic issues have been prioritised.131 Even the August 2019 decision to increase defence spending to more than NT$411 billion (approximately $13 billion) in 2020 will not significantly increase the island’s military expenditure as a percentage of the economy.132

This lack of funds has seriously impacted Taiwan’s military by impairing various plans to upgrade and modernise its capabilities, plans which have also been frustrated by an increasing reluctance by countries other than the US to supply new weapons and technologies.133 If China did attack Taiwan, it would be faced by an increasingly antiquated opponent. In the most extreme example of this, two of Taiwan’s four submarines date from World War II, while its surface fleet is also aging, with a large number of its ships built by America prior to 1980 and transferred to Taiwan when considered no longer fit for purpose by the US Navy. Similarly, Taiwan’s air force currently operates less than 500 aircraft across all types, with its air defence undertaken by a small fleet of rapidly-aging, US-acquired fighters. The US has agreed to sell a relatively small number of more advanced fighters to Taiwan; but it is debatable how effective such aircraft would be against the PLAAF both in terms of numbers and capabilities, especially as China continues to modernise its air force.134 Furthermore, given the PLAAF’s size advantage, it could accept an aggressive loss ratio in any conflict and simply overwhelm Taiwan’s air force.

It is no surprise, therefore, that a recent report concluded: “... over the past 25 years … Taiwan has gone from having a qualitative advantage over the PLA in the air, to its current situation, which we assess to be very grim indeed”.135 In response, Taiwan has invested in various anti-ship and anti-aircraft missile defence capabilities, both indigenously developed as well as acquired from the US. But China has been developing its own missile technologies at an even faster rate, reflecting the sheer scale of funds available; and like any military competition between an Asian country and China, the current “Taiwan–China missile arms race” will have only one winner, especially given the substantial differences in the scales of the two countries’ efforts.

If Taiwan’s current military stagnation versus China’s relative reinvigoration is played out over the medium- to longer-terms, it is debatable what threat the island’s military could pose against the PLA, especially if China was to seek a forced reunification. Taiwan is increasingly unable to provide even an attempt at self-defence without the assistance of the US. This is despite the fact that the US’s Taiwan Relations Act does not explicitly commit the US to come to Taiwan’s defence.136 And as the capability gap between the two superpowers’ militaries diminishes, with a corresponding decline in the deterrence value provided by the US, Taiwan’s vulnerability grows, especially given its apparent unwillingness to prioritise defence spending versus other domestic needs.

Taiwan may face a particularly unique situation given its political status and China’s explicit intentions, but it is not alone in confronting the hegemon’s more assertive foreign policy and growing offensive capabilities. The Philippines is in various territorial disputes with China, but currently spends less than $4 billion (or approximately 1% of its GDP) annually on its military. It is, therefore, no surprise that after decades of neglect, its limited capabilities provide very little deterrent to a belligerent foe and only a minimal ability to enforce its own territorial boundaries. To confront any China aggression, the Philippine navy can only deploy a small fleet of weakly-armed patrol vessels, while the country’s air force operates a limited number of light attack jet fighters acquired from South Korea.

This is not a credible military capability. A lack of funds, poor equipment and limited training mean that the Philippines’ military struggles to contain even internal insurgency threats. The Philippines may protest about Chinese incursions into its territorial waters, but after three decades of steadily reducing its defence budget to just 1% of GDP, the country now has no capability to do anything meaningful in response.137 It is unsurprising, therefore, that Philippine President Duterte responded to domestic pressure to react to China’s activities in disputed waters with the statement: “When Xi says I will fish, who can prevent him?”138

But the Philippines is not alone in neglecting its military. As China ramps up its defence spending, many other Southeast Asian countries have seemingly turned a blind-eye to this emerging threat, at least until recently. Only Singapore has continued to invest in a credible defence, at least relative to its size. In contrast, Malaysia is going through a period of relative stagnation. It spent just $4 billion on its military in 2019, even after additional funding was allocated, which represented just 1% of its GDP. Malaysia’s air force and navy have been chronically underfunded for more than a decade, with their war-fighting capabilities now very limited. The country’s air force has less than 50 frontline fighters, many of which are unserviceable due to a lack of available maintenance funds, while plans to buy new combat aircraft have been progressively delayed.139 The Malaysian navy is likewise aging fast with increasingly uncompetitive and degraded assets. The country has a planned modernisation programme for its fleet and is acquiring Chinese-built ships as part of this project, but its resultant fleet will be smaller, more littoral in nature and even less capable of projecting power into the South China Sea. It is perhaps no surprise that Mahathir Mohamad admitted, when prime minister, that the country was not capable of protecting its territorial rights: “We watch what they are doing, we report what they are doing, but we do not chase them away or try to be aggressive … we don’t go around trying to be aggressive when we don’t have the capacity.”140

The chronic underinvestment in the Malaysian and Philippine militaries is reflective of how the Southeast Asian region is responding to the rise of China’s hard power—it is not. The Southeast Asian countries appear to lack any real urgency to react to the rapidly changing military balance, either on a specific country basis or through a more coordinated regional approach. The region spent $41 billion in aggregate on defence in 2019 but in real terms, this is not significantly larger than the $35 billion in 2013.141 Furthermore, this spending is concentrated across just a few countries. More than a quarter (28%) of Southeast Asia’s 2019 military expenditure was incurred by Singapore, with Indonesia and Thailand accounting for 19% and 18%, respectively.

Various countries within the region have announced modernisation and procurement plans, but these are generally small-scale in nature and often subject to significant delays, given financial constraints. Vietnam has more than doubled its defence budget over the last 10 years in US dollar terms, and has made various efforts to upgrade its military, including the acquisition of six Russian submarines. But for a country with no alliances, a long history of tension with China and an annual military budget of just $6 billion, it is debatable just how credible its military would be against any future Chinese aggression.142 Indonesia has also made a number of recent equipment acquisitions, including new frigates, submarines and attack helicopters. But with a defence budget of less than $8 billion in 2019, there is a limit to what Indonesia can achieve versus its aspirations. As a result, and like many other Southeast Asian countries, Indonesia’s new equipment is often procured in relatively small numbers which, from a cost or capability perspective, is rarely effective.


The risks of neglect


Southeast Asia’s neglect of their militaries raises substantial geopolitical risks, given the various disputes across the South China Sea. Much of the region has effectively abdicated any ability to defend their territorial claims or maritime boundaries. The PLAN’s South Sea Fleet, with more than 60 destroyers, frigates and submarines, already has more vessels than the navies of Indonesia, Malaysia, the Philippines and Vietnam combined.143 Even if the various South China Sea disputes do not culminate in actual conflict, the increasing scale disparity between China’s capabilities and those of the Southeast Asian countries will give the regional hegemon an unconstrained ability to intimidate its weaker neighbours into submission. While the US has lost its ability to use gunboat diplomacy against China, China has gained that capability, as already evidenced by comments from Duterte and Mahathir. It can now act with impunity within the region, as demonstrated by its highly visible construction of military establishments in the South China Sea.

The neglect of many Southeast Asian militaries may result from the underlying presumption that the US will always be willing to intervene in any conflict involving China and that the region can free-ride on American military capabilities. It may also be a function of domestic politics and the need to allocate scarce government funds to more pressing internal priorities. But it may also simply reflect the acceptance by many Southeast Asian countries of the new balance of power within Asia and the recognition that no matter how much they allocate to defence, it will never be enough to counter the PLA’s scale. It would be pointless for any individual country to enter into an unwinnable arms race with China, given both the direct costs of building a competitive military and the indirect costs resulting from the subsequent deterioration in their relationship with the region’s economic superpower.

Whatever the reason, the expansion of China’s sphere of influence into Southeast Asia is not being met by any credible response across the region. But it is the same across the whole of Asia. India, the region’s only potential long-term strategic competitor to China, has ramped up its defence spending over the last 10 years in response to perceived threats from China and Pakistan. But whereas China has doubled its defence spending in real terms over the last decade, India’s comparable increase is a far smaller 40%.144 China now spends nearly four times as much on its military as India. The increasing gap between China’s and India’s military capabilities has not gone unnoticed in New Delhi, but efforts to modernise the Indian military have often lacked urgency and have been frustrated by project delays and insufficient budgets.145

Even Japan, the region’s most sophisticated military power after China, finds itself being rapidly out-muscled by the strengthened PLA. The situation faced by Japan is complicated by geography (China views the East China Sea as its territorial waters while it contests Japan’s ownership of the Senkaku/Diaoyu islands to the northeast of Taiwan) and history (there remains significant tension between the two countries, or as stated in the 2015 China’s Military Strategy: “Japan is sparing no effort to dodge the post-war mechanism, overhauling its military and security policies”146). In addition, a Chinese attack on Taiwan would involve Japan if China needed to block US intervention from its Japanese bases. But despite the threat from China’s more assertive foreign policy and the resurgent PLA, Japan has failed to ramp up its military expenditure in response. It has increased its defence budget by just 5% in real dollar terms over the last decade and its 2019 defence spending, at $48 billion, represented less than 1% of GDP—a proportion unchanged over the last three decades.147 China is now spending more than five times on its military than Japan and given current economic and budget trajectories, this gap will continue to increase.

Japan does have a plan to respond to China’s rapid military growth. The “National Defence Program Guideline” is the country’s long-term response, while the “Medium Term Defence Program” sets out the specific procurement and development objectives until 2023. This program outlines a moderate expansion of Japan’s defence capabilities, including the establishment of an “amphibious rapid deployment brigade” to “land, recapture and secure without delay any remote islands that might be invaded”, as well as the establishment of “hyper-velocity gliding projectile units” to counter any invasion of remote islands.148 The programme also commits Japan to new destroyers, submarines, patrol vessels and patrol aircraft, as well as fifth-generation aircraft, radar systems, anti-aircraft and anti-ship missiles, and air and sea transportation capabilities.149 It has also accelerated its indigenous combat aircraft programmes, in part to develop its local defence industry, and has moved to strengthen its relationships with other non-US military powers, including the UK.

But Japan is seeking to respond to China’s increasing military threat against a backdrop of profound structural weaknesses. Its demographics are deteriorating, with a rapidly declining youth population (complicating any expansion of military headcount); the associated changing domestic policy priorities are driving a greater focus on healthcare and social spending; and poor government finances are requiring either spending cuts or higher taxes. Given these dynamics, its ability to match China’s resurgence by expanding its military and developing new capabilities is extremely constrained. Japan is not alone in dealing with such constraints—both South Korea and Taiwan also face a similar situation, and as with all of China’s neighbours, the scale of Japan’s efforts is but a fraction of what China can field in response. Japan’s plans to buy nearly 150 fifth-generation F-35 stealth fighters, for example, will be dwarfed by the PLAAF’s continued expansion and modernisation. This size discrepancy explains Japan’s continued emphasis on the importance of its US alliance. The “National Defence Program Guideline” states: “The Japan-US Alliance … continues to be the cornerstone of Japan’s national security” and that “Japan needs to further enhance the Alliance through efforts under the ‘Guidelines for Japan-US Defence Cooperation’ in order to achieve its national defence objective as the security environment surrounding Japan becomes more testing and uncertain at remarkably fast speeds”.150

Japan is not alone in its reliance on the US to mitigate its relative weaknesses. There remains a general presumption across the region that any military deficiencies will be offset by US support and intervention. This is in part because of existing military alliances, but also because the US, as part of the earlier “Pivot to Asia”, has undertaken a significant rebalancing of assets to the Pacific, which it now defines as its “priority theatre”.151 The majority of the US military is now based in the Pacific, especially its more advanced equipment. Incremental US military infrastructure has also been established across Asia, including new bases in Australia, Micronesia, Papua New Guinea and the Philippines. All of these are targeted at increasing the US’s accessibility to the South China Sea, including the forward deploying of warships in Singapore under an agreement giving access to the city-state’s bases until 2035.152 The US has also sought to build and strengthen military relationships across the region, including new partnerships with Indonesia, Malaysia and Vietnam, as well as reviving the Quadrilateral Security Dialogue—an informal strategic dialogue between Australia, India, Japan and the US. All these developments can be seen as indicative of the US commitment to the Asia-Pacific region, in large part driven by a US strategy of responding to China’s military rise.

“Free-riding” and American ambivalence

But the underlying risk for the region is that the US may become an increasingly unreliable partner in countering the rise of China, especially given US frustrations at perceived free-riding. Successive US administrations have argued that many countries have benefited from being able to lower their defence spending due to the American security umbrella and that the US is incurring a cost with no obvious benefits. President Obama, for example, cited his frustrations with European “free-riders”, while President Trump openly criticised a succession of countries for not spending appropriately on their defence.153 Given its increasingly transactional “America First” foreign policy, whereby all relationships have to be quantified to ensure overall benefits to the US, there is a risk that America will question why it is providing the region’s security umbrella and acting as the sole China counter-weight without receiving a commensurate return on these costs. This is a particular risk, as the potential direct costs for the US in any conflict with China, in terms of people as well as equipment, are rapidly increasing. President Trump repeatedly criticised South Korea for not paying an appropriate share of the costs incurred by the US’s military commitments to its alliance partner, including the costs of the deployed THAAD system (as discussed in Chapter 2), as well as describing the US’s defence treaty with Japan as “unfair”, “one-sided” and in need of “renegotiation”.154, 155 This increasing American sense of “unfairness” creates great uncertainty for countries that are still very dependent on their US alliances to present a credible defensive threat to the emerging regional hegemon.

It is undeniable that many Asian countries, including many of the US’s treaty partners, have adopted a relaxed approach towards defence spending, to a degree that could be almost considered negligent given the changing regional geopolitical risks. This does raise challenges for the US from a domestic policy perspective, given it could be difficult to justify the costs of defending countries against Chinese aggression when there are no obvious benefits of doing so. As Tsai Ing-wen, Taiwan’s president, stated when discussing the country’s relationship with the US: “…this only works when Taiwan is capable and determined to defend ourselves. We can’t expect others to do what we are not willing to do by ourselves…”.156

But there is something of a contradiction in the current US approach. While the US naturally wants Asian countries to spend more on their defence and to share the costs of its security umbrella, the risk is that by highlighting its frustrations, it may heighten doubts across the region as to its commitment to regional security and its willingness to adopt a strategic long-term view rather than a tactical transactional approach. It is difficult for the US to pledge commitment to the region and long-term support to allies when the country’s Commander-in-Chief questions why its Asian relationships appear to be unreciprocated or unfair when assessed in quantifiable terms. Such doubts could result in Asian countries deciding that the costs of being part of an anti-China bloc are excessive if there is a risk that should their relationship with China deteriorate, the US would not be there for them.

The second issue around the reliability of the US as a partner is whether it would be willing to incur the costs to support its regional allies in any dispute with the regional hegemon. It may be false for Asian countries to assume the US would be willing to forsake its long-term China relationship to defend them in any conflict. Alliances are, by definition, temporary and often flexible constructs, given the perceived and actual costs and benefits of any specific partnership will change over time. The risk for Asia is that China’s rapid economic and military rise has dramatically altered the relative costs and benefits of the US’s existing regional alliances. If the economic linkages between China and the US expand and deepen, and as the US’s relative military advantage over China is eroded, how the US prioritises existing alliances against its broader relationship with China will change.

Despite the US’s protestations that it remains committed to the region, its existing regional allies may find themselves without their defender in times of need. Philippine President Duterte voiced such concerns in April 2019 when he stated he did not believe the Philippines could rely on the US in its dispute with China over the Scarborough Shoal in the South China Sea. While the Scarborough Shoal may be important to the Philippines, Duterte noted that from the US’s perspective, it was “not worth it” in terms of a potential conflict with China, despite the Mutual Defence Treaty between the two countries.157

The US’s relationship with Taiwan also provides some basis for this concern. The US had a strong constructive partnership with Taiwan for many decades after China’s Civil War. This support was underpinned by a Mutual Defence Treaty and was justified by Taiwan’s role as an American ally against China’s efforts to spread its political ideology. But to normalise relations with China, the US formally recognised the PRC as the “sole legal government of China” in 1979 and correspondingly downgraded Taiwan’s status to “unofficial”. The impact of this diplomatic switch was mitigated by various instruments, including the Taiwan Relations Act (TRA), but this cannot disguise the fact that the US chose China over Taiwan. Furthermore, the US is not actually committed to the defence of Taiwan under the TRA, but to making “available to Taiwan such defence articles and defence services in such quantity as may be necessary to enable Taiwan to maintain a sufficient self-defence capability”.158 These arms sales are, however, a source of stress for China and until recently, several earlier sales requests were either delayed or refused by successive US administrations in order to avoid upsetting the more powerful partner.159

Given the above two dynamics, it is a risk for Asia to assume the US will be a permanent counterweight to China. This is why the lack of urgency across the region to respond to the PLA’s rapid development is a puzzle, especially for those countries that are facing immediate territorial disputes with China. There are some incremental moves by select countries through increased defence expenditures and new military capabilities. But such efforts are often piecemeal and sub-scale, and are unlikely to be viewed individually with any particular concern in Beijing in terms of their threat to China’s broader geopolitical objectives within the region.

The unfortunate truth, however, is that there is little point for China’s neighbours to enter into a military arms race with the regional hegemon that they could never hope to win, sustain or even develop a credible defensive threat, at least on an individual basis. China’s military momentum is accelerating as it develops indigenous technologies and new power projection capabilities. No Asian country by itself will be able to offer a competitive offensive or defensive threat against China—so why spend valuable and scarce resources and budgets on an unwinnable arms race, especially when there are more pressing domestic policy requirements?

The only real constraint to the PLA’s evolving capabilities is the US military, but there is an increasing risk that the US will not be a reliable partner should any Asian country come into conflict with China. Even if the US did decide to continue a long-term China containment policy and individual Asian countries aligned with this strategy, any involved country would not only incur the direct costs of having to invest significantly in their militaries, but also the indirect opportunity costs of being excluded from the economic benefits of China’s substantial wealth creation. This would be a sizeable economic burden; and given the increasing economic dependencies of Asian countries on China, it is very debatable whether the benefits of more actively aligning with the US against China would ever offset the incurred costs.

A fragmented response

But by failing to provide even a notional defensive capability to protect territorial boundaries, many Asian countries have placed themselves in a position of effective subservience versus the regional hegemon. Malaysia and the Philippines have already demonstrated this status, but they are unlikely to be the last. As discussed in Chapter 8, one option for China’s neighbours in response to the hegemon’s increasing military might would be to establish a collective defence organisation comparable to the North Atlantic Treaty Organisation (NATO), or the short-lived Southeast Asia Treaty Organisation (SEATO). The region has struggled to develop such a collective structure in part due to residual tensions between many Asian countries, as the 2019 trade conflict between South Korea and Japan demonstrated. But even if there was a commitment to such an organisation, the likelihood of its emergence would be low given China’s economic leverage over many potential participants and its subsequent ability to limit the emergence of such an anti-China bloc.

China’s growing hard power is also being reflected in the changing dynamics of military relationships across the region. Multiple countries, including Bangladesh, Cambodia, Malaysia and Pakistan, are now acquiring weaponry and equipment from China instead of the Western powers. Reflecting its growing ties with Bangladesh and Pakistan, China is now the single largest foreign supplier of weapons to both countries, which must be an additional concern for India.160 And in a slightly perverse twist, Malaysia’s efforts to modernise its navy in response to the PLAN’s increasing South China Sea assertiveness includes the acquisition of patrol ships from China. Many Asian countries are also building strong military ties with the PLA, including collaborating in various exercises. China hosted the first ASEAN–China Maritime Exercise in 2018 involving ships from Brunei, the Philippines, Singapore, Thailand and Vietnam. It has also started a regular series of small-scale exercises with Malaysia and Thailand. While these efforts remain significantly smaller in number and scale than comparable exercises involving the US, the direction of travel is increasingly apparent, especially in Southeast Asia where many countries are building stronger relationships with the PLA.

Most Asian countries are reacting to China’s rapid militarisation like proverbial rabbits caught in headlights. There are a few incremental military investments across the region, but nothing on the scale necessary to match China’s substantial advances made over recent decades. Compared to the rapidly modernising PLA, many Asian militaries are increasingly obsolete and sub-scale as they experience a sustained period of relative stagnation. Whether because they lack the resources to modernize and expand their militaries (e.g. Japan, Malaysia, the Philippines and Taiwan) or because they assume the US will always be there to offset their relative weaknesses (e.g. Japan, South Korea and Taiwan), or because they have simply accepted the changing geopolitical dynamics and see little point of engaging in any arms race with the dominant regional power (e.g. Malaysia and the Philippines), Asia’s military balance of power has changed permanently in favour of China. This will severely limit how China’s regional neighbours will be able to react to its more assertive foreign policy, especially when it is able to use its hard power in conjunction with economic leverage to achieve its international objectives.

There is now a clear regional military hierarchy, with China’s primacy firmly entrenched and much of Asia effectively incapable of reacting to any action it may undertake—especially if enforced with the might of the PLA. Given current trajectories, the gap between China and the rest of Asia will continue to increase and the regional hegemon’s position will become ever more permanent.

Many Asian countries may take comfort from their existing relationships and treaty arrangements with the US, but alliances are always temporary constructs. It is a risk for the region that either the US’s relationship with China could one day take priority over existing allies, or that its increasingly transactional approach to foreign policy could lead to the US questioning why it is supporting an Asian country in any potential dispute with China, given the associated costs involved. This is especially the case when considered alongside the persistent unwillingness of many Asian countries to invest in their own self-defence. As such, any continued Asian reliance on the US as a counterweight to China may prove to be a false hope.

Asia is, therefore, facing an increasingly confrontational and assertive military power, but with limited self-defence capabilities and an ally who may or may not be there when needed. This is a weak position to be in.




Chapter 4

ASIA’S ENTRENCHED TRADE VULNERABILITY


China’s economic rise over the last two decades has been dramatic. The country was just a $400 billion economy in 1990 and dwarfed by the US, which was 15 times larger. It subsequently tripled in size by 2000, but its $1.2 trillion GDP still represented just a tenth of the US’s in the same year. Between 2000 and 2019, however, China’s economy grew more than ten-fold and its current near $14 trillion GDP is now just a third smaller than America’s $21 trillion. 161 China accounted for more than 16% of the total global economy in 2019, compared to less than 4% in 2000.162



It is difficult to identify any precedent for such a comparable growth story, at least in terms of the rate and scale of expansion. Europe’s economic ascendency was a relatively drawn-out affair, America’s emergence as the global economic superpower took many more decades, while the four Asian Tigers, which experienced rapid economic development from the 1960s, make interesting case studies for analysis, but were always relatively small-scale within the broader global economy. It is possible to draw some comparisons with the USSR’s rapid growth post World War II, but the Soviet Union was never as integrated into the broader global economy as China is today and as such, the economic impact of the USSR was geographically constrained. In contrast, China’s rapid economic development has been into pre-existing global economic structures, relationships, trading patterns and competitive dynamics, and has, therefore, been disruptive to the global economy on an unprecedented scale.

Nowhere is this disruption more apparent than in Asia. Just three decades ago, China was a poor country and its relative position within the region reflected this status. Its economy was dwarfed by Japan’s and only marginally bigger than those of Australia, India and South Korea. China accounted for just 8% of the region’s 1990 GDP while Japan represented 60%.163 But China displaced Japan as Asia’s largest economy by 2010 and as a result of its strong growth, it represented 46% of the region’s economy in 2019, with Japan at just 16% and India at 10%.164 Over the last 10 years, China has singularly accounted for nearly two-thirds of total Asian GDP growth and its economy is now 2.8 times larger than Japan’s, 4.6 times India’s and 8.6 times South Korea’s.165

China’s economic emergence has attracted significant scepticism. The Coming Collapse of China, for example, argued that the country was “not far” from total collapse given government failings and a fundamentally fragile economy.166 This book was written in 2001. Since then, however, China’s economy and governance system has never come close to collapse but has gone from strength to strength, as reflected in the fact that China’s 2019 GDP was more than 10 times larger than it was in 2001. Furthermore, China has successfully navigated various difficult economic dynamics and shocks. It emerged, for example, relatively unscathed from the 2007–09 Global Financial Crisis, which almost led to the collapse of Western financial systems and resulted in substantial widespread economic damage across Europe and the US. China also looks set to be one of the countries least impacted economically by the COVID-19 pandemic, despite being the first economy to be hit by the virus.

But this sustained growth has done nothing to curtail the widespread scepticism about China’s economic longevity. Such commentary reflects a general disbelief that a command-andcontrol economy dominated by the state, and with all the resulting embedded inefficient capital allocations, could evolve into a more dynamic market-led system with capital and resources directed to the most efficient productive uses. Parallels are often drawn with the USSR’s experience, especially as China essentially followed the Soviet economic model even after the Sino–Soviet split. Like China’s dramatic recent development, the USSR also delivered rapid growth rates for several decades after World War II as its command-andcontrol economy allocated and utilised previously unemployed factors of production.

But the Soviet economy had multiple structural flaws that ultimately led to its decline. These flaws included excessive investments in infrastructure and producer goods, as typified by the Soviet obsession with heavy industries, which were consistently prioritised over light industries and consumer products; fixed prices during the planning process with little regard for demand and supply, inflation, technological developments or the actual costs of production; and no explicit cost of capital as reflected in the absence of applied interest rates. As a result, the country’s factors of production were consistently allocated to less than optimal uses, with only limited scope for subsequent reallocation. This misallocation resulted in the USSR’s economic growth slowing through the 1960s, 1970s and 1980s as returns and productivity stagnated. Although this trend was painfully visible to the Soviet leadership, efforts to reform the system were prevented by well-entrenched vested interests and ultimately, the entire economic system collapsed.167

It is true that China’s post-1978 economic development had its roots in the Soviet growth model, which resulted in some similarities between the economic profiles of the two countries. For example, China’s focus on infrastructure investment, the continued state-ownership of the banking system, the allocation of substantial resources to SOEs and the persistency of planning and targets across many economic activities. But these similarities are more than outweighed by the differences. Unlike the USSR, China’s economic development model is dependent on large-scale engagement with foreign countries, especially as important trading and financial partners. China has also actively encouraged the development of the private sector, which has gradually eroded the importance of the historically important SOEs.

Emerging private sector

Although the banking system remains biased towards the country’s SOEs, China’s private sector is now the main driver of the economy. In 2010 the country reported 6.5 million corporate enterprises, of which 154,000 were state-owned. The number of corporate enterprises, however, surged to 18.1 million by 2017, while the number of SOEs declined to 133,000.168 As a result of this growth, by 2018 the private sector accounted for 60% of GDP, 70% of all innovation, 80% of urban employment and 90% of new jobs.169 In contrast, SOEs have become progressively less important to the economy and remain under relentless pressure to reform, including the forced elimination of excess capacity. China’s private sector does continue to face constraints, especially in terms of securing bank financing, which remains biased towards SOEs.170 Despite the private sector’s majority contribution to China’s GDP, for example, it accounts for just 25% of total bank lending.171 But the development of private businesses remains an overarching priority for the Chinese government as it orientates its economy away from the state towards market-based resource allocation.172

The emergence of a dynamic Chinese private sector is why comparisons with the USSR are increasingly meaningless and also why confidence over China’s long-term economic outlook should be high. That is not to say the country is without challenges as it continues its transition towards a more market-based economy. Many SOEs remain inefficient, have substantial debt burdens and need to be reformed. The banking system also continues to be dominated by state-ownership and has significant exposure to historic non-performing lending as a result of earlier poor capital allocation decisions. There are also undeniably powerful and entrenched vested interests resulting from the country’s history and governance structures, which are opposed to significant reform efforts.

China’s economic momentum, however, is more than sufficient to overcome these challenges, especially as its becomes increasingly sophisticated, complex and innovative. It is reducing the risks associated with its historical inefficiencies and distortions as it rebalances the economy towards domestic consumption, supports private sector growth and reduces the role of the state in the allocation of resources and capital. As an example of the country’s growing economic complexity, Harvard University’s Atlas of Economic Complexity found that China had improved from the world’s 46th most complex economy in 1995 to 18th in 2018 and that “China is more complex than expected for its income level. As a result, its economy is expected to grow rapidly.”173 That is not to say that it will not experience fluctuations in its growth rate, nor that its longer-term growth will not slow from historic highs as the country shifts from input-driven growth to one determined by consumer demand and productivity gains. But those forecasting a collapse in China’s economy are likely to be disappointed.

In fact, it is elsewhere in Asia where economic risks are rising. Many of China’s neighbours face difficult outlooks given domestic and regional dynamics. The more developed North Asian countries are experiencing numerous economic challenges given their deteriorating demographics, high debt levels, weak domestic consumption, limited structural reform momentum and increasing Chinese competition across their strategic industries. In contrast, many South and Southeast Asian countries are suffering from a lack of investment in infrastructure and education, limited private sector innovation, poor productivity gains, weak governance structures, and strong and entrenched vested interests. Given all these dynamics, many of the region’s developing countries are struggling to implement sustainable economic development models and improve their populations’ standard of living, with all the subsequent socio-political risks.

As a result of its better economic outlook and associated momentum, China will sustain faster growth over the medium-term than the majority of its neighbours. This will further elevate its economic status within the region and its scale asymmetry versus its neighbours. Prior to the COVID-19 pandemic, for example, the IMF expected China to continue growing faster than the rest of Asia and its GDP to reach $21 trillion by 2024, compared to the US’s forecasted $26 trillion for the same year.174 Although COVID-19 may have complicated these earlier forecasts, the IMF still expects China to grow faster than any other Asian country between 2019 and 2021, with the sole exception of Bangladesh.175 Similarly, Harvard University’s Growth Lab expects China to sustain 6% annual GDP growth through to 2028, making it the seventh fastest growing economy over the period and significantly ahead of Japan (1.9%), South Korea (3.1%), India (5.3%) and Indonesia (5.8%).176

Reflecting its super-scale economy and the region’s geography, China now plays a pivotal role across Asia’s various economic dynamics. This is most visible in terms of trade flows. While there has been significant focus on its own export-led development model, China’s most dramatic impact on Asia has been its role as a rapidly expanding market for the region’s products. Since 1990, when China imported just $30 billion of merchandise goods from the rest of the region, its imports from Asian countries have grown 13% per annum and are now just shy of $1 trillion annually.177 China is now the single largest export destination for the majority of Asian countries, while Chinese imports and exports in aggregate represented 12% of total 2019 global trade versus the 11% involving the US, and the 7% and 4% represented by Germany and Japan, respectively.178

But these surging trade flows have implications for the region’s geopolitics: first, China’s importance as a trading partner for its neighbours continues to reach new highs, while the US’s position has diminished correspondingly, highlighting the changing economic roles of the two superpowers within Asia; second, many of the US’s Asian allies and partners now have substantial trade surpluses with China, creating a particular degree of economic exposure, dependency and vulnerability; and third, many of the regional hegemon’s trade relationships are highly asymmetric—the trade relationship is much more important to the exporting country than it is to China.

Primary regional trading partner

The rate at which China has displaced the US as the region’s primary trading partner has been dramatic. China was the end destination for less than 10% of the region’s exports prior to 2000, while the US generally took more than 20%.179 In 2000, for example, Asian countries shipped goods valued at nearly $370 billion to the US and less than half of that level to China.180 In 2005, however, China became the more important export market for Asian goods, and by 2019 the region exported nearly twice as many goods to China as it did to the US.181 Specifically, China was the destination for more than 24% of Asia’s 2019 merchandise exports compared to the 13% sent to the US.182

Multiple countries are now dependent on China as their primary trading partner, including Australia, Indonesia, New Zealand, Singapore, South Korea and Taiwan. Many of these countries despatch more than a fifth of their exports by value to China, a share that has increased rapidly over the last 10 years. The most extreme examples of this dependency are Mongolia, which sends the vast majority of its exports to China, reflecting both geography as well as Chinese demand for its coal, copper and gold; and Turkmenistan, which relies on substantial Chinese demand for its gas.183 But other countries have also seen China quickly become their dominant trading partner. Australia sent just $4 billion of goods to China in 2000, but by 2019 this flow had increased to $104 billion—38% of its total exports—based on China’s insatiable demand for its raw materials, especially iron ore.184 Similarly, New Zealand’s dependency on China as an export market has grown rapidly over the last decade. In 2008, just 6% of the country’s exports went to China, but this had risen to 28% in 2019 on the back of Chinese demand for its dairy, meat and forestry products.185

But while China has become the most important trading partner for the majority of its neighbours, the US’s relevance as a trade partner has conversely declined quickly over the last two decades. To an extent, this reflects China’s disruption and displacement of historic US–Asia trade patterns. Manufacturing inputs that previously would have been shipped directly to the US are now sent to China-based production plants for processing and finishing before being forwarded to end destinations, including the US. But Asian trade patterns are nevertheless becoming much more regional in nature and increasingly centred on China. Since 2000, Asian exports to China have increased by 11% annually, while those to the US have expanded by an average of just 2% each year over the same period. Even if China’s exports to the US are also included, total Asian exports to the US have grown at just 5% annually since 2000.

As a result of these very different growth rates, the direct trade relationships between many Asian countries and the US have become significantly less important over the last two decades. The US’s share of exports for Asian countries (excluding China) has fallen from 23% in 2000 to 13% in 2019 as intra-regional trade has surged.186 Vietnam is the only exception to this long-term trend, with the US accounting for an increased proportion of its trade. But this reflects the recovery in US–Vietnam trade from a very low base and the shift of some internationally orientated manufacturing capabilities out of China. Otherwise, the overwhelming picture is one of declining US importance as an export destination and the increasingly entrenched primary role of China.

Table 3: Percentage of exports sent to China and the US, for select economies
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Notes: Merchandise exports in US dollars; China does not include Hong Kong and Macau SARs.

(Source: IMF, Direction of Trade Statistics; Taiwan Bureau of Foreign Trade.)

It is notable that the US is no longer even a top three market for Australian and Singaporean goods, two of the US’s key strategic partners in Asia.187 But China’s expanding economic importance for many long-standing US allies in the region is also reflected in their current trade surpluses with the country. Australia, New Zealand, Singapore, South Korea and Taiwan all run substantial net balances with China and appear to benefit significantly more from their trade relationships with China than with their traditional US ally. Australia, New Zealand and Singapore, for example, all run merchandise trade deficits with the US, but substantial surpluses with China. South Korea runs merchandise trade surpluses with both countries, but its surplus with China is significantly larger than that with the US.188

The size and importance of trade flows between long-standing US allies and the emergent regional hegemon must create a degree of uncertainty around future geopolitical allegiances, especially as trade always creates interdependencies. Usually these are mutually beneficial, in that both countries share a comparable interest in maintaining the trade flow. But an additional complication for the region is that whereas China is the primary export market for many Asian countries, its trade relationships are often extremely unbalanced in terms of relative importance. Every country in Asia is now much more dependent on China as an export market than it is on them as a source of imports or as a destination for Chinese goods. China may take nearly 40% of Australia’s merchandise exports, but these same exports represent just 6% of China’s total imports, while Australia is the end market for just 2% of China’s own exports.189 Similarly, although China is the end market for a quarter of South Korean exports, they only account for 8% of total Chinese imports, while just 4% of Chinese exports travel in the opposite direction.190

This trade asymmetry provides China with a substantial degree of economic leverage over its trading partners. They need access to China’s markets often far more than it needs their imports. But an additional complication for the region is that many countries’ exports to China are concentrated around specific products. Natural gas shipments accounted for 80% of Turkmenistan’s 2018 exports to China, coal and copper ores for 73% of Mongolia’s, and iron ores and coal for 56% of Australia’s. Outside raw materials, two-thirds of New Zealand’s 2018 exports to China by value were milk, dairy (including butter and cheeses) and forestry products, and 60% of Bangladesh’s were textile related. More than a third of Taiwan’s exports to China in 2018 were semiconductor chips, transistors and other electronic integrated circuits, with the same products accounting for nearly a third of both South Korea’s and Malaysia’s exports to the country.191

Furthermore, for a number of these countries, their exports to China have become more concentrated over the last decade. South Korea’s three most important product groups accounted for 29% of its exports to China in 2008, but 44% in 2018.192 The same ratio for Taiwan has increased from 44% to 48%, and for Japan from 17% to 23% over the same period.193 This level of product concentration creates an additional degree of economic vulnerability, especially as many of these trade flows are often very dependent on specific companies—which are potentially more vulnerable to economic coercion than countries. Australia’s iron ore exports to China are dominated by BHP Group, Fortescue Metals Group and Rio Tinto. New Zealand’s milk exports are primarily controlled by diary giant Fonterra, while South Korea’s semiconductor chip shipments are focused around Samsung Electronics and SK Hynix.

Table 4: Most important exports to China, for select economies (2018)



	 


	Largest product exported to China


	Share of country’s total exports to China


	Value of product’s exports to China ($ bn)





	Turkmenistan


	Natural gas


	79.8%


	5.2





	Australia


	Iron ore & concentrates


	43.6%


	38.3





	Mongolia


	Coal


	42.3%


	2.6





	Taiwan


	Cathode valves & tubes


	36.5%


	33.6





	South Korea


	Cathode valves & tubes


	32.0%


	51.8





	Malaysia


	Cathode valves & tubes


	31.2%


	10.7





	New Zealand


	Milk & milk products


	23.3%


	2.3





	Kazakhstan


	Copper


	21.6%


	1.4







Notes: For merchandise exports only; ranked by export concentration; “cathode valves and tubes” includes electronic integrated circuits and other semiconductor devices.

(Source: UNCTADstat.)

Given these dynamics, many Asian countries have a relatively high degree of embedded vulnerability in their China trade relationship. There is, however, a counter view to this argument. This is that, given many of the above trade flows represent important inputs to China’s manufacturing and production processes, the country’s economy is highly dependent on specific imports from individual countries. The balances of power, and associated vulnerabilities, therefore, lie not with the buyer but with the supplier. If Australia did not supply its shiploads of iron ore, Turkmen gas was not pumped through the connecting pipelines, or crates of memory chips were not flown in from South Korea and Taiwan, the negative impact on China’s economy would be substantial.

This view implies, however, that there are either very limited suppliers of required inputs that China cannot replicate or that there is the ability to organise a boycott across all supplier countries. But for the vast majority of China’s imports, including commodities and raw materials, there are alternative suppliers, even if at a higher cost, while the ability to organise a global boycott of any good is extremely limited, even when there is US persuasion. Furthermore, in those occasional situations where China does have a degree of dependency on a specific imported product—for example, semiconductor chips—it is moving to establish indigenous capabilities as part of its industrial development. China has very few imports, therefore, which it cannot replicate, either through alternative international suppliers or through indigenous development, and as such, the risks continue to reside with China’s smaller, more dependent and inherently weaker trading partners.

Tourist and consumer spending power

While the above discussion covers merchandise trade, service exports to China have also become more important for many Asian countries. In particular, tourism and education-related service exports have seen dramatic growth as the Chinese have become more prosperous and willing to travel. There were approximately 150 million outbound trips by Chinese travellers in 2018, compared to just 10 million made in 2000, and although a substantial portion of these trips were to Hong Kong, Macau and Taiwan, more than 70 million were to foreign countries, predominantly in Asia.194 Travellers from China accounted for more than a third of all international visitors to South Korea in 2019, for more than a quarter to Thailand and Japan, and for nearly a fifth of all arrivals into Singapore in the same year.195 It was also the single largest source of travellers to Australia in 2019, with more than 1.4 million Chinese travellers visiting.196

Chinese tourists are noted for their largesse. They spent nearly $280 billion on their 2018 travels, representing a fifth of total international tourism spend and nearly twice the total spent by US tourists.197 They have a particular propensity to enjoy shopping. Chinese visitors to Singapore, for example, spend three- and six-times more on shopping during their trips than their American and British peers, respectively.198 But they are also willing to spend significantly on overseas education. One of Australia’s largest exports to China is education, with the country generating nearly $9 billion from Chinese students.199 The number of Chinese students studying in Australia has nearly doubled in the five years to 2019 and they now account for more than a quarter of all international students in the country.200 This proportion is even higher in New Zealand, where China accounted for 52% of all international students in 2018, up from 43% in 2013. 201

Chinese tourists and students have, therefore, become a major source of export revenues for multiple countries across the region. As with the rapidly developing trade relationships, the new service flows have been hugely beneficial for Asia, with numerous countries benefiting from China’s surging demand for goods and services. But all these relationships are fundamentally skewed, with the balance of power and associated leverage always with China. This is an embedded risk for the entire region, especially as China has already shown a willingness to use trade, market access and outbound tourism as geopolitical tools to achieve foreign policy objectives when necessary. It has demonstrated relative generosity to advance or achieve geopolitical objectives but has also withheld market access and tourist flows, and sanctioned boycotts of specific products and companies to penalise countries that it believes have either impeded or disputed its expansionary intentions and geopolitical objectives.

This is perhaps most visible with Taiwan, which has experienced both sides of China’s “stick and carrot” approach towards trade over the last few decades. On the one hand, China and Taiwan signed the 2010 Economic Cooperation Framework Agreement, which included tariff reductions significantly more beneficial to Taiwanese corporates than their Chinese counterparts—even though Taiwan had, and still has, a large and persistent trade surplus with the mainland. This generosity was clearly motivated by geopolitical objectives, with China’s largesse in contrast to its earlier more strident but less successful engagement with the island. And to a substantial extent, China’s attempts to integrate Taiwan’s economy into its own have been remarkably successful. China is the island’s largest export market by a significant margin and the most important source of inbound travellers, while Taiwanese companies have invested substantial sums in China and a sizable proportion of Taiwan’s population now live and work on the mainland.

But China has selectively used this economic dependency to exert pressure on the island. Since the 2016 Taiwan election of Tsai Ingwen from the more independence-inclined Democratic Progressive Party, China has progressively limited tourist flows as an economic punishment. China’s 4.2 million travellers to Taiwan in 2015 accounted for 40% of the island’s total visitors that year. By 2018, however, the number of Chinese travellers had fallen by more than a third to 2.7m, with further restrictions being applied in 2019.202 Taiwan has been relatively successful at replacing these lost tourists with travellers from other countries, but it has still foregone substantial revenues as a result of this restriction, especially as Chinese tourists are disproportionately large spenders when travelling. And given the increasing importance of tourism to Taiwan’s economy, these lost revenues represent a substantial opportunity cost for the island.

Taiwan is not alone in experiencing China’s increased willingness to use trade, market access and tourist flows as geopolitical tools. China banned group tours to South Korea in 2017 in response to the Korean decision to deploy the THAAD missile system (as discussed in earlier chapters). Prior to the ban’s imposition, nearly 600,000 Chinese travelled to Korea every month, but these flows fell dramatically and the total number of Chinese tourists to Korea in 2017 was less than half the previous year’s.203 Given nearly half of all visitors to Korea in 2016 came from China, the government estimated that this decline resulted in nearly $7 billion of foregone revenues in 2017.204 China’s sanctions, however, were not just targeted at South Korea’s tourism industry, but also at specific companies. Lotte Group, one of Korea’s largest conglomerates and which provided the land on which the THAAD system is based, faced particularly punitive measures, including the forced closures of the majority of its Chinese supermarkets on alleged safety code violations. These closures unsurprisingly led to substantial losses, and culminated in Lotte’s subsequent disposal of the business to Chinese competitors at a significant discount to the incurred investments.205 At the same time, the company’s efforts to build new shopping and entertainment complexes in China were suspended and its domestic duty-free shops suffered from the decline in inbound Chinese tourists.

Lotte was not alone in feeling China’s anger. Other South Korean products were also subject to tighter safety controls, impacting their import and distribution; previously popular Korean television shows were taken off the air by the state broadcaster; and regulatory approvals for Korean online video games were suspended. The Korean car manufacturers, Hyundai Motor Company and Kia Motors, were subject to a particularly punitive consumer boycott that resulted in substantial falls in sales. China was the largest foreign market for both companies in 2016, but they saw sales in the country compress substantially in 2017 with Hyundai’s down 31% year-on-year, while Kia saw an even larger 40% fall.206 Both companies have since struggled to recover from this episode with demand remaining weak, in part on residual negative consumer sentiment.

All these economic losses resulted from South Korea’s decision to deploy a single missile system. It is possible to debate the extent to which THAAD was necessary in order to protect Seoul from inbound North Korean missiles, or whether China’s fears over its installation were merited. But what is clear is that under the pressure of more than a year of effective economic sanctions and coercion, the South Korean government gave way with its “three nos” to appease China: no further THAAD deployment; no participation in a US-led regional missile-defence system; and no trilateral military alliance with the US and Japan. This climb-down led to the normalisation of the two countries’ economic relationship, but could not have been a clearer demonstration of China’s ability to inflict significant economic damage at will on a smaller neighbour, to force concessions and to enforce its relative primacy. And perhaps more worryingly for the region, it also highlighted China’s substantial economic leverage over historically strong US allies.

Japan and the Philippines have also experienced China’s willingness to use trade and other economic levers, given their territorial disputes with the regional power. Long-standing tensions between China and Japan over the Diaoyu/Senkaku islands escalated in 2012, when the Japanese government acquired some of the islands from private ownership.207 It is unclear whether the subsequent outpouring of Chinese anger over Japan’s actions was state-directed and manufactured or just a reflection of underlying nationalistic feelings. But as a result of China’s outrage, Japan’s companies reported an increase in administrative delays when operating in China; demand for Japanese products contracted (as with the Korean car manufacturers, Japanese cars are an immediate target during periods of China–Japan tensions); and the number of Chinese tourists travelling to Japan fell significantly.208 China has used similar economic levers in its various South China Sea disputes. The Philippines has experienced restrictions on its fruit exports to, and tourist inflows from, China. Philippine exports to China fell significantly in 2015 when it escalated the South China Sea dispute by requesting international arbitration on the matter.209 But conversely, in response to the improving bilateral ties between the two countries under Duterte’s administration, Chinese demand for Philippine fruits has increased significantly and they are now one of the Philippines five largest exports to China.210 Philippine exports to China reached a new $10 billion high in 2019.

China has more recently appeared to use trade as a mechanism to punish Australia for various actions, including its call for an independent international investigation into the origins of COVID-19. It has imposed higher tariffs on barley imports from Australia, banned the import of beef from a number of Australian abattoirs and has encouraged its power utilities to reduce their use of Australian coal. All these decisions had justifiable bases. The higher barley tariffs were the result of a Chinese anti-dumping investigation launched in November 2018; the beef import ban was due to compliance failures; and the shift from Australian coal reflected surplus domestic mining capacity within China. Nevertheless, the timing of all these trade restrictions so soon after Australia’s advocacy of an independent COVID-19 investigation is more likely indicative of intent rather than just coincidence.211

It is too early to assess the longer-term consequences of China’s actions against Australia, but all the earlier disputes with its neighbours appear to have had only limited and transient impacts. This is primarily because they have not been maintained for a sufficient period to materially influence the structural drivers of trade growth. South Korea’s foregone tourist revenues in 2017 and 2018, for example, were but a small fraction of the country’s total exports to China. Similarly, the periodic episodes of tension between China and Japan appear to have done little to dent the burgeoning trade flows between the two countries. Despite all the residual political tensions between the two nations and the recent disputes, China’s share of Japan’s total trade has increased from 18% in 2015 to 22% in 2019. 212 China is now Japan’s largest trading partner by a substantial margin, while Japanese investment in China has remained robust. Similarly, the South China Sea tension between the Philippines and China disrupted 2015 and 2016 trade flows. But this impact was short-lived, and by 2018 the Southeast Asian country’s exports to China had reached new highs as the bilateral relationship rapidly warmed.

Chinese signalling

Every time China imposes restrictions, sanctions or boycotts, whether on a specific country or company, it is signalling that it is the dominant partner and that it—not the counterparty—is responsible for defining and enforcing the framework and expected behaviours within the partnership. This signalling process has been invariably successful in defining Asian trade dynamics as a Chinese construct, especially as its willingness to use economic coercion has conditioned the rest of Asia to recognise its objectives as primary. Furthermore, China’s willingness to use such measures appears to be increasing as it becomes economically more powerful. The 2005 large-scale anti-Japan protests across China, for example, were never officially sanctioned. But this was when China was the minor partner to Japan, with a far smaller economy. The situation is now very different with the balance of power heavily weighted towards the regional hegemon, as seen in its more coordinated, state-led and assertive response to the 2012 Diaoyu/Senkaku incident.

China’s willingness to use economic measures to achieve its geopolitical objectives is even apparent with its approach towards individual corporates. This was very visible with China’s recent statement that international companies would face economic sanctions if they identified Taiwan as a separate state. Airlines, hotel chains and other companies all came under sustained pressure to align with China’s approach towards Taiwan under the threat of exclusion from Asia’s largest consumer market. As China’s Ministry of Foreign Affairs stated: “…foreign companies operating in China should respect China’s sovereignty and territorial integrity, abide by Chinese laws and respect the Chinese people’s feelings, which are the foundation for any corporation to do business in any country …”.213 Despite the subsequent protests about China’s behaviour, including from the US, which argued its actions were coercive and threatening, all the targeted companies complied.214 The potential costs of being excluded from China substantially outweigh any advantages from either deliberately or accidently siding with Taiwan in any cross-strait dispute.

China is also moving to use its relative size and importance to define the rules and structures governing Asian trade flows. Its de-facto leadership status in the RCEP is emblematic of this. Agreed in November 2020, the RCEP is the world’s largest free-trade agreement covering nearly a third of global GDP. Although an ASEAN-led proposal when first discussed, China assumed the initiative’s leadership role over recent years and was instrumental in framing the final framework. This could simply be a reflection of China’s size and relative importance to regional trade. But it could also reflect the fact that the proposed partnership includes both Japan and South Korea, Asia’s two other significant trading powers, and notably excludes the US.

As such, China’s leadership role in the RCEP gives it the first real opportunity to impose its approach towards trade on its neighbours, especially if the agreement becomes the eventual framework for managing all of Asia’s various trade and economic issues. China has already demonstrated its influence by ensuring the RCEP was defined as a “lower-tariff” trade-orientated agreement, against competing proposals for more comprehensive standards across investments, intellectual property and the environment.215 It may, therefore, have been excluded from the earlier and smaller Comprehensive and Progressive Agreement for Trans-Pacific Partnership—which includes many traditionally US-orientated countries, such as Australia, Canada, Japan, New Zealand and Singapore—but by pushing for the RCEP’s agreement, it is now asserting its primacy within the region and its status as Asia’s rule-setter.

There is a degree of consternation across many countries at China’s ability and willingness to use economic leverage to achieve its broader geopolitical objectives. There is also some concern over its growing influence in the determination of the region’s trade rules. China is accused, amongst other things, of requiring technology transfers in return for market access, aggressive dumping of products at below production costs, and using the explicit threat of market exclusion to coerce both countries and corporates into certain behaviours. It is also alleged to be unwilling to accept the current World Trade Organisation (WTO) rules-based architecture and is instead seeking to create alternative lower-standard frameworks.

Many of these criticisms have some truth. But as ever, history is relevant in providing appropriate context. It is always in the nature of the dominant economic power to use its status and relative scale to define rules, frameworks and institutions to its own advantage and then to seek to maintain those structures. The current global trading framework, including the WTO, is to all intents and purposes an American and European construct and entrenches a system which is economically beneficial to them and disadvantageous to smaller, poorer and less powerful nations. Similarly, the British used its earlier relative economic size and power to establish preferential trading systems across its Empire to ensure cheap imports and consistent export markets for its products. As such, there is nothing unusual about the dominant economic power within any system seeking to define and implement a framework that prioritises its economy over those of its trading partners.

There is, however, the corresponding historical tendency of tensions developing as the economic model of a legacy power is challenged by those of emergent contenders. There may have been a hope within the US that China would have aligned itself with the American view on global economics and trade, but invariably all emerging powers have adopted new development models and challenged the orthodoxy of the incumbent. The US may criticise the Chinese model and underlying ideology, but America was once a challenger to Britain and demonstrated many similar behaviours. It exhibited a desire to displace the European powers from its sphere of influence (the Monroe Doctrine); was vocally opposed to the then existing geopolitical structures, namely the European empires, both on moral and economic grounds; and was more than willing to use its relative economic size as a means of asserting its view and primacy on to the rest of the world. This is just the cycle of the global economy and now it is China’s turn to be the preeminent economic power, at least in Asia.

In much the same way that the British often mourn their lost global position and role to the US, the rise of China is causing a similar reaction within the US and its Asian allies. But the reaction is often hypocritical and reflects underlying fears that China, not the US, will determine the future global trade framework, to the possible detriment of the US economy. As then-President Barack Obama wrote in defence of the TPP: “As a Pacific power, the United States has pushed to develop a high-standard Trans-Pacific Partnership, a trade deal that puts American workers first and makes sure we write the rules of the road for trade in the 21st century … The world has changed. The rules are changing with it. The United States, not countries like China, should write them.”216

But the immediate response to this statement is: why should Asian trade rules be defined by the US and not by China? China is, after all, the world’s largest exporter and importer, and Asia’s largest economy by a substantial margin. The reason why, at least from the American perspective, is perhaps more obviously defined by his successor, President Trump, and his belief that US trade deals are “to promote American industry, protect American workers, and raise American wages”.217 From an outsider’s perspective, it appears that US trade rules are not about the global distribution of wealth or providing support to countries trying to develop, but more about ensuring the international primacy of the American economy.

The US may have concerns about China’s economic rise and its use of both merchandise and service trade as geopolitical mechanisms to further its foreign policy objectives, but it is too late to reverse this process. Asia is increasingly dependent on China as its primary trading partner, in contrast to the declining importance of Europe and the US. To a significant extent, this dependency is a function of China’s longer-term strategic approach towards trade. In contrast to the US’s short-term and transactional view of trade, China sees the substantial geopolitical advantages, at least over the short- to medium-terms, of building deep trading relationships—especially when the subsequent flows create embedded vulnerabilities for the smaller exporting partners. While the country has effectively redistributed some of its newfound prosperity across the region through its trade deficits and negative tourist-driven service balances, this has created substantial dependencies on the regional hegemon.

This is the trade-off for the entire region: benefit from China’s growing prosperity, but do so on its terms and accept the associated geopolitical realities. Failure to do so will result in marginalisation and significant potential economic loss.




Chapter 5

China’s Growing Financial Influence


Understanding China’s precise role in global finance is severely complicated by a relative lack of data, but there is mounting evidence of its increasing financial influence across Asia. China’s emergence is reshaping Asia’s financial dependencies, geography and architecture. Its importance as a provider of FDI is growing rapidly, its banks are expanding their involvement in offshore financing, while specific Chinese government initiatives such as the BRI and the Asian Infrastructure Investment Bank (AIIB) have significantly increased China’s contribution to the region’s available funds for infrastructure investment.



As China’s influence grows, the importance of Europe, Japan and the US—the region’s traditional sources of capital—are diminishing. By several metrics China has already displaced Japan and the US as the region’s single largest source of capital, and this transition will create an additional level of complexity for its neighbours when dealing with the emerging regional hegemon.

China’s current and future involvement in global and regional financial flows reflect not just its evolving economic dynamics but also its changing geopolitical priorities. Although the country still has relatively strict capital controls, its economic growth model has always necessitated a high degree of integration with the global financial system. In contrast to many emerging countries that tend to be dependent on external goods and net inflows of foreign capital during their economic development, China is unique in that it achieved a degree of capital sufficiency and became a substantial international creditor relatively early on the back of its highly successful exportled growth model. A combination of cost competitiveness (on low wage levels and scale benefits) and government support (including the directed allocation of available capital to export-orientated industries and companies) allowed Chinese products to rapidly gain share across numerous international export markets and generate significant trade-related earnings. This led to a surge in the country’s current account surplus to $421 billion in 2008, which—with a further $52 billion of net FDI in the same year—represented more than 10% of China’s total GDP.218

These dynamics, combined with China’s underlying socioeconomic characteristics, resulted in an excess of savings versus the available domestic investment opportunities. This was further complicated by China’s strict capital controls, which limited the potential for large-scale, de-centralised and unregulated capital outflows. This accumulation of capital within China led to the country’s financial system being flooded with liquidity and the creation of substantial inflationary pressures that needed to be addressed in order to maintain social stability.

China addressed these various dynamics and distortions by recycling the excess savings offshore through the centralised accumulation of foreign assets. As a result, it became an important provider of liquidity in many global financial markets and asset classes. Estimates by the Kiel Institute for the World Economy, for example, suggested that China in 2018 held “more than $5 trillion of debt towards the rest of the world”, representing 6% of total global GDP.219 US Treasuries were particularly favoured, not just because they are one of the world’s largest, most liquid and least risky asset classes, but also because of the underlying trade flows between the two countries and the subsequent importance of the exchange rate between the US dollar and Chinese yuan. China owned $60 billion of US Treasuries in December 2000, but this surged to $1,317 billion by November 2013, before easing to $1,070 billion in December 2019.220

Outward investment

China’s domestic imbalances have caused significant international stress. The uniqueness of its development model has led to much debate as well as accusations of currency manipulation, especially by the US.221 There are even suggestions that China could “weaponise” its foreign assets in any dispute with another country by dumping them, with subsequent market implications. The country’s large US debt holdings are seen as a particular risk given the various tensions between the two countries, with the fear that an aggressive sell programme could increase the US government’s cost of borrowing, result in mark-to-market losses for other Treasury holders and, under some scenarios, have significant exchange rate implications.

But such fears are often misplaced and increasingly outdated. China has evolved its economic growth model from a historic reliance on international markets to the promotion of domestic demand through higher private consumption. This shift has resulted in the erosion of the country’s current account surplus, which has led to some suggestions that it could even move to a persistent deficit.222 Furthermore, as the country’s domestic savings and investment rates have become more aligned, the management of excess capital has become less of a policy issue. Instead, there is now a greater focus on facilitating capital inflows and addressing the continued deficit in the country’s net investment income position. This deficit is simply explained by the contrast between China’s exposure to low-yielding developed market government debt, especially US Treasuries, and the relatively high returns generated within China by foreign corporates and investors. But in order to improve the sub-optimal returns of China’s sizable overseas holdings, the country needs to rebalance these positions both in terms of target assets and geographical exposure, and this rebalancing will significantly increase its financial role and influence across Asia.

China’s evolving approach towards the acquisition of foreign assets is most visible in its net FDI flows. For much of the last three decades, China was a net recipient of FDI. It accounted for a third of all FDI inflows into Asia since 1990, with nearly $2,300 billion in cumulative inward FDI through to end-2019—significantly higher than the $550 billion to India over the same period.223 These inflows have not slowed in recent years. The $141 billion FDI into China in 2019 was a record high as foreign ownership reforms encouraged greater inward investments, while nearly 60% of the cumulative 1990–2019 inflows occurred in the last 10 years.224

In contrast, China’s outbound FDI was relatively minimal for most of the post-1990 period. Between 1990 and 2010, the country saw more than a trillion dollars in inward FDI while cumulative outward flows were just $280 billion. But reflecting China’s broader rebalancing of its foreign assets, the country’s outbound flows have increased significantly since 2008 driven by its more prominent role in funding the region’s infrastructure projects and its more internationally orientated companies. Outbound FDI exceeded inflows for the first time in 2015 and over the last five years, the country’s FDI outflows at $760 billion were materially larger than the $685 billion in cumulative inflows.225

China’s outbound FDI flows have fallen from their 2016 peak on various factors, including tighter domestic and foreign controls on overseas acquisitions. But with $2.1 trillion of outbound FDI stock by the end of 2019, it is already the world’s third largest direct investor behind the US ($7.7 trillion) and the Netherlands ($2.6 trillion).226 This compares to it having only the 22nd largest overseas FDI stock in 2000 and the 19th highest in 2010. Its stock of international FDI assets has surged nearly 10-fold over the last decade, and only the US and Japan were a source of more FDI than China over the last five years. Furthermore, the country’s leadership role as an FDI provider is likely to become ever more entrenched given its ongoing economic growth, its moves to rebalance its foreign assets, and its broader geopolitical and economic objectives. A 2018 UNCTAD survey, for example, found that investment promotion agencies across the world expected both China and the US to be the most likely sources of future investment funds, with the European economies increasingly less relevant.227

Table 5: Recent outbound FDI, for China and select countries



	 


	Total 2015–2019 outbound FDI ($ bn)


	As a percentage of total global 2015–2019 outbound FDI


	Total outbound FDI stock (end-2019) ($ bn)


	As a percentage of total global outbound FDI stock (end-2019)





	China


	760


	10.1%


	2,099


	5.9%





	Japan


	827


	11.0%


	1,818


	5.1%





	Singapore


	197


	2.6%


	1,106


	3.1%





	South Korea


	161


	2.2%


	440


	1.2%





	Thailand


	61


	0.8%


	137


	0.4%





	India


	47


	0.6%


	179


	0.5%





	Malaysia


	36


	0.5%


	119


	0.3%





	Australia


	11


	0.1%


	579


	1.6%





	Philippines


	9


	0.1%


	53


	0.1%





	Indonesia


	7


	0.1%


	79


	0.2%





	USA


	888


	11.9%


	7,722


	21.6%





	Germany


	444


	5.9%


	1,719


	4.8%





	France


	298


	4.0%


	1,533


	4.3%





	UK


	86


	1.1%


	1,949


	5.5%







Notes: Inclusive of both 2015 and 2019; China does not include Hong Kong and Macau SARs. Ranked by total outbound FDI from 2015 to 2019.

(Source: UNCTADstat.)

China’s larger outward investment flows have been driven in part by increasingly acquisitive and expansionary Chinese companies. Whereas Chinese corporates were relatively small-scale in the international M&A landscape prior to 2007, they have become more active over the last 10 years, both in terms of size of targets as well as geographic reach. This increasing confidence is partly the result of official policies to encourage and facilitate the acquisition of international capabilities and technologies, although Chinese deal-making became so exuberant that the government moved in 2016 to control what it defined as “irrational” behaviour.228 Examples of this apparent irrationality were exhibited by a number of private companies that embarked on aggressive debt-fuelled international expansions, seemingly driven more by vanity than potential value creation.229 But more notable, and less irrational, activity by Chinese companies include ChinaChem’s 2017 purchase of Switzerland’s Syngenta for $43 billion, CNOOC’s 2012 $15 billion takeover of Canada’s Nexen and CIC’s $14 billion acquisition of the pan European logistics company Logicor in 2017.

In the early years of their newfound interest in international expansion, Chinese corporates primarily targeted American and European opportunities. Many of these acquisitions were driven by the need to secure new technologies, capabilities and accelerate international growth. But in recent years, China’s outbound investments have become more focused on emerging Asia. This shift is in part the result of the increased constraints Chinese corporates face in Europe and North America. Both regions now subject proposed Chinese acquisitions to far greater political and regulatory scrutiny as a result of broader geopolitical concerns. This has deterred Chinese interest in both continents. But the shift has also occurred because China’s new policy framework for outward investments encourages commitments to BRI projects, which by default are geographically located across emerging Asia. There has, therefore, been a reorientation in the geographic focus of Chinese corporates and investments towards Asia.

Unlike Europe and the US, many Asian countries do not have the capabilities nor relative power to contain the activities of Chinese corporates. It is no surprise, therefore, that Chinese companies increased their M&A activity within the ASEAN bloc by more than three-fold in 2018 and remained active through 2019.230 They are particularly focused on Southeast Asia’s strategically important logistics, energy and technology sectors, as reflected in a series of high profile transactions over recent years. A consortium of Chinese investors successfully bid nearly $12 billion in 2017 for Singaporeheadquartered Global Logistic Properties; China General Nuclear Corp acquired Malaysian power operator Edra Global Energy in 2016 for $2.3 billion in cash; and China Telecom is the single largest shareholder in the Philippines’ third mobile operator. China’s companies have also become an important source of early stage financing for Southeast Asia’s internet and technology companies. For example, both Alibaba and Tencent, two of China’s internet and technology giants, are seeking to export their domestic successes to Southeast Asia and have been active across the region with significant investments in Indian, Indonesian and Singaporean start-ups.231

The Belt and Road Initiative

But despite the increasingly acquisitive Chinese companies, the BRI is the more significant driver of China’s outbound capital flows across emerging Asia. This reflects the sheer discrepancy between the scale of Asia’s infrastructure requirements and the number and size of potential corporate acquisition targets. The ADB estimates Asia, excluding China, will need nearly $11 trillion in infrastructure investment between 2016 and 2030 to sustain growth and adjust to climate change.232 This amount cannot be met from domestic sources, given the limited resources available across the region. As such, infrastructure funding will be a far more significant driver of the region’s capital flows than corporate M&A, which explains the relative importance of the BRI as a component of China’s expanding financial influence across the region.

Defining the BRI’s scope and scale remains complicated. As outlined in Chapter 2, some projects defined as BRI-related do not appear to reflect the initiative’s overall aims, while many involved countries are peripheral to the initially defined land and sea corridors. But it is a mistake to just view the BRI as infrastructure led. The focus on its scale and its geopolitical objectives overlooks the importance that China places on the initiative as a means to increase its financial influence across the region. As stated in the initiative’s action plan jointly published in 2015 by China’s National Development and Reform Commission, the Ministry of Foreign Affairs and the Ministry of Commerce: “Financial integration is an important underpinning for implementing the Belt and Road Initiative.”233 The same report goes on to outline how China will help to develop bilateral currency swap and bond markets, with a focus on encouraging “the governments along the Belt and Road and their companies and financial institutions with good credit-ratings to issue renminbi bonds in China.” From this perspective, the BRI is not just a mechanism to increase China’s geopolitical influence, but to also achieve broader financial objectives. These include the development of the renminbi as an international currency, the redefinition of Asia’s financial frameworks and dynamics to reflect its economic weight, and the displacement of the US and other financial powers from the region.

The BRI may still be in its formative years, but it is being undertaken on a substantive scale and is rapidly increasing China’s financial exposure to the rest of the region. The Asian Development Bank estimated that China made $55 billion in greenfield investments across developing Asia in 2018, accounting for nearly two-thirds of its global commitments.234 The BRI is being delivered through multiple Chinese entities, including the Silk Road Fund (SRF), which is perhaps the most visible. Headquartered in Beijing, the SRF was established in December 2014 with the mandate to provide “funding and financing support for trade and economic cooperation and connectivity under the framework” of the BRI, with a focus on longer-term equity investments rather than the simple provision of debt financing.235 It was launched with an initial capital base of $40 billion, of which nearly two-thirds (65%) was provided by the State Administration of Foreign Exchange; 15% each by the China Investment Corporation and the Export-Import Bank of China; and the remaining 5% by the China Development Bank.236 An additional RMB100 billion (approximately $15 billion) was further committed to the SRF in May 2017.237

The SRF may be a core component of the BRI, but like many aspects of the initiative, its investment strategy can be confusing. One of its first actions was a joint investment in Pirelli, the Italian tyre manufacturer, while it recently acquired a salmon farming company in Chile and invested in a clean coal power plant in the United Arab Emirates. These three investments highlight the blurred relationship between the BRI, China’s financial institutions and the country’s geopolitical and economic interests. Although the Pirelli investment was with ChinaChem, a Chinese chemical and agrichemical SOE, the acquisition of an advanced industrial company in a developed country does not immediately appear to align with the SRF’s mandate. It does, however, reflect China’s strategy of acquiring new technologies and capabilities as part of its aggressive industrialisation policies. Similarly, it is not immediately clear how investing in a coal power plant in one of the richest countries in the world fits with its mandate, unless other geopolitical factors are influential in its decision-making process.

New financial architecture

Another important component of China’s financial internationalisation strategy is the Asian Infrastructure Investment Bank (AIIB), which is also an example of how China is redefining Asia’s financial architecture. Launched in 2016, the AIIB is China’s response to the existing multilateral development banks—the Western-dominated Bretton Woods institutions of the World Bank and IMF, and the Japanese-initiated Asian Development Bank (ADB). While it is still actively involved with all three of these institutions, the AIIB is the result of China’s frustration that the governance and shareholder structures of the existing institutions do not accurately reflect its growing global importance, role and responsibilities. Part of the challenge is that China’s ascendency has been far quicker than the ability of the existing multilateral institutions to adjust, especially when the adjustment requires the dilution of existing powers’ importance.238 But even after the most recent 2010 IMF quota and governance reforms, which gave developing countries greater representation primarily at the expense of the European members, China still accounts for just 6.1% of the IMF’s voting shares—compared to the US’s 16.5% and Japan’s 6.2%.239 With respect to the World Bank, China has 4.8% of the voting rights for the International Bank for Reconstruction and Development, and 2.3% for the International Development Association.240 Even at the ADB, which given its geographic focus should more accurately reflect China’s relative status, the country remains relatively marginalised at 5.4% of the bank’s voting shares (6.2% including Hong Kong)—significantly less than the 12.8% allocated to both the US and Japan.241

All these percentages are significantly less than China’s share of global or regional GDP, something that recent adjustments have failed to address. This failure is in large part because of existing US-centred entrenched interests, which view the Bretton Woods institutions as a mechanism to advance the American—or more generously—the Western-centric, approach to global finance and economic development. There is, therefore, an inherent reluctance by America to give its geopolitical competitor a greater say within “its” institutions (for example, the US has unique veto rights over any major IMF and World Bank policy decisions). This disproportionate US influence resulted in the IMF’s 2019 decision to delay any further changes to its shareholding structure until as late as 2023, leading to the governor of China’s central bank stating that “the failure to adjust quota shares undermines the representation, governance and legitimacy of the IMF”.242

It is no surprise that the emerging economic superpower wants its relative global importance and views to be properly reflected in international multilateral financial institutions, especially as it becomes an increasingly important provider of development funds. If it is not possible to adapt the existing multilateral development institutions to China’s rapid rise and they remain, at least from Beijing’s perspective, biased towards its current and historical geopolitical competitors (i.e. the US and Japan), then there is a strong motivation for it to establish alternative structures and mechanisms which better reflect its relative importance. While this may be more difficult for China to achieve at the global level, it is clearly possible within Asia, given its financial and economic influence.

The AIIB is an example of this restructuring of Asia’s financial architecture. Initiated by China and headquartered in Beijing, it includes all the Asian countries with just a few exceptions, notably Japan and Taiwan, and excludes the US. China has the single largest voting power with 26.6% of total votes (27.4% including Hong Kong), reflecting its regional primacy, with India having the second largest vote base at 7.6%.243 More importantly, however, the AIIB membership includes nearly all the US-orientated countries across Asia. These became members, despite the US’s initial hostile attitude towards the new institution, which combined concerns about the AIIB’s governance and potential lending standards, with fears that the new bank represented China’s efforts to develop an alternate financial framework in competition with the existing US-dominated institutions. But despite American and Japanese reservations and criticisms, China has successfully ensured comprehensive Asian membership and also encouraged major European countries to join, including the UK.244 This not only demonstrates China’s increasing regional influence vis-à-vis the US, but also the new financial reality created by its rapid economic emergence.

The AIIB may be the more obvious manifestation of China’s greater international financial confidence, but the country has also supported the creation of other new structures as alternatives to legacy frameworks and funding standards. Many emerging countries have long held frustrations with the Western-dominated institutions but were historically unable to develop sufficient critical mass to push for reform or create more appropriate multilateral structures.245 Until recently the main sources of capital were primarily the US and Europe, and institutions which excluded these countries always faced subsequent funding constraints and were, therefore, doomed to irrelevance.

But China’s emergence has changed this dynamic. Its size gives immediate scale and credibility to any multilateral financial institution. The AIIB excludes the US, but so does the New Development Bank (NDB). Headquartered in Shanghai, the NDB is a multilateral financial institution jointly established by Brazil, China, India, Russia and South Africa (the BRICS countries), all with equal voting rights and with a focus on funding new infrastructure projects across its member countries and other emerging markets. As with the AIIB, NDB’s creation was largely driven by the inadequate representation of its member countries in the existing Bretton Woods institutions. But it also resulted from a desire to create a funding structure that was more efficient in the distribution process than existing mechanisms. Similarly, the BRICS countries also established the Contingency Reserve Arrangement (CRA) to provide the five countries with an additional non-IMF source of liquidity during potential periods of balance of payments stress, e.g. when currencies are under pressure. Although the CRA’s $100 billion of commitments is relatively small in today’s world of financial flows, China contributed a disproportionately large 40% of this sum. Without China’s support and input, therefore, it is unlikely the NDB nor the CRA would have been established by the other countries involved.

These new institutions and frameworks reflect China’s desire to assert its primacy in defining Asia’s financial architecture. Whether intended as part of a broader geopolitical strategy or incidentally resulting from the country’s frustration that its economic rise is not appropriately reflected in the existing structures, the net effect of these developments is to erode the relative importance of the US within the region. The US, and to a lesser extent Japan, may express their concerns about China’s growing financial influence, but it is their reluctance to reform the existing institutions and frameworks that has resulted in China’s push to develop alternative structures. China may be unable to displace the US and the European powers at the global level, but given its dominant position across all aspects of Asia’s regional economy, it—not the US nor any other smaller Asian countries—will define the future shape, structure and direction of the region’s economic and financial architecture. And this has significant implications for the region’s future geopolitical outlook.

China’s big four banks

While the SRF and AIIB may be China’s more visible international funding entities, they are not the most important Chinese source of funds for Asia’s development projects. This distinction lies with China’s big four banks, which although not particularly well known outside the region, are now global giants and still growing at enviable rates. These are the Agricultural Bank of China (ABC), the Bank of China (BOC), the China Construction Bank (CCB) and the Industrial and Commercial Bank of China (ICBC). These four banks are the world’s largest by reported assets, dwarf their regional peers and are classified as global systemically important banks by the Financial Stability Board.246 ICBC is the world’s largest bank with $4.3 trillion of total assets, followed by CCB and ABC, both at $3.6 trillion, and BOC at $3.3 trillion.247 In contrast, both HSBC, the largest European bank but with a substantial Hong Kong presence, and JP Morgan Chase, the largest US bank, have total assets of $2.7 trillion each, while the largest Japanese bank is Mitsubishi UFJ Financial Group with $2.9 trillion in total assets. Elsewhere across the region, State Bank of India is the subcontinent’s largest with $0.6 trillion, while Shinhan Financial Group is South Korea’s with $0.4 trillion in total assets.248

The size of China’s big four banks reflects the scale and structure of its banking system, which has developed into an unprecedented financial behemoth. The most recent estimates from the China Banking and Insurance Regulatory Commission (CBIRC) placed the total asset base of the country’s banking institutions at RMB290 trillion (approximately $42 trillion) of onshore and foreign currency assets, compared to just RMB79 trillion 10 years earlier.249 Not only does this represent dramatic growth over the last decade, but the current asset base dwarfs every other country’s banking system, both globally and regionally. China’s total banking assets are significantly larger than those in America (the US commercial banks have total assets of approximately $17 trillion) and Japan (the total asset base for its domestically-licensed banks is slightly more than $12 trillion).250 It is true that total assets can be a poor representation of the underlying robustness and sustainability of a banking system, especially if many of the reported assets are impaired or non-performing. This is an oft-cited risk with respect to China’s economic outlook and relates back to the criticism of poor capital allocation resulting from the close ties between state-owned banks and SOEs. But with an average 0.9% return on total assets and 11% on equity, the financial performance of China’s banks is comparable to those delivered by other banking systems.251

China’s banks are increasingly visible across the region as they become more internationally orientated and grow their foreign assets faster than their regional equivalents. ICBC has taken the lead on foreign expansion as its asset base outside China reached $406 billion by the end of 2019, a near eight-fold increase from the $52 billion at the end of 2009. The vast majority of ICBC’s international activity is within Asia-Pacific, with its non-China regional asset base increasing from $45 billion at the end of 2009 to $306 billion 10 years later. This makes ICBC’s non-China operations one of Asia’s largest banks on a standalone basis.

A significant proportion of this international expansion relates to the BRI, with ICBC extending loans of more than $110 billion to more than 441 associated projects by the end of 2018.252 But although ICBC is China’s largest bank, it is not the most active in financing BRI projects. This distinction lies with BOC, which had granted credit facilities of more than $160 billion to BRI projects by the end of 2019, although this still represented just a small proportion of its total lending. This is the crux of the challenge for the rest of the region. While the international activities of China’s banks represent just a small, albeit growing, proportion of their total assets, they are substantial within the context of Asia’s banking industry. Further expansion of China’s banks into the region will create a substantial competitive shock for their smaller regional competitors, especially as they leverage on their unmatched domestic scale to invest in new technologies and products to improve their relative competitiveness.

The size of China’s banking sector reflects the relative immaturity of alternative equity and debt funding mechanisms for Chinese corporates and their continued significant reliance on bank loans. This is in contrast to the financing structures in many developed economies which have more sophisticated capital markets, across both debt and equity. But while China’s capital markets remain relatively undeveloped, they have experienced dramatic growth over the last two decades and are now the region’s largest by a substantial margin. The development of its equity markets is the most visible expression of this trend.

Public equity markets are a particularly important component of the economic development process. They are a significant source of funding for growing and innovative companies, play a core role in the efficient allocation of capital across businesses and provide significant incentives for the maximisation of profit and returns. They also underpin early stage funding by offering a highly liquid exit option for investors, provide a mechanism for the redistribution of wealth created by business activity, and act as an indicator for the health and outlook of a country’s corporate sector. As such, the relative size and dynamism of a country’s public equity market not only indicates how innovative, healthy and dynamic its corporate sector currently is, but also has a generally positive correlation with future economic development.

It is no surprise, therefore, that China’s two equity markets, Shanghai and Shenzhen, have seen dramatic growth over the last two decades driven by its rapidly expanding private sector requiring capital and the country’s growing domestic wealth seeking investment opportunities. Long gone are the days when Chinese corporates seeking equity funding in size had to list in either Hong Kong or New York due to a lack of onshore capital. Required capital can now be sourced onshore, as reflected in the recent trend by Chinese companies to delist from the US exchanges. From near international irrelevance at the turn of the century, and despite frequent policy efforts to control the country’s IPO activity, China’s equity markets have grown faster over the last few decades than those of any other major country. The aggregate market capitalisation of its two stock exchanges reached $8.5 trillion by end-2019, or $13.4 trillion including Hong Kong. If Hong Kong is included, then the three exchanges accounted for more than 43% of Asia’s and 14% of global market capitalisation, as at the end of 2019.253 Only the US equity markets are larger, although the gap between them and their Chinese peers is narrowing fast.

Renminbi power

China’s debt markets have also seen dramatic growth over the last decade and are now even more important relative to the rest of the region than its stock exchanges. The country’s local currency bond market, with $12.1 trillion of outstanding issuance, now represents 45% of East Asia’s local currency bond stock, or 75% if Japan is excluded.254 If government issuance is not considered, then China already has the world’s second largest corporate bond market, with Chinese corporates accounting for nearly 70% of all local currency bonds issued by East Asian companies.255 This dominance of the region’s bond markets will continue to grow as China’s government and corporate new issuance substantially outpaces its neighbours.

Table 6: China’s debt and equity markets relative to select Asian countries



	 


	Total local currency bond issuance, as at end 2019 ($ bn)


	Of which total issuance by corporates, as at end 2019 ($ bn)


	Total stock market capitalisation, as at end 2019 ($ bn) (*)


	Share of total global stock market capitalisation





	China


	12,090


	4,337


	8,516


	9.0%





	China plus HK


	12,381


	4,476


	13,414


	14.1%





	India


	1,569


	441


	4,343


	4.6%





	Indonesia


	239


	32


	523


	0.6%





	Japan


	10,966


	786


	6,191


	6.5%





	Malaysia


	363


	174


	404


	0.4%





	Philippines


	131


	30


	275


	0.3%





	Singapore


	340


	127


	697


	0.7%





	South Korea


	2,083


	1,259


	1,485


	1.6%





	Thailand


	446


	127


	569


	0.6%







Notes: (*) Includes all stock exchanges in any country where appropriate (for example, both the Shenzhen and Shanghai stock exchanges in China).

(Source: Asian Development Bank, World Federation of Exchanges)

The size and dynamism of China’s capital markets compared to the rest of the region reflects its economic trajectory, the growth orientation of its corporates and the relative stagnation of many of its neighbours. The difference in the relative performance of Asia’s various capital markets also acts to further increase China’s regional financial influence and ensures its corporates have more advantageous access to funding and associated ancillary services (e.g. investment banking products). These advantages will become more entrenched as China continues to open its capital markets to foreign investors as part of its capital account liberalisation process. Over recent years, for example, it has announced a comprehensive series of market-opening measures, including the removal of foreign ownership caps on firms operating across all the various major financial sub-sectors and the implementation of various “connect” mechanisms to improve access to its onshore equity and debt markets. While such developments are positive for foreign investors seeking access to China’s new wealth, the risk for the rest of Asia is that this process further steers international capital away from them and their corporates, and constrains their future growth.

The one area where Chinese financial influence has developed slower than expected has been in the foreign exchange (FX) markets. International renminbi usage remains relatively small when compared to the country’s role in global trade, service and financial flows. It has not achieved the same international status as the US dollar, or even the European euro, and is unlikely to do so over the medium-term given China’s slow and uncertain liberalisation of capital controls. These controls undermine confidence in the renminbi as a store of value, a key determinant of a reserve currency. Nor has China really pushed the renminbi as a medium of exchange, as reflected in the continued widespread use by Chinese corporates (including SOEs) of the US dollar when settling trades. Even BRI-related projects, which represent a significant capital outflow from China, are often denominated in US dollars rather than renminbi.256

But despite China’s current reservations about greater capital account liberalisation, the renminbi has become more important over the last decade. It was the eighth most traded currency globally in 2019 compared to 17th in 2010.257 It was also the fifth most active currency for global payments and the third most-used in trade financing by 2019, although used significantly less than the US dollar or euro.258 This emergence from near complete international irrelevance less than two decades ago reflects not just China’s economic growth and its leading position in international trade and service flows, but also specific government policies to encourage its internationalisation, including numerous and substantial bilateral currency swap agreements with central banks around the world.259 This culminated in the IMF concluding in 2015 that the renminbi was “freely usable” and including it in the Special Drawing Right (SDR) basket as the third most important currency, behind the US dollar and euro but ahead of the Japanese yen and British sterling.260

Although renminbi internationalisation may be slower than expected, the currency is increasingly important within Asia. Furthermore, its importance will continue to grow given the inevitability of current trends. This represents a potential challenge for its neighbours, especially as many Asian countries have operated explicit or implicit currency pegs with the US dollar for much of the post-World War II period. Although these relationships have been weakening following the 1997–98 Asian financial crisis, there is the continued widespread use across Asia of the US dollar as a reference currency, with exchange rates managed accordingly.

But China’s rise is disrupting this dynamic. Given that trade flows play an important role in determining the choice of a country’s reference currency, it is no surprise that the renminbi’s influence is growing. Some argue, for example, that the renminbi is now more important than the US dollar in determining the exchange rates of the Indonesian rupiah, the Malaysian ringgit and Philippine peso.261 The Bank for International Settlements also found that the Indonesian rupiah and Malaysian ringgit, as well as the Korean won and Taiwan dollar, were all significantly affected by the renminbi.262 And although it is too premature to conclude that that a renminbi bloc exists given a lack of persistency in the relationships, IMF research concluded that the currency had relative influence over 32% of global GDP, versus 39% for the US dollar and 20% for the euro.263

The emergence of an Asian renminbi bloc may be some distance away, given the constraints around full convertibility, but China is nevertheless reshaping every aspect of Asia’s financial markets and frameworks: its commercial banks have achieved unprecedented scale with rapidly expanding international operations; the UnionPay card payment system is the world’s largest; its investment banks are becoming competitive against traditional European and American peers; its equity and debt markets are now the largest in the region and dwarf those of its neighbours; the renminbi is gaining ground as the region’s reference currency; and it is establishing new funding structures and multilateral frameworks to reflect its growing importance.

These trends have dramatically changed the geography of Asia’s financial industry. From being almost irrelevant outside China just a few decades ago, Shanghai is emerging as Asia’s leading financial centre in competition with Tokyo and Hong Kong, with Beijing and Shenzhen not far behind in terms of relative importance.264 But more importantly for the rest of the region, China wants its regional status to be reflected in Asia’s financial architecture and, more specifically, to use its emerging influence to reduce the role and relevance of other countries within the region, especially the US and Japan.

Rewriting old frameworks

China’s financial developments have to be seen as part of its broader geopolitical aspirations. It will use its growing power as a mechanism to develop its financial influence in the same way as economic superpowers have done in the past. This will involve the displacement of the region’s historic financial powers, the US and Japan—something which clearly concerns both countries. The US has historically obstructed more appropriate Chinese representation within the existing Bretton Woods institutions, while the Obama administration actively encouraged its Asian and international allies not to join the nascent AIIB. The US’s concerns at the time were presented as worries over the potential for reduced environmental standards and human rights in the development process.265 But an alternative explanation is that the hostile American stance was driven by its concerns that the AIIB would compete and displace the Western-dominated Bretton Woods institutions. The subsequent failure of the US to limit the AIIB’s development and relevance is, however, a clear demonstration of the changing balance of financial power within the region (and globally). All AIIB members had to consider the relative financial merits of joining the bank versus upsetting the emerging regional hegemon or their long-standing ally. Yet all, with the sole exception of Japan, prioritised access to funding and their relationship with China over US attempts to marginalise the bank.

The BRI has also come under substantial American, Japanese and even European scrutiny, given the close alignment between the provision of development funds and geopolitical objectives. While the US, Europe and Japan have all critiqued the BRI, they have also developed their own responses, often in coordination and collaboration with one another. Japan has been at the forefront of many of these responses as it reacts to China’s emerging financial power. Again, there is nothing particularly altruistic about Japan’s reaction. For many decades, it has been the leading provider of development funds for emerging Asia. Not only did this role reflect its own post-World War II geopolitical objectives and help to diminish the impact of its complicated history with the region, but it also provided its corporates with large international revenue opportunities. This is a source of revenues that Japan wants to develop, not see decline. The current Japanese administration, for example, has identified a substantial increase in overseas infrastructure project orders as an important component of its “Revitalisation Strategy”. But China’s displacement of Japan as the region’s most important source of development funds threatens this aspiration, especially given fears that Chinese-led investments will exclude Japanese corporates from participation (a similar concern is often expressed in the US and Europe).

Japan is leading the response against the BRI. It has significantly increased the funds available for international development projects and has also secured support for its argument that Asia should commit to “high-quality infrastructure” in contrast to Chinese-led investments, which it portrays as lower quality with poorer standards and unsustainable financials.266 The EU and Japan committed to a 2019 plan to improve connectivity between Europe and Asia based on “sustainability as a shared value, quality infrastructure and their beliefs of a level playing field”, with a geographical focus on the Western Balkans, Eastern Europe, Central Asia, Indo-Pacific and Africa.267 Similarly, Japan, the US and Australia launched the Blue Dot Network. This is designed as an accreditation system for proposed infrastructure investments to ensure that a project is financially stable with an acceptable level of standards applied.268 Japan has also assumed a leadership role, along with India, in the Asia-Africa Growth Corridor (AAGC) initiative. Announced in 2016, the underlying idea of the AAGC is that Asian wealth, skills and capabilities can be applied to Africa to support the latter’s development path. But it can also be seen as a Japanese counter to China’s rapidly expanding influence across the African continent as reflected by Japan’s insistence that “quality infrastructure” should be one of the core pillars of the initiative.

The EU has also stepped up its efforts to improve connectivity between Europe and Asia within a “sustainable, comprehensive and rules-based” framework.269 But Europe’s financial commitment to this connectivity strategy is small when compared to China’s support for BRI projects. The European Commission has proposed a substantial increase in Europe’s “external action budget” to €123 billion (approx. $140 billion) between 2021–27, but the majority of these funds are expected to be targeted at the “neighbourhood area and Sub-Saharan Africa” rather than in Asia.270 Furthermore, although there has been commentary about the Europe–Asia connectivity strategy being funded by “up to €60 billion” (approx. $70 billion), the majority of this will need to come from the private sector—which may complicate efforts by the bloc to present a coordinated and consistent approach towards the plan.271 But perhaps more problematically, Europe’s connectivity strategy is constrained by a lack of ambition, especially when compared to the global impact of the BRI. This may be driven by a relative scarcity of funds, but it is also a function of geography and changing priorities across the various regions.

Japan may be leading attempts to push back against China’s growing financial influence, but this reflects its location and history as well as its own national economic and geopolitical interests. Furthermore, all these efforts are too late and increasingly futile. They cannot disguise the rapidly declining financial relevance of Europe, Japan and the US across Asia. The region is already seeing the rebalancing of its financial markets towards China and away from the US and Japan. The contest between Japan and China, for example, as to which country will be the region’s primary provider of development funding, may attract significant attention, but it is just one component of the broader structural shift towards China.

This is in large part because of a relative decline in the importance of the US and Europe to the region. While China is increasing its investments across Asia, for example, the US has been retrenching. Between 2017 and 2019, the US saw absolute declines in its direct investments in Australia, Indonesia, Malaysia, New Zealand, Singapore and South Korea.272 Noticeably, these declines occurred while the US continued to add to its direct investments in China over the same period. Similarly, while Chinese banks are in expansion mode across the region, European, American and Japanese banks are losing their importance. This is particularly the case for investment banking, where Chinese banks are rapidly displacing their international competitors within the equity and debt markets, as reflected by recent large-scale retrenchments from the region by European banks.

It is no surprise, therefore, that a number of Asian countries are increasingly captured within China’s expanding sphere of financial influence. Cambodia, Laos and Mongolia are most advanced in this trend given their proximity to China, relative size and need for development financing. China has become the largest investor in Laos, in part through its involvement in the Kunming–Vientiane railway as well as the large-scale hydro-power dams being built as part of Laotian plans to generate low-cost electricity from the Mekong River. Total BRI-related investments into Laos now exceed more than 100% of its GDP, while China has become the country’s largest bilateral creditor, displacing Thailand and Vietnam.273 Similarly, Cambodia’s bilateral arrangements with China accounted for nearly half of its external debt by the end of 2018, a proportion that is expected to continue increasing, given the growth in financial flows between the two countries.274

China’s financial power is also being felt by its mid-sized neighbours. Malaysia has been a particular recipient of its largesse. Although this reflects the rapidly strengthening economic ties between the two countries, Chinese companies have become an important source of financial support for their Malaysian peers. The most visible manifestation of this is China’s involvement in Malaysia’s enormous Iskandar development. China accounted for nearly 40% of the $26 billion total foreign investments in the project by mid-2019, twice as much as neighbouring Singapore.275 But across Malaysia’s corporate base, China’s increasing importance is very visible. When CIMB, the Malaysian bank that at one point was one of Asia’s largest investment banks, needed to exit its nonperforming regional equities business, China Galaxy Securities, a Chinese stockbroker, came to the rescue. Similarly, when Malaysia needed a new partner with deep pockets for Proton, its troubled national car manufacturer, it turned to Zhejiang Geely, which took a 49.9% stake in the company. China further supported Proton with a $450 million loan for investment in its manufacturing facilities and R&D.276 More controversial was the Chinese acquisition of the power assets from 1Malaysia Development Berhad (1MDB), Malaysia’s troubled and scandal-hit investment company. When 1MDB needed to raise money urgently, China General Nuclear Corp (CGN) was there to buy its power assets under Edra Global Energy Berhad at a higher than expected $2.3 billion.277

It was, however, China’s involvement in Malaysia’s East Coast Rail Link (ECRL) that best summarises its increasing financial importance to the Southeast Asian country. Under an agreement signed in 2016, Malaysia awarded a Chinese construction company, CCCC, a $13.1 billion contract to build the 640-kilometre railway. This was done without a competitive tender and subsequently attracted much negative commentary with the then opposition leader, Mahathir Mohamad, accusing the government of compromising the country’s sovereignty and “selling out” to China.278 This became a core theme throughout Mahathir’s 2018 general election campaign in which his Pakatan Harapan (Alliance of Hope) coalition displaced the Barisan Nasional (National Front), which had ruled Malaysia since independence. Mahathir repeatedly criticised the ECRL contract with CCCC arguing, “when it involves giving contracts to China, borrowing huge sums of money from China, and the contract goes to China, and China contractors prefer to use their own workers from China, use everything imported from China, even the payment is not made here, it is made in China … that kind of contract is not something I welcome.”279

Mahathir did suspend the ECRL project after assuming power, but only to relaunch it a few months later at a renegotiated lower cost (approximately $11 billion) based on a reduction in the overall railway length, increased use of Malaysian sub-contractors, as well as the establishment of a joint venture to operate the line and share any profits or losses.280 At the time, the Malaysian government claimed that the ECRL could not be cancelled in its entirety due to the scale of potential compensation costs. But the entire saga can also be seen as part of broader efforts by the country to strengthen its relationship with China, albeit in a slightly more balanced manner. Mahathir’s earlier rhetoric about a “new version of colonialism” has been tempered as China’s importance as both a trading partner and source of capital continues to increase. Over the last year, the reinvigoration of the China–Malaysia relationship has become an important policy objective for the Southeast Asian country, as reflected by Mahathir’s subsequent comment that the ECRL “should be viewed within the larger context of fostering and cementing long-term bilateral relations between Malaysia and China”.281

Malaysia’s relationship with China remains the former’s overarching priority. And while China’s influence in Malaysia continues to grow, it does so at the expense of Western countries, with both the US and European countries disengaging from Malaysia over recent years. Between 2015 and 2019, for example, the US’s total investment position in the country fell by nearly a third.282 British banks, the traditional source of offshore funding for the country, have reduced their Malaysian loan exposure by more than a quarter over the last five years.283 It is unclear, therefore, whether China is filling the void left by the European and US retrenchment or whether there is active displacement occurring, i.e., Chinese banks winning mandates from their Western competitors. But this transition in financial orientation should be no surprise, given China’s status as Malaysia’s largest trading partner, its emergence as the largest foreign investor in Malaysia’s manufacturing sector and the number and size of Malaysian infrastructure projects being undertaken within the BRI framework.

Malaysia may be a more extreme example of Asia’s changing financial dynamics but the trend is clear across the region. China’s expanding financial power is displacing the traditional providers of capital, rewriting old frameworks, creating new architectures and providing the country with an additional mechanism to achieve its geopolitical objectives. Some of these trends are simply an inevitable outcome of its rapid economic development and expanding wealth. But specific Chinese policies are also contributing to these new dynamics, such as the BRI. Although the West may try to resist this rise—for example, the US’s efforts to obstruct reforms to the Bretton Woods institutions or Japan’s moves to match China’s infrastructure investments—such attempts will simply delay the inevitable. Unless China experiences a period of profound economic collapse or newfound isolationism—which, as already discussed, is extremely unlikely—then its financial influence across Asia will continue to grow. China’s financial dominance over the region is simply a matter of geography and time.

Western complicity

As with the other components of China’s rise discussed in this book, its financial behaviour and actions can be seen as consistent with the precedent established by other historic global powers throughout history. The US, Europe and Japan may all express concerns about the new regional dynamics, but there is a degree of hypocrisy in their positions which seem to be driven more by fears that their roles and importance are being displaced, rather than any real sense of altruism towards China’s neighbours. But the more ironic aspect of Western concerns is that they are actively complicit in the relative financial rise of China as their governments, corporations and banks prioritise their relationships with the regional hegemon over those with the rest of Asia.

Across the world, access to China’s domestic market and substantial capital flows are considered more important than ensuring that Asia’s smaller countries do not face another debt crisis comparable to the one which devastated Latin America in the 1980s. Western corporations continue to accelerate their investments in China, Western banks are re-orientating their loan exposure towards the country and the majority of Western governments are keen to commit to China’s various policy initiatives, including the AIIB, BRI and renminbi internationalisation. All this is driven by the promise of China’s wealth. If European countries such as the UK, France and Germany are all seeking to embrace China’s newfound economic and financial wealth, then Asian countries can be forgiven for likewise falling under its financial influence. Some may try to resist temporarily, but the future of Asia’s financial landscape is very much Chinese—and not American, European nor Japanese. And this will have profound implications for the region as China uses its rapidly expanding financial power and importance to further assert its objectives, control and dominance across the rest of Asia.




Chapter 6

CHINA’S AGGRESSIVE INDUSTRIALISATION


The three components of China’s emerging economic dominance across Asia are trade, finance and industry. Its trade and financial dominance is already creating substantial challenges for the region, as discussed in the previous chapters. But it is the structural emergence of the country’s enormous industrial base, supported in large part by deliberate government policies and strategies, which represents the greatest long-term economic threat for its neighbours.



The development of China’s manufacturing and service sectors will result in the large-scale geographical displacement of industrial activity, suppress corporate dynamism across the region and punitively impact the economic growth outlook of its neighbours. As Chinese companies use their scale to increase and entrench their international competitiveness and as China’s government moves to internalise strategic industries, the trade benefits currently enjoyed by its neighbours will prove to be temporary. Chinese corporates will be able to use their scale to achieve a level of unparalleled competitiveness, both in terms of cost efficiencies and product innovation. This will have a two-fold impact on the region’s economies: first, Chinese firms will displace existing regional competitors from international markets with negative consequences for its neighbours’ economies; and second, efforts to promote economic advancement in the region’s less developed countries will be constrained by China’s dominance across the higher-value, strategically important industries and their supply chains. Both of these outcomes will not be positive for Asia.

Changes in the geographical distribution of industries have been a common theme throughout history, driven by new technologies, changing costs of production and delivery, and evolving patterns of demand. These changes are often market-led (although state intervention can result in geographical changes in industrial activity) and in theory, result in beneficial outcomes for all involved in the supply and demand of any specific good. The displacement of an industry from a more developed country to a less developed one, for example, provides the less developed economy with a new growth driver—but also allows the more developed country to reallocate factors of production into higher-returning industries while benefiting from lower-cost access to the displaced activity. The transition may be difficult, especially for the country experiencing the industrial loss, but over the longer-term both countries should gain substantial economic benefits through this relocation.

It was this process that enabled Japan and the region’s earlier “tiger” economies (Hong Kong, Singapore, South Korea and Taiwan) to achieve rapid export-orientated growth as Western companies took advantage of their improved transportation links, lower labour costs, educated work forces and investor-friendly policies to relocate manufacturing activities from higher-cost locations in Europe and the US into the region. Some of these relocated activities were market-seeking and designed to meet local or regional demand, but the vast majority of the associated output was exported back to Europe and the US. This created a positive cycle for the tiger economies of current account surpluses driving capital accumulation and subsequent re-investment to create the foundations for more sustainable, productivity-driven, economic growth.


Geopolitical aspirations


Learning from the experiences of these East Asian countries, China adopted a similar development model in the 1990s as its policy focus shifted from the earlier post-1978 large-scale institutional reforms to a greater emphasis on developing the country’s infrastructure and industrial capability. But unlike its smaller neighbours, China was able to super-charge the export-led development model as the country rapidly developed its manufacturing industrial base. Much of this development was market-led and reflected China’s increasing prosperity, complexity, productivity and competitiveness. But the state has also been actively involved in defining and implementing industrial policies, both in terms of creating a supportive environment for corporate activity and development, as well as intervening directly in industries defined as strategically important by the government. This intervention is often debated in terms of its efficacy and impact on economic growth, and the nature of the state’s role in the country’s industrial policy has fluctuated over the last four decades. But the one constant has been the link between the country’s industrial policies and its broader economic, political and foreign policy objectives. In many respects, China’s industrial policies, in all their various incarnations post-1978, can be seen as mechanisms to advance its regional aspirations. This is the challenge for the rest of Asia.

The interplay between China’s industrial policy and its economic and geopolitical objectives can be seen through its earlier use of joint ventures with international companies to develop its industries. China recognised early in its post-1978 economic liberalisation that it required foreign capital, technologies and expertise to develop the country’s industrial base. This was particularly the case, as it was clear by the late 1970s that the technology gap between China and other more developed countries had become extreme, despite earlier attempts to import foreign technologies, and that the then Chinese capabilities could not act as the basis for the planned scale of industrial development. It was accepted that the country would need to embark on the large-scale importation of technologies, with foreign investors not just being offered a low-cost production location but more importantly, access to its enormous domestic market in return for technology transfers.

Joint ventures

But while the involvement of foreign capital may have been necessary to accelerate China’s industrialisation efforts, it created inconsistencies with the country’s longer-term industrial, economic and geopolitical aspirations. From the outset of China’s economic reform journey, the idea that the country’s strategically important industries could be foreign-owned was contradictory to its longer-term desire for regional dominance and economic hegemony. Policy-makers were also very aware that simply importing technologies “without emphasizing assimilation, absorption and re-innovation” risked weakening the country’s indigenous innovation capabilities and longer-term growth.284 As a result, while international participation in certain early-stage or strategically important industries was to be facilitated and tolerated, it was to be undertaken within frameworks that limited the extent of foreign influence and ensured continued Chinese control.

Many international investments into China, therefore, had to be channelled through joint venture arrangements, with the foreign entity the enforced minority partner as a result of foreign ownership restrictions. Many of these agreements also had a defined lifetime and required the transfer of technologies and other intellectual property by the international partner into the joint venture. As a result of these requirements, many now successful Chinese companies have benefited significantly from earlier joint ventures.

CRRC Corporation, for example, is the world’s largest train manufacturer by a substantial margin, but owes its success to earlier joint ventures with the same international companies that it now actively competes against globally. In 2004 and 2005, as part of plans to promote the development of China’s high-speed railway network through large-scale foreign technology transfers, China CNR Corporation established joint ventures with France’s Alstom and Japan’s Kawasaki Heavy Industries, while its sister company, CSR Corporation, entered into similar partnerships with Canada’s Bombardier and Germany’s Siemens (both CSR and CNR were subsequently merged to form CRRC). Although these joint ventures were formed to deliver a specific contracted number of high-speed trains, the foreign companies expected them to become more permanent sources of longer-term revenues, given China’s ambitious high-speed rail plans. With hindsight, these expectations were hopelessly misplaced. Instead, China used these joint ventures to assess the relative technological merits of the solutions and equipment offered by each international company and subsequently incorporated the best components into their own designs and products. According to a 2011 comment by Alstom, “around 90 per cent of the [high speed rail] technology the Chinese currently are using is derived from their partnerships or equipment developed by foreign companies”.285 Kawasaki Heavy Industries also subsequently “regretted” its earlier joint venture, as it claimed that the technologies it had transferred into the entity were now being used by CRRC in its efforts to win overseas high-speed rail contracts.286

It is not just the international train manufacturers that have seen their earlier Chinese joint ventures turn into proverbial poisoned chalices by supporting and promoting the growth of future competitors. Siemens agreed a joint venture with Huawei in 2004 in an effort to promote the development of China’s 3G radio technology when the Chinese company was struggling to develop its mobile network capabilities. But despite substantial earlier investments by Siemens in mobile technologies, it was Huawei that subsequently emerged as the world’s largest telecommunications equipment vendor, while the German company was forced to exit the industry in 2013. Even in sectors where international companies have tried to avoid joint ventures—for example, in the wind turbine industry—Chinese competitors have successfully benefited from technology transfers through various alternative mechanisms, including licensing arrangements. It is this pervasive fear that any form of business venture will create a longer-term competitor that has prevented substantive involvement by Western companies in China’s efforts to develop an indigenous jet engine, while international semiconductor companies have often been reluctant to locate the manufacturing of their more advanced products in the country.

China has eased its restrictions on foreign investments as its industries have become more competitive and sustainable, in large part as a result of the earlier transfers of technologies and management expertise through the joint ventures. The strength of its domestic industrial base has now reduced its need for foreign capital, technologies or expertise, while the emergence of Chinese companies across strategically important industries has reduced the risks associated with foreign ownership, control and influence. China’s policies have, therefore, now shifted from supporting industrial development to a greater emphasis on domestic supply and international dominance. This is particularly the case for strategic or advanced domestic industries, reflecting the country’s broader economic and geopolitical aspirations.

In 2006, China’s State Council published The National Medium-and Long-Term Program for Science and Technology Development (2006–2020), which defined the framework for the country’s science and technology efforts. This document identified numerous sectors, technologies and projects for prioritised development, in order to foster new indigenous innovation capabilities, leapfrog existing technologies in select priority fields and establish leadership across a slew of frontier technologies. These efforts to establish international technological and manufacturing leadership were further developed in its “Made in China 2025” (MiC2025) plan issued in May 2015. This was presented as a plan to further improve China’s manufacturing capabilities with a focus on 10 specific sectors: new information technology; high-end machine tools and robots; aerospace equipment; ocean engineering equipment and high-end vessels; high-end rail transportation equipment; energy-saving and new energy cars; electrical equipment; agricultural equipment; new materials (e.g. polymers); and bio-medicine and high-end medical equipment.287

It is possible to debate the underlying aims of China’s industrial policies and the MiC2025 initiative has attracted much attention and criticism. But in many ways, the criticism is unfair. China’s efforts to develop its industries are no different to those of many other countries that at various times have aimed to build, develop or exploit their comparative advantages to deliver structural industrial changes and support economic growth. Although the specific nature of adopted industrial policies may differ across countries according to prevailing ideologies and the phase of economic development, the direct intervention in specific industries has been common throughout history, despite recent international efforts to constrain such activities. Large-scale state control over industrial policy was a common theme of the East Asian economic development models from the 1960s, including measures to limit imports, targeted tax concessions and production subsidies for certain industries. Similarly, many European countries have operated highly interventionist policies at various times throughout their history, including large-scale subsidies to support or protect specific industries. A large section of today’s industrial capabilities across Europe were originated or developed through earlier specific and targeted policies (Airbus, the European airline manufacturer, is a recent example of this). Although the European Commission and WTO rules have tempered some of the region’s more sectoral interventionist tendencies, many European countries are still implementing policies and frameworks to support their industries, including Germany’s Industrie 4.0, launched in 2013 to secure and expand its “leading international position in the manufacturing industry”.288

Even countries that are today relatively vocal in their opposition to interventionist industrial policies often conveniently ignore their own histories or continued tendencies to provide selective assistance to specific industries when needed. US critics of the current Chinese initiatives, for example, overlook the various American schemes through history designed to protect their own industries from foreign competition and support their growth. Such schemes included the American System in the 19th century and the New Deal in the following century. More recently, the 2009 American Recovery and Reinvestment Act provided new or incremental subsidies to a number of industries.289 The US may be far more market-orientated than most other countries and does not operate the coordinated industrial policies so common across Asia. But it still maintains strict foreign ownership restrictions in its airline sector; imposes local content requirements on federally-funded transportation projects under the Buy America Act; requires goods being shipped between US ports to be carried on US built, owned and operated ships under the Jones Act; and created the risk of poor capital allocations as a result of the substantial bank bailouts under the 2008 Emergency Economic Stabilisation Act.

Unprecedented scale

There is, therefore, more than a taint of hypocrisy in the US, European and Japanese criticisms of China’s industrial policies. Many of the Western companies crying foul about Chinese competition and practices are often themselves the current or past beneficiaries of protected markets and policy support. This is especially the case for Japan, which only a few decades ago was causing many similar concerns across Europe and the US.290 But while China’s efforts to promote its industrial base can be seen as following in the footsteps of many other countries throughout history, there are four aspects of its industrial development which should be raising substantial concerns in the region’s capitals: the first is the sheer scale of its undertaking, with China accelerating the growth of its industries through the mobilisation of resources that can never be matched by other countries; the second is China’s strategy of developing super-scale national champions that threaten to dominate Asia’s industries and displace regional competitors; the third is the geopolitical implications associated with its industrial rise, especially given the country’s broader regional objectives; and the fourth is the longer-term impact of China’s actions on its neighbours’ industries and economic outlook.

China’s industrialisation efforts are being undertaken on an unprecedented scale. Although many governments across Asia have demonstrated relatively high interventionist tendencies, none have matched China’s ability to mobilise such vast resources in a comparably coordinated manner. Its industrial efforts involve every component of the state, including both central and provincial governments, SOEs and private companies, and financial institutions of all types, as well as universities, research units and industry bodies. Although the overall rallying call of this drive is the country’s objective of being a “leading global manufacturing power” by 2049 (the 100th anniversary of the founding of the PRC), this level of commitment also reflects the urgency the country places on transitioning from an emerging to a developed economy and the importance it places on advancing its industries into more innovative, productive and higher value-add sectors as part of this process. China’s efforts also reflect its broader geopolitical objectives, namely the desire to reduce its dependence on foreign technologies and assert its technological supremacy over the region.

The MiC2025 initiative summarises the scale of effort with its ambitious targets for indigenous innovation, reduced reliance on foreign inputs and the development of domestic capabilities. The expectation is that foreign firms will be displaced and that Chinese products will meet the majority of domestic demand and win significant international market shares. The initiative has specific 2025 targets measuring the success of Chinese firms across multiple industries, including new energy vehicles (more than 80% of the domestic market targeted), mobile phones (80% of the domestic and 45% of the international market) and agriculture equipment (more than 95% of the domestic market).291 Even where China’s industrial capabilities remain relatively nascent—for example, airplanes and jet engines—there are ambitious plans to accelerate the rate of development.

There is some uncertainty as to whether these targets should be read more as expressions of intent rather than hard expectations. Either way, their aggressive tone caused such alarm across much of the world that the entire plan has seemingly disappeared from China’s lexicon, certainly in external communications. But although Chinese policymakers may no longer refer explicitly to MiC2025, it has to be presumed that its general principles and objectives remain core to the country’s industrial policies—especially as the initiative’s delivery structures still exist, as do all the funding frameworks. There are multiple institutions and mechanisms to finance the development of specific industries, including numerous national and provincial investment funds that China uses to “guide capital and resources toward key areas of strategic importance, to help shore up weaknesses in major equipment manufacturing and create new service platforms in key industries, and promote innovations and breakthroughs in key strategic areas”.292

These are often funded by an eclectic range of government entities, banks, SOEs, private companies, investors and universities. China’s National Integrated Circuit Industry Investment Fund, the “Big Fund”, has secured more than $50 billion through two fund-raising exercises with investors, including the Ministry of Finance, China Development Bank and a variety of SOEs (including China Mobile, China Tobacco and ZTE).293 Similarly, the $15 billion China Internet Investment Fund launched in 2017 has a range of investors, including ICBC, China Mobile and China Unicom.294 And more recently, China’s National Development and Reform Commission, along with CCB, one of the big four commercial banks, established a substantial fund to invest in “strategic emerging industries”, including technology, biotechnology, new energy vehicles and environmental protection.295

These government investment funds attract significant attention due to concerns that they subsidise companies in their efforts to become international competitors, distort markets by creating excessive supply and result in inefficient capital allocations. In their defence, however, it can be argued that the funds are simply addressing a market failure—the lack of capital for seed and early-stage financing. This role is often assumed by private capital in more developed markets. But in developing economies, such as China, such sources are often lacking and without state intervention and financing, the risk is that firms and entire industries would be starved of the capital required for growth. Even many developed countries recognise the risk that new and emerging industries may not be able to secure necessary financing from private sources. It is, therefore, not just China that runs state-backed industry development funds. What is different, however, is the size of China’s funds and their involvement in international acquisitions. That is what is intimidating to external observers, especially when aligned to the country’s broader aspiration to relocate and concentrate Asia’s industries within its domestic boundaries. China wants the new and emerging industries to be Chinese—not Japanese, American, Indian, nor those from any other country.


Creating national champions


China is not just focused on the effective relocation of Asia’s strategic industries within its borders but also on the creation of world-class, globally competitive firms as a key policy objective. There have, therefore, been concerted efforts to create super-scale national champions, primarily through three mechanisms: SOE mergers, a domestic preference in procurement decisions and continued selective restrictions on foreign ownership.

Although the relative economic importance of China’s SOEs has declined over recent decades, they remain a core component of its economy and continue to dominate many of the more capital intensive and strategically important industries. They have played an important role in China’s industrialisation but remain relatively inefficient. Their use of the available factors of production remains disproportionate, their financial returns are low relative to private sector competitors and they are widely viewed as a drag on China’s economic growth.296 This is despite a series of large-scale reforms designed to enhance their performance, including efforts to make them more market-orientated, improve their governance structures and promote competition. The recent 2013 reform plan, for example, seemingly redefined the state’s historically interventionist role and gave greater importance to market forces in the allocation of resources to SOEs.297

The 2013 proposals initially received much attention, given their far-reaching implications. Many external observers interpreted them as signalling that China would accelerate reforms by quickly moving to increase competition across the SOE-dominated industries through deregulation and privatisation. But by the time the 2013 proposals had been developed into a specific set of implementable policies, the tone of the government’s intentions had seemingly changed. The 2015 guidelines no longer stressed the improvement of SOE performance through market competition, but instead focused on preparing SOEs to be “independent market entities” by 2020.298 This was to be achieved through various mechanisms, including mixed-ownership reforms, the introduction of market-and performance-based salaries, and better governance oversight. But more importantly, SOE consolidations were to be promoted to improve efficiencies, reduce excessive competition and create internationally competitive firms.

This shift in policy direction reflects China’s broader geopolitical and economic aspirations. Instead of securing SOE efficiencies for the benefit of the domestic economy, the policy focus is now to create “national champions” that are capable of both dominating the domestic market against foreign competitors while being able to use their scale to succeed internationally. Such a strategy is not without risks and it is possible to debate the long-term effectiveness of national champions and super-scale companies. The experiences of various European countries that have tried to foster national champions do not make for happy reading, while it remains debatable whether super-scale companies create significant net benefits for their domestic economies, especially if they result in monopolistic or oligopolistic structures. It is also true that consolidations of large firms can impair the resulting company’s short- to medium-term performance, as complex integrations and attempts to deliver synergies distract management from operations and revenue generation.

But from China’s geopolitical perspective, such super-scale companies do provide additional leverage, especially as the resulting consolidated SOEs are true behemoths, dwarfing their regional and global competitors. CRRC, China’s train manufacturer formed from the merger of two smaller SOEs, is unmatched both regionally and globally. It generated nearly $2 billion in profits in 2019 from $32 billion of sales—significantly larger than any of its Asian, European or North American competitors—with revenues as large as those of the next five-largest train manufacturers combined.299 The 2019 merger of two SOEs into China State Shipbuilding Corporation created the world’s largest shipbuilder, while the earlier 2017 consolidation of Shenhau Group and China Guodian Corp, two of China’s largest integrated energy companies, formed China Energy Investment Group, the world’s largest power company.

But SOE mergers are not the only mechanism through which China is fostering the development of national champions. It has also aggressively directed domestic spend towards Chinese companies, rather than foreign entities. China sees the size of its domestic market as a substantial competitive advantage that is to be denied to international competitors. Access to numerous Chinese industries by foreign companies, even those operating within its borders, has been systematically reduced following earlier technological transfers and subsequent improvements to the quality and competitiveness of indigenous products. This has been achieved through an active and entrenched policy of domestic preference in both public and private-sector procurements, and across all components of the economy.

This domestic preference reflects a deep-rooted structural and regulatory bias towards Chinese companies, especially in industries defined as strategically important. China’s Government Procurement Law, for example, specifically states that the government should procure goods and services from domestic suppliers unless they are unavailable within China or are not available on reasonable commercial terms, both of which are unlikely.300 Despite joining the WTO in 2001, China has consistently delayed signing the associated Government Procurement Agreement (GPA), which aims to open the signatories’ government procurement markets to international suppliers. Although China initially applied for GPA accession in 2007, it has demonstrated little urgency in agreeing terms. The country only submitted its seventh market access offer in October 2019 to reflect comments received on its previous offer made five years earlier.301 It remains unclear whether China’s offer—and perhaps more importantly, its omissions—will be acceptable to the existing GPA parties. But its delay in agreeing terms highlights just how beneficial the decades of domestic preference across all government procurement have been for Chinese companies.

Preferential procurement has supported the growth of Chinese companies at the expense of foreign competitors, which have been progressively excluded across multiple domestic industries. Of the four international companies initially involved in the production of high-speed train sets, for example, only Bombardier remains active through its Bombardier Sifang (Qingdao) Transportation joint venture. In the telecommunications sector, both Huawei and ZTE have benefited significantly from domestic preference, with international vendors now of minimal value to the three Chinese telecom companies. Even as recently as mid-2019, Nokia, the Finnish telecommunications vendor, cautioned of “more support for local vendors in China” and of “competitive situations that hinder us to deliver profitable and longer-term growth”.302 A similar dynamic is visible in China’s wind turbine industry. Foreign companies together accounted for more than 75% of the industry before 2005.303 But after years of effective exclusion from construction tenders as a result of various formal and informal restrictions, non-Chinese manufacturers are now completely irrelevant within the industry.

This shift towards domestic suppliers is seen even in relatively new industrial sectors. This includes the robotics industry, where a specific objective of state policy is the substantial reduction in the use of foreign technologies and components. China is making a concerted effort to develop its indigenous robotic capabilities and as the world’s largest robotics market, its domestic preference policy will have a substantial industrial impact. Chinese industrial robot suppliers increased their share of domestic installations to 27% in 2018 from 22% a year earlier, in line “with China’s efforts to promote domestic manufacturers”.304 Similarly, China’s recent declaration that all government and state institutions must remove all foreign equipment and software within three years, will have a profound impact on that industry, given its status as the world’s largest computer market.305

This preference for domestic companies extends beyond its boundaries, as seen through the BRI. China-funded BRI projects are primarily delivered through directly appointed Chinese constructors. There is no attempt to hold international competitive tenders and although the winning Chinese companies can subsequently sub-contract to foreign firms, this is often limited to a permitted percentage of the overall contract.306 Research in early 2018 by the Centre of Strategic and International Studies (CSIS) found that 89% of contractors in BRI infrastructure projects were Chinese.307 In some countries (e.g. Cambodia and Laos), this bias reflects a lack of local capabilities, which necessitates not just the use of Chinese constructors but also of Chinese workers. But even in countries with local construction expertise, BRI projects are still often delivered by Chinese companies, with few attempts to develop the local labour force and economy. In many smaller recipient countries, this has become a political issue, as with Malaysia’s East Coast Rail Link project, which was initially criticised for an almost complete reliance on Chinese firms, workers and materials, despite significant existing local capabilities and expertise. But perhaps more problematically for the rest of Asia, this continued domestic preference supports the growth and development of Chinese firms at the expense of their regional competitors.

A large domestic market, forced consolidations, entrenched domestic preference and firm-specific policies, including substantial targeted funding, are creating regional giants that will dominate their industrial sectors. It is true that size is not everything. It can become a weakness through the associated diseconomies resulting from complexity and bureaucracy. These can result in entrenched interests, impair effective capital and resource allocation, lead to poor information flows and market responsiveness, and constrain product innovation. But in capital-intensive industries where the required investments to be internationally competitive have historically acted as a substantial barrier to entry, China’s scale provides its companies with a significant and unique advantage.

Topping the industrial hierarchy

China’s efforts are not just about economic development and growth. There is also a general undercurrent of nationalism, the need for technology superiority and the alignment of policy to the country’s geopolitical objectives. This represents the third challenge for China’s neighbours. Its geopolitical motivations are as important in explaining its industrial strategies as its desire to maintain economic growth and avoid the “middle-income trap”. China views its manufacturing advances as an integral component of its efforts to achieve regional dominance. It sees a future industrial hierarchy across Asia with itself at the top, dominating multiple sectors, especially those it considers strategic both in terms of economic growth and geopolitical objectives, while its neighbouring countries are allowed to function within specific niches and sub-sectors across lower-order activities.

This desire to be at the top of the industrial hierarchy reflects both its belief that technology determines the relative geopolitical positions of countries and its recognition that manufacturing industries are important to sustaining economic growth. But it also reflects a profound insecurity with its technological dependency on others. Xi Jinping’s 2014 speech to the Chinese Academies of Sciences and Engineering was revealing in both these respects. After asserting that China’s historic defeats and relative inferiority versus global competitors were due to its earlier failure to invest in technology and innovation, he argued that the “great rejuvenation of the Chinese nation” required the “strategy of innovation-driven development”, especially as the world had moved towards a state of “strategic competition for innovation”—which China could not lose (“we must catch-up and aim to surpass”) and that the country should aim “to occupy as much of the market as possible”. As such, he urged the audience “to take the initiative and to make scientific and technological decisions that are of great strategic importance to the country” in order to ensure that China does not “remain technologically dependent on other countries” and that it “fundamentally guarantees the country’s economic security and national defence”.308

This sense of insecurity is well-founded. Despite all its recent advances, China’s indigenous technological capabilities still lag those in Europe, Japan and the US. To an extent, this is understandable. It may have made significant strides over the last two decades, but the current capabilities of many other countries are built on more than 50 years of investments, technological progress and knowledge accumulation. The sums of money that China is committing may sound impressive, but they remain relatively small when compared to the cumulative amounts spent by other developed countries over the last 50–70 years. China’s Big Fund may have more than $50 billion to invest in the domestic semiconductor industry, but this compares to the near $80 billion which the US’s five largest semiconductor companies together spent on R&D between 2017 and 2019.309 Although China is investing aggressively to overcome the industry’s high barriers to entry, it is likely to be several decades before it is able to achieve all existing technologies, let alone those that are being currently developed within countries it views as strategic competitors.

Its efforts to develop an indigenous jet engine are one example of this technological gap. Modern jet engines are incredibly complex pieces of engineering, reflecting more than 70 years of incremental development by a small number of predominantly Western manufacturers. China has long sought to build jet engine capabilities as part of its broader development of a commercial aircraft industry and more importantly, its need for an indigenous engine for the PLAAF, which has traditionally depended on Russian equipment. Reflecting these strategic priorities, China has invested huge sums in engine research and development and has sought to acquire or even steal the required technologies.310 But although domestically designed engines can now be found in an increasing proportion of the PLAAF’s fleet, including its fighter aircraft, they continue to have substantial technical, quality and performance issues compared to their Russian and Western equivalents.

Similarly, China’s development of a commercial jet engine (the CJ-1000 turbofan) has been much slower than expected. First announced in 2011 and designed to power the country’s indigenously developed Comac C919 airliner (which in turn is an attempt to design a Chinese aircraft capable of displacing Airbus and Boeing from the world’s largest aircraft market), entry into service was initially targeted for 2021–22 to align with the C919’s commercial launch. But the complexities of precision engineering have proven to be significant technical obstacles, and the engine is now not expected to be in operational service before 2025. When passengers first fly in the C919, they will do so powered by Franco–American engines rather than the much hoped for indigenously developed ones, at least for the first few years.

But China’s technological vulnerability is perhaps most visible in its surging demand for foreign semiconductor chips and their associated technologies. As the country’s industries become more advanced, their demand for this important input has become almost insatiable. Chips became China’s largest import in 2013 and by 2018 it was spending more than $350 billion buying this necessary input—more than the $250 billion and $90 billion it spent on oil and iron ore, respectively.311 Not only is this an enormous recurring sum (China has spent more than $1.4 trillion over the last five years importing semiconductor chips), but this reliance on foreign suppliers for a critical industrial component creates substantial geopolitical vulnerabilities.

This vulnerability was brutally exposed in 2018 when the US banned the sale of any “commodity, software or technology” to ZTE, the telecoms equipment vendor, after it breached the terms of an earlier settlement for violating trade sanctions against Iran.312 The impact on ZTE was nearly catastrophic, with its chairman referencing an existential “crisis” and the company’s market value more than halving as investors fretted over its continued ability to build its products once inventories were depleted.313 The ban was subsequently lifted, but with onerous and intrusive obligations—including an immediate further $1 billion fine, the replacement of the entire board of directors and senior leadership, and internal monitoring for 10 years by a team hired by, and answering to, the US Department of Commerce. The severity of this settlement was notable, as reflected in the associated press release which stated: “this is the first time [the Bureau of Industry and Security] has achieved such stringent compliance measures in any case … these collectively are the most severe penalty [the Bureau] has ever imposed on a company.”314 The ability of the US to impose such unprecedented penalties reflected ZTE’s continued need for US technologies in order to function, and more broadly reflected the country’s deep-rooted dependency on American technology. The US has continued to build on this dependency to the apparent detriment of Chinese firms. It added Huawei in 2019 to the Entity List, which identifies companies involved in activities considered a risk to the US’s national security or foreign policy interests. As a result, Huawei has now been excluded from accessing US technologies, products and services.315

It is therefore no surprise that China has accelerated its efforts to reduce its reliance on foreign technologies and the country has embraced the innovation drive with enthusiasm. It saw 1.54 million patent applications in 2018, compared to just 290,000 in 2008.316 Many of these applications are not necessarily approved and the underlying value of each patent remains unclear, but the number of patents granted within China surged from 94,000 in 2009 to 432,000 in 2018, of which the vast majority were to residents (in contrast, the majority of patent grants in Europe and the US are to non-residents).317 Chinese entities secured just 49,000 patent approvals in 2008 (6% of the global total), less than their German, Japanese, South Korean and US peers; but this had increased to a global leading 377,000 (27% of the global total) in 2018.318

As a result of all this activity, China’s indigenously developed patent stock has increased from just 3% of the global total in 2008 to 16% by 2018.319 Only Japanese and American entities are more important in terms of patent ownership. Furthermore, China’s innovation is increasingly centred on the MiC2025-defined strategic industries. China secured more patent grants between 2015 and 2018 than any other country across many industrial sectors, including environmental technology, machine tools, nanotechnology and polymers. As a result of all these activities, the 2019 Global Innovation Index ranked China the 14th most innovative country (up from 17th in 2018, and significantly better than its 37th rank in 2008). It is the only middle-income country in the top 30 and produces “innovation output that is equivalent to Germany, the UK, Finland and the US—but with considerably lower levels of input”.320

Table 7: Patents granted to entities from select Asian and non-Asian countries



	 


	Patents granted in 2018 to applicants from each country


	Patents granted in 2018 to applicants from each country as % of China’s total


	Patents granted to applicants from each country (2014–2018)


	Total patents in force granted to applicants from each country (end-2018)





	China


	377,305


	n/a


	1,508,241


	1,812,590





	Japan


	284,406


	75.4%


	1,427,454


	1,292,185





	South Korea


	131,912


	35.0%


	620,536


	1,063,905





	India


	8,350


	2.2%


	33,392


	47,110





	Australia


	5,624


	1.5%


	29,766


	55,682





	Singapore


	3,337


	0.9%


	14,751


	24,335





	Malaysia


	985


	0.3%


	4,643


	7,265





	Thailand


	348


	0.1%


	1,240


	2,179





	Indonesia


	552


	0.1%


	1,007


	1,410





	Philippines


	141


	0.0%


	660


	708





	USA


	289,082


	76.6%


	1,363,660


	2,640,383





	Germany


	101,556


	26.9%


	470,209


	807,658





	France


	50,384


	13.4%


	231,699


	447,851





	UK


	26,442


	7.0%


	117,783


	219,723







Notes: Total patent grants, both resident and abroad, by applicant’s origin (equivalent count); ranked by total patents granted between 2014 and 2018. China does not include Hong Kong and Macau SARs.

(Source: World Intellectual Property Organisation.)

China has achieved striking technological advances. Across every industry, the country has seen rapid innovation and product development. It now produces globally competitive or market-leading products across multiple sectors. Established companies across Asia, Europe and the US are now facing well-funded, innovative and aggressive competitors. This competition extends even into space, where the third iteration of BDS, the country’s satellite navigation system, is expected to be a strong competitor to the US’s Global Positioning System (GPS). But where China cannot indigenously develop new technologies, or when the involved timelines and required funding are considered excessive, it has embarked on an aggressive campaign of acquiring IP. Many acquisitions of foreign companies by Chinese entities have not been market- or efficiency-seeking, but driven solely by the motivation to acquire specific technologies. This pursuit is being undertaken at every scale and across multiple industries.

In the automobile industry, for example, Zhejiang Geely, China’s largest privately-owned car manufacturer, has used acquisitions to access new technologies and reduce its technological gap with foreign companies, especially those operating in China through joint ventures. Although the 2010 acquisition of Volvo Cars from Ford Motors was most notable, Geely had earlier bought Drivetrain Systems International, the Australian automotive component manufacturer, and subsequently acquired Lotus, the British sports car producer, and London taxi maker LEVC. It also has a strategic stake in Proton, the Malaysian national carmaker, and owns 10% of Daimler, the German manufacturer. Many of these acquisitions do not significantly increase Geely’s operating scale. But they do improve its access to new technologies and its ability to develop more internationally competitive products. As Geely’s chairman recently stated: “In order to succeed and seize the technology highland, one has to have friends, partners and alliances.”321 As a result of Geely’s expanding partnership with Daimler, for example, the two companies announced a joint venture in 2019 to develop the German company’s struggling “Smart” brand into a premium electric vehicle company.322 Combined with LEVC, this joint venture further strengthens Geely’s electric vehicle expertise.

But whereas Geely is just one company in the car industry acquiring foreign technologies, China’s international efforts to secure new technologies and IP across semiconductors are comprehensive and all-encompassing. Numerous entities with an interest in semiconductors are acquiring foreign technology, capabilities and expertise across all components of the industry’s supply chain (design, manufacturing and assembly, testing and packaging). Most of these transactions are small and involve the acquisitions of specific technologies.323 Train maker Zhuzhou CSR Times Electric (now part of CRRC), for example, bought the UK-based Dynex Power (rebranded as Dynex Semiconductor) in 2008. Although a relatively small acquisition, this gave CSR immediate access to much-needed, high-power semiconductor expertise (necessary for many electronic power applications, including rail traction motors) without the lead times and investments required to build it organically. But from a policy perspective, it is the larger transactions that gain more attention. These include the sale of Dutch semiconductor company Nexperia to Chinese financial investors; the purchase of Stats ChipPac, one of the world’s largest outsourced assembly, testing and packaging companies, by competitor JCET Group; and the acquisition of Linxens, a French chip components manufacturer by Tsinghua Unigroup.

Chinese innovation

China’s ambitions have grown significantly over the last five years. Bolstered by the support of the government investment funds, including the Big Fund, which have been active participants in many such acquisitions, the country’s attempts to secure new technologies have raised significant concerns across both Europe and the US. The US, in response, has moved to strengthen controls around foreign investments in select industries, arguing that “technological superiority has long underpinned the United States’ military strategy and national security innovation base … some foreign direct investment threatens to undermine the technological superiority that is critical to US national security. Specifically, the threat to critical technology industries is more significant than ever as some foreign parties seek, through various means, to acquire sensitive technologies with relevance for US national security.”324 These new controls are obviously targeted at China, as evidenced by the requirement embedded in the 2018 Foreign Investment Risk Review Modernisation Act that the Department of Commerce “shall submit to Congress and the Committee on Foreign Investment in the United States a report on foreign direct investment made by entities of the People’s Republic of China in the United States” and more specifically, “the extent to which these patterns of investments align with the objectives outlined by the Government of the People’s Republic of China in its Made in China 2025 plan.”325

But the US’s efforts to constrain China’s technological expansion are not just limited to its own jurisdiction as it seeks to coordinate a response at the global level. It lobbied Taiwan to limit sales of semiconductors to China, especially to Huawei; has successfully urged countries to exclude Chinese telecom equipment vendors from new mobile networks (especially close allies such as Australia and the UK); and has encouraged Ukraine not to allow the sale of Motor Sich, the aircraft engine manufacturer, to a Chinese company.326

The European Union has also moved to strengthen the oversight of investments into the continent by China, which it now defines as a “strategic competitor”.327 Its response may be constrained by fragmented decision-making and a lack of consistency across many member countries, but it is still far better positioned and resourced to react to China’s technological emergence than most Asian countries. In fact, although both Europe and the US are most vocal with their concerns around China’s advances, both regions are far less exposed to the associated risks than Asian countries. China’s obsession with self-sufficiency reflects its understanding as to how technological leadership and ownership can be used to achieve superiority and leverage over other countries, and thereby achieve its regional geopolitical objectives. This cannot be considered a significant risk for Europe nor the US; but it is a danger across Asia as China seeks a future in which it has displaced the non-Asian powers, especially the US, as the region’s main originator and supplier of technologies.

China’s aspirations to achieve regional technological supremacy are unlikely to be too difficult, given its innovation efforts dwarf those of other Asian countries. The rest of Asia, excluding Japan and South Korea, demonstrates an almost complete lack of enthusiasm towards domestic innovation and technological development. Patent grants secured by Southeast Asian and Indian entities in 2018 represented just 1.5% and 2.2%, respectively, of China’s equivalent total in the same year.328 The performance of Southeast Asia is even worse if Singapore is excluded, given entities from the city-state accounted for a near two-thirds of patents granted across the region.329 Chinese entities have secured more than 1.5 million patent grants over the last five years, which is 65 and 45 times more than those granted to Southeast Asian and Indian entities, respectively, over the same period.330 There is, as a result, a substantial and expanding technological gap between China and the majority of its regional neighbours.

Even Japan and South Korea, the region’s historic innovators, are struggling to maintain their relative positions versus China. This is not due to a lack of effort. Given their relatively small domestic markets and export-orientated economies, innovation is considered imperative, considering their need to remain globally competitive. They have, therefore, traditionally been seen as Asia’s technological leaders. But the scale and intensity of China’s efforts are rapidly offsetting their historic roles. China spent $452 billion on R&D in 2017, only slightly less than the US’s $511 billion, and significantly more than Japan’s $166 billion and South Korea’s $78 billion.331 The sheer size of China’s investments has given the country substantial momentum in terms of relative innovation. It was ranked as more innovative than Japan for the first time in 2019, while the gap between China and South Korea has narrowed dramatically over recent years.332 Chinese entities secured more patents than their Korean counterparts over 2016–18 in nearly every industry; and although Japan continues to have select pockets of comparative leadership, China now leads it in terms of innovation across many of the new and emerging industries.333

Although China’s industrial focus was initially on lower-order products and services, its industries are now increasingly complex, advanced and competitive across numerous sectors. This reflects the size of China’s markets, the intensity of domestic competition and the resources being allocated to innovation and product development. As a result of this aggressive industrialisation and its efforts to move up the value-chain, the value of China’s industrial output has nearly tripled over the last 10 years.334 The country’s industrial production exceeded Japan’s in 2007, displaced the US as the world’s largest producer in 2011 and surpassed the rest of Asia combined in 2013. China’s industrial output is now nearly four times Japan’s, seven times India’s, and nine times South Korea’s.335 And although China’s economy has become more domestically orientated over the last 10 years, a fifth of its total industrial and service output is subsequently exported.336 Furthermore, the country’s international competitiveness continues to increase, with global export share gains across the majority of industrial sectors. Admittedly it lags its Western competitors in a number of more advanced sectors, but given precedent, its ambitions and resources, it has to be assumed that even in those industries, it will soon become a major global supplier.

Table 8: China’s share of global exports, for select product groups



	 


	2000


	2010


	2018





	Lighting fittings & fixtures


	17%


	40%


	60%





	Cotton fabrics, woven


	14%


	40%


	55%





	Office machines


	11%


	37%


	50%





	Optical instruments & apparatus


	8%


	29%


	40%





	Telecommunication equipment


	6%


	30%


	40%





	Household equipment, electrical or not


	11%


	30%


	38%





	Furniture & parts


	7%


	30%


	34%





	Motorcycles & cycles


	12%


	27%


	31%





	Glassware


	5%


	21%


	23%





	Optical goods


	5%


	14%


	16%





	Cathode valves & tubes


	2%


	12%


	15%







Notes: China’s merchandised exports as a percentage of total global exports for each product group as defined by the Standard International Trade Classification, Rev 3. Ranked by China’s 2018 share of total global exports.

(Source: UNCTADstat.)

Western protectionism

In a world where scale is increasingly important, China’s rapid industrial rise has had global ramifications across both governments and companies. Governments in Europe and the US are moving to resist the country’s expansionary tendencies through greater oversight of proposed acquisitions and tighter ownership restrictions. More profoundly, many countries are responding to China’s apparent success by revisiting their previously non-interventionist industrial approaches. France and Germany have together argued the need for a “more ambitious” European industrial policy to ensure the continent remains “a global manufacturing and industrial power” and maintains “its economic sovereignty and independence”.337 This policy should focus on “creating, developing and producing new technologies”, ensuring that European companies are “capable of competing on the global stage” and “defending our technologies, companies and markets”.338 Even British Prime Minister Boris Johnson has suggested that the UK’s government procurement should favour domestic companies and more actively support specific industries.339 If implemented, this would represent a significant and profound change in the UK’s industrial ideology pursued since the 1980s, and would reflect the country’s acceptance that a “laissez-faire” approach towards industrial development is no longer appropriate, given the new global dynamics.

European and American companies are also seeking protection and scale in the face of increasingly aggressive Chinese competitors. When Siemens and Alstom proposed a merger of their railway businesses in 2017, the primary rationale was to create “a new European champion in the rail industry for the long term” given “a dominant player in Asia has changed global market dynamics”, a none-too-subtle reference to the emergence of CRRC.340 One of the justifications for the proposed merger of Sprint and T-Mobile, two US telecommunication companies, was that “the United States must win the 5G race against China” and “the combination of T-Mobile and Sprint ensures US 5G leadership”.341 Conversely, the threat of China’s scale is now being used to limit regulatory actions to increase competition in select US sectors, especially technology. A previous chairman of Google, for example, recently argued that any move to break it up would only strengthen the “regulatory bias” against it “in favour of China”.342

American and European companies are quick to highlight the risks and threats posed by China’s industrial rise and its super-scale companies. But whereas Europe and the US are relatively protected from China’s expanding industries and have the capabilities to respond, Asian countries are in a more precarious situation. Their lack of relative scale, economic dependencies on a strategic competitor and the asymmetric geopolitical relationship all mean that they are fully exposed to China’s industrial torrent, which threatens to completely wash over Asia’s existing and nascent industries. As such, its industrial rise creates not just an existential risk for the industries within the region’s more developed countries, but also threatens the outlook for Asia’s emerging economies—which need to industrialise in order to establish sustainable and long-term growth models. China’s aggressive industrialisation will result in the displacement and concentration of the region’s industries and business activities within the country, and this trend will create serious longer-term economic challenges for the rest of Asia.




Chapter 7

ASIA’S INDUSTRIAL SHOCK


China’s industrialisation and its efforts to develop increasingly advanced and complex industries create significant risks for the whole of Asia. For the region’s more developed economies (Japan, South Korea and Taiwan), the risk is that China’s industrial rise will be at their expense, as well-funded, competitive, innovative and aggressive Chinese corporates gain global share and displace existing regional competitors. This will not only result in the deindustrialisation of its neighbours in the conventional sense (i.e., the loss of manufacturing employment), but also the geographic displacement of the region’s existing and future higher-order economic activities into China.



Similarly, the challenge for developing Asian countries is that their attempts to grow the industries necessary for economic development will be severely curtailed by China’s industrial dominance. China will use its scale across numerous industries to achieve production efficiencies unachievable by the rest of the region. As a result, its smaller, developing neighbours will struggle to grow any internationally competitive manufacturing and will remain primarily domestically orientated economies with trade flows dominated by unique natural resources, lower-order cost-sensitive manufacturing or service exports (e.g. tourism). None of these business activities can be considered the basis for sustainable longer-term growth and this will reinforce the economic gulf between the increasingly prosperous, dynamic and complex Chinese economy and its less developed neighbours.

Threat to developed Asia

The threat is, however, most immediate across developed Asia, with the South Korean economy perhaps most vulnerable to China’s expanding industrial capabilities. This is ironic, as in many ways China is closely following the development path defined by its neighbour. South Korea’s export-led growth model was driven by the disproportionate allocation of factors of production to specific industries to provide sufficient resources for them to develop globally-competitive products. This process was undertaken through a combination of state intervention, large family-dominated integrated business groups (the chaebol)—often with strong government connections—and an emphasis on continued product innovation.

But although the country did develop multiple globally competitive industries, this has also resulted in a high degree of industrial sector concentration. The technology sector is particularly important to the economy, especially the semiconductor sub-sector, which accounted for a fifth of 2018 total merchandise exports, the majority of total business investment and the bulk of the country’s R&D efforts.343 South Korea’s other important industrial sectors include petrochemicals, automobiles and their components, and shipbuilding which—together with the technology sector—dominate the country’s manufacturing activities, accounting for approximately three-quarters of its R&D expenditure and for more than 50% of total exports.344 Not only does this sectoral concentration embed a significant degree of vulnerability into the country’s economy, but this is further accentuated by these sectors’ oligopolistic structures. The technology sector is dominated by Samsung Electronics (the Samsung Group accounted for a fifth of all Korea’s R&D345), the automobile sector by the Hyundai-Kia Automotive Group and the shipbuilding sector by Hyundai Heavy Industries.

Japan’s economy may be more diversified than Korea’s, but it also has a relatively concentrated industrial structure with significant exposure to China’s industrialisation. More than a fifth of Japan’s exports are motor vehicles and their components (including engines), while the same sector accounted for a quarter of the country’s R&D effort.346 The electronics sector also represents an important role in the country, accounting for more than an eighth of the country’s exports and nearly a fifth of Japan’s R&D expenditure.347 As with South Korea, Japan’s industries are also relatively concentrated, with a significant proportion of its business activity dominated by large corporate groups established around a bank or other financial institution, the keiretsu structures.

China’s industrial development represents a material longer-term risk to both these countries through two interrelated dynamics: first, its efforts to create indigenous capabilities will reduce its longer-term demand for foreign products and deprive both Japan and South Korea of an important export market; and second, the emergence of Chinese globally competitive industries will erode the current international positions of Japanese and South Korean companies. Both these trends raise the potential for widespread industrial displacement. This will result in substantial economic shocks for the impacted countries, given their concentrated industrial structures. Japan and South Korea may hope that they can navigate this shock by maintaining product and technological leadership through continued innovation. But as already detailed above, the scale of the required undertaking is likely to be beyond both countries’ resources, especially as the evidence already demonstrates a widespread decline in their relative competitiveness versus the regional hegemon.

China has already demonstrated its ability to displace foreign competitors from global export markets across numerous industries. Both Japan and South Korea used to have vibrant and important telecom equipment industries exporting significant amounts of network hardware and handsets. Japan exported more telecom equipment than both China and South Korea combined until 1998, while the industry accounted for more than 10% of South Korean merchandise exports between 2003 and 2009.348 By 2018, however, Chinese telecom exports dwarfed those of Japan and South Korea.349 This dynamic is not just specific to telecom equipment. Whether it is automatic data processing machines, advanced textiles, photographic equipment and films, industrial and electrical machinery or household white goods, Chinese companies have rapidly expanded their share of global export markets at the expense of their Japanese and South Korean competitors. It is true that a proportion of China’s export rise across these industries is a function of Japanese and South Korean companies moving production to the country. China has, however, also achieved strong gains in those industries that Japan and South Korea have sought to retain domestically. Japan dominated global shipbuilding in the 1980s and 1990s and South Korea in the 2000s and 2010s, and both view the sector as an important industry. But China’s shipbuilding industry has rapidly grown over the last 10 years and the value of its ship and vessel exports exceeded those of Japan and South Korea for the first time in 2018.350

China’s leadership versus Japan and South Korea is not just within existing industries, but also across new and emerging ones. China and Japan, for example, are in a race to launch a commercial regional airliner to compete with Airbus and Boeing. Both countries are currently focused on developing a specific plane, Japan’s Mitsubishi M90/M100 SpaceJet and China’s larger Comac C919, which are seen as the potential foundations for larger indigenous airline industries. They have, therefore, significant support from their governments. Both programmes were officially launched in 2008, with the Japanese plane first flying in 2015 followed by its Chinese competitor in 2017. Although both programmes have struggled to meet earlier schedules and delivery targets, China’s is likely to be the more successful over the longer-term given the size of its domestic market (Boeing expects China’s demand for aircraft to be only slightly less than North America’s and Europe’s) and the country’s tendency towards domestic preference.351 The C919 has already received more than 1,000 order commitments (of which at least 300 are firm orders) from Chinese airlines, with China Eastern Airlines being the launch customer.352 In contrast, Mitsubishi is having to secure orders for the SpaceJet in the more competitive US market and had fewer than 300 orders by the end of 2019, of which 163 were firm.353

Establishing a viable and sustainable aircraft manufacturing industry requires substantial scale. History is littered with examples of countries and companies that have tried to develop indigenous aerospace capabilities but with little success, despite sizable investments. This is, however, unlikely to be the case for China, given its resources and aspirations. It may take longer than its earlier optimistic expectations but in a few decades, China will develop an aerospace industry to rival those in Europe and the US. In contrast, the comparable efforts of Japan and the region’s other smaller economies, including South Korea and Indonesia, will struggle to achieve the required scale for long-term survivability.

Japan and South Korea face an aggressive competitor across all their core and emerging industries. If they are unable to sustain the required pace of product innovation to maintain their competitiveness against China, their industries will be displaced from international markets. This will create profound long-term structural problems, especially as the ability of both countries’ economies to adapt to the China-induced “industrial shock” appears limited. The disproportionate allocation of capital to specific globally-orientated industries and business groups (the South Korean chaebol and the Japanese keiretsu) has resulted in the smaller, domestically orientated businesses being systematically deprived of the necessary factors of production to grow, innovate and become more productive. Japan’s and South Korea’s underlying domestic economies are relatively rigid, static and inefficient, despite recent efforts in both countries to promote entrepreneurship and small businesses. If the industries that currently underpin both countries’ exports, R&D efforts, business investments and corporate profitability are displaced, then it remains unclear what new activities will replace them and become the next economic growth drivers.

Japan and South Korea are not blind to this threat and are responding through various initiatives and plans. These include a focus on sustaining innovation to maintain export competitiveness, supporting the development of advanced technologies across existing core industries and promoting domestic consumption. But all these initiatives face constraints. In an effort to retain their comparative advantages against China, both countries are in effect doubling-down on the very industries and business groups that are vulnerable to China’s rise. At the same time, efforts to diversify the sectoral composition of their industries are severely limited by the relative lack of resources to match China’s R&D spend, while domestic consumption in both countries is restrained by high debt levels and deteriorating demographics.

The “China trap”

It is difficult to envisage how either country can reduce its reliance on the industries and business groups that currently dominate their economies. Japan and South Korea are, therefore, caught in the “China trap”. They are both increasingly dependent on China as a destination for their exports and as their primary trading partner. But this trade is fuelling China’s industrial growth and the development of internationally competitive companies, and it will be these Chinese industries and companies that drive the geographic displacement of industries to the detriment of their Japanese and South Korean competitors. This risk is not an idle concern, especially as the region has already seen the geographic relocation of entire industries as a result of China’s rise, with subsequent significant economic consequences, especially across its closest neighbours.

Hong Kong, for example, may occupy a relatively unique position within China and the broader region, but its deindustrialisation over the last three decades has been dramatic. Hong Kong used to be one of Asia’s four “tiger” economies, with a substantial manufacturing base propelling its rapid economic growth. As recently as 1997, the research summarised in Made by Hong Kong argued that the SAR still had potential as a “world-class industrial power” building on “its manufacturing capabilities, a burgeoning information technology sector, and liberal and respected public institutions”.354 All of these apparent strengths could have allowed Hong Kong to play an instrumental role in China’s push into more advanced manufacturing and service industries.

But this potentially positive outlook has been shown to be misplaced, as China’s rise has rapidly eroded the comparative advantages Hong Kong once enjoyed. The city’s manufacturing activities have seen large-scale relocation into China, driven by cost differentials and the government’s general aversion to any form of industrial policy or interventionism. Manufacturing employment has more than halved over the last two decades and the sector is now a shadow of its previous glory, with fewer than 90,000 employees.355 More notable, however, is that despite its strong starting potential, Hong Kong has not been able to develop and retain any advanced manufacturing industries, despite various government attempts to promote its high technology credentials. Such industries can, however, be found in size just across the border in Shenzhen, which has emerged as one of the world’s leading and most dynamic economic hubs. But while Shenzhen has thrived, Hong Kong’s manufacturing capabilities have withered. The city is now effectively irrelevant to China’s broader technology and innovation efforts, despite the earlier potential and aspirations.

It is true that the SAR’s business and financial service sectors have benefited significantly from China’s growth. They have prospered through the provision of a full range of advanced services to Chinese corporates, public entities and wealthier individuals. But many of these same services are now provided within China’s larger cities, especially Shanghai, Beijing, Guangzhou and Shenzhen. Given the importance of distance, scale and agglomeration economics in the provision of such services, it has to be assumed that China’s financial centres will continue to grow at Hong Kong’s expense. The activities that currently underpin a significant share of Hong Kong’s prosperity, therefore, will be displaced and relocated into China, to the SAR’s long-term detriment. This is also visible in the transportation sector. The city’s container port was the world’s busiest through the 1990s and until 2004, but has since suffered an absolute decline in throughput and is now only the seventh largest as China’s other major ports continue to grow.356 Shanghai is now twice as large as Hong Kong in terms of container throughput, while Shenzhen, Ningbo and Guangzhou are all significantly larger as a result of their dramatic growth over the last 10 years. The problem for Hong Kong is that as the relative size and importance of its port declines, the city’s attractiveness as a location for all the associated higher-order shipping and maritime services will be reduced, entrenching the decline of an important service sector within the SAR.357

Hong Kong companies have benefited from China’s growth in other ways. Numerous Hong Kong businesses have invested substantial sums in China, with total investments reaching $750 billion by the end of 2018.358 This equates to $100,000 per Hong Kong resident. This investment has generated impressive returns, with the city reporting $63 billion income inflows from China in 2018.359 But the longer-term risk for the SAR is that the loss of higher-order economic activities to China’s larger cities will not be replaced by comparable industries and services, but instead by the growth of less productive and lower-paid sectors in, for example, retail and accommodation. Such a structural trend will entrench various dynamics, including the flight of talent and reduced productivity, which will not be positive for its growth outlook nor for the current socio-economic tensions that exist within the city.

Taiwan has also been directly impacted by China’s industrial rise. Many industrial activities have been relocated from Taiwan to the mainland over the last three decades, attracted by China’s larger markets, lower production costs and cultural similarities. This has involved large transfers of capital, with Taiwanese companies investing nearly $190 billion in China between 1991 and 2019.360 This outflow was initially centred around the lower-order production components of each industries’ value chain, with more advanced manufacturing and supporting services (e.g. R&D) retained within Taiwan. This reflected a deliberate policy by the Taiwanese government to offset its economic vulnerability by retaining intellectual property and advanced manufacturing on the island. But despite these attempts to regulate industrial outflows, all Taiwan’s major companies now have substantial exposure to China. This includes Hon Hai Precision, Taiwan’s largest company by revenues, which has the majority of its assets now in the mainland; as well as TSMC, Taiwan’s internationally leading semiconductor foundry, which recently opened one of its most advanced production facilities in Nanjing.

Taiwan has been relatively successful in retaining domestic manufacturing jobs, despite the cross-Strait investments. In contrast to many other more developed economies, it has limited the extent of deindustrialisation with manufacturing’s share of total employment relatively constant over the last decade, despite China’s industrial rise.361 But China’s growing economic influence has shaped Taiwan’s economy in other ways. Real wage growth has slowed sharply from the rapid gains experienced prior to the mid-1990s, and although there are various domestic explanations for this trend, the country’s relationship with China must be considered a material factor. The continued importance of exports to offset the relatively small domestic market and the increasing economic linkages with China have created two stresses for Taiwanese companies. Those which sell either into the mainland, or internationally in competition with Chinese firms, face substantial cost pressures to remain competitive. In contrast, domestically orientated companies are selling into a market with limited aggregate demand, especially when compared to the sheer size offered by China. This constrained domestic demand, further accentuated by Taiwan’s high household debt levels and deteriorating demographics, will always limit the extent to which wages can grow.362

This wage dynamic is resulting in the “brain-drain” of Taiwanese talent to China, a trend that is causing a degree of angst within the island’s government. Estimates on the specific number of Taiwanese now working and living in China vary significantly, but is believed to be as high as 1.5 million, a significant proportion of Taiwan’s population.363 There is nothing particularly new about Taiwanese living and working in the mainland. The large investments made by Taiwanese corporates and investors in the 1980s and 1990s were accompanied by the subsequent relocation of owners and managers to oversee the new businesses. But the factors driving Taiwanese to seek employment across the Strait have changed over the last decade. China’s increasing prosperity and economic complexity have created far more opportunities than available within Taiwan, especially across more niche vocations and industries. Furthermore, pay scales in many higher-order sectors are now higher in the mainland’s major cities than in Taiwan, while the Chinese government has also made it easier for Taiwanese to work in China.364 For aspirational Taiwanese, China now offers more exciting and rewarding career opportunities than Taiwan and is easier to adjust to than alternative job markets. This is particularly the case when the larger country’s vibrancy and dynamism is contrasted with Taiwan’s wage stagnation, relatively high youth unemployment, small domestic economy and limited career development opportunities.

Taiwan has invested significantly in its human capital in an effort to maintain its R&D, innovation and product development capabilities. The loss of talent to China, therefore, erodes the absolute and relative competitiveness of its knowledge and talent base. Taiwanese expertise, for example, has been heavily involved in China’s efforts to develop its semiconductor industry, with more than 3,000 Taiwanese semiconductor engineers recently moving across the Taiwan Strait.365 This movement not only strengthens an industrial competitor and weakens Taiwan’s indigenous capabilities, but it also exacerbates the existing talent deficit within the island.366 This will negatively impact its longer-term economic outlook, especially as China’s R&D efforts already dwarf Taiwan’s. In terms of science and technology clusters, for example, China has six of the world’s 30 largest, including two in the top five: Shenzhen-Hong Kong (second) and Beijing (fourth). In contrast, Taiwan has just one cluster in the largest 100: Taipei, which is ranked 43rd.367

Taiwan is caught in the same economic trap as Japan and South Korea. A significant proportion of its current prosperity is a function of China’s demand, which it has helped to develop through investments and exporting important inputs to the mainland. This increasing dependency has resulted in the transmission of China’s cost structures to Taiwanese companies which, in turn, has led to significant domestic wage pressures. Taiwan cannot disengage from China without a harsh economic shock and yet the nature of the island’s current relationship with the mainland creates longer-term vulnerabilities. As China develops its own advanced industries, Taiwan’s comparative advantages across a slew of industries will be eroded. This will result in the loss of an important source of external demand, which will impact the country’s exports and significantly impair the growth outlook. The time frame may be uncertain, but Taiwan’s economic future as a result of China’s rise is complicated, difficult and likely to be painful.

This may be read as excessively pessimistic, but Taiwan’s government has already recognised this vulnerability and is trying to mitigate the associated risks. It is seeking to diversify its economic exposure away from China with a focus on Southeast Asia; encouraging Taiwanese firms to “re-shore” their Chinese operations back to the island; and is promoting the growth of new advanced industries through its “five plus two” industry innovation plan—these include smart machinery, biomedicine, “Internet of Things”, green energy, defence and semiconductors. Attempts to reinvigorate domestic manufacturing have seen some recent successes, with investments in fixed assets reaching a 10-year high in 2019 on the repatriation of internationally orientated production facilities.368

But the slight irony is that the relocation of production back to Taiwan reflects the island’s improved cost position as a result of prolonged wage stagnation, while the reorientation towards Southeast Asia suggests the declining competitiveness of Taiwanese products in China. At the same time, the advanced industries that the country is seeking to develop and promote are all sectors to which China is committing large-scale resources, and either already dominates within the region or has plans to do so. Even in the most optimistic scenario, therefore, it is difficult to see Taiwan as anything but a niche provider of a few technologies to a Chinese-dominated value chain.

Industrial structures and business activities are important determinants of longer-term economic performance. The allocation of a country’s resources to increasingly higher-order activities drives productivity improvements, increased returns and hence economic growth. It is, therefore, no surprise that the above themes are reflected in the recent economic underperformance of Hong Kong, Japan, South Korea and Taiwan versus China. All four have lost relative economic momentum, partly driven by the erosion of their comparative industrial advantages. Reflecting China’s rapid industrialisation and expansion into higher-order manufacturing activities, its GDP per capita has grown significantly quicker over the last 10 years than its Northeast Asian neighbours. In purchasing power parity (PPP) terms, China’s GDP per capita has increased by an average 7.3% per annum since 2008, compared to Japan’s 0.8%, Hong Kong’s 1.7%, South Korea’s 2.6% and Taiwan’s 2.8%.369

This relative outperformance is expected to continue well into the medium-term, as the country develops indigenous advanced manufacturing industries and displaces existing comparable activities across its Northeast Asian neighbours. The IMF, for example, expects China’s GDP per capita to increase 10% between 2019 and 2021, compared to just 2% for South Korea and absolute declines for Hong Kong, Japan and Taiwan over the same period.370 As a result, the gap between China’s GDP per capita and those of its more developed neighbours is compressing fast. Japan’s and Taiwan’s GDPs per capita in 2000 were, respectively, 9.2 times and 7.7 times larger than China’s in constant PPP terms. But in forecasts made before the COVID-19 pandemic, the IMF expected these ratios to be compressed to just 1.9 times and 2.4 times by 2024, respectively.371 Given China’s population is multiples of both Japan’s and Taiwan’s, and that much of its economic activity is geographically concentrated, the implication of these trends is that there are areas of China which are on course to be significantly more productive and prosperous than Japan, South Korea or Taiwan.

Southeast Asia lags behind

But at least the four Northeast Asian economies are already developed and have industrial capabilities and expertise that can theoretically be adapted and reallocated in the face of Chinese competition. In contrast, many countries across South and Southeast Asia are yet to implement successful industrial development models, and will now struggle to do so in the face of aggressive Chinese competitors across the majority of industrial sectors. Limited by the small size of their domestic markets, constrained capital availability, low levels of R&D and innovation, and minimal investments in the required supporting infrastructure for higher-order manufacturing and service activities, the majority of emerging Asia will be unable to develop the advanced industrial capabilities necessary to sustain longer-term economic growth. This will entrench the region’s industrial and economic hierarchy, and China’s hegemonic status.

Malaysia provides a salient example of the difficulties small countries face when trying to develop internationally competitive industrial capabilities. Although the country has benefited significantly from foreign direct investment, there was an early recognition that such cost-sensitive flows were vulnerable to geographic displacement, may not be permanent and did not always result in significant positive linkages with the domestic economy. Through various initiatives, therefore, Malaysia sought to develop indigenous industries—including the targeted development in the 1980s of capital-intensive sectors—in an attempt to replicate the Japanese and South Korean growth model. But despite various protectionist measures, including import tariffs and preferential tax policies, these efforts have been consistently frustrated by the lack of domestic market size and limited resources.

Like many of China’s neighbours, Malaysia is simply too small to support the complex capital and technologically intensive industries necessary for economic development, especially if they are to be built from nothing. It is not just that the capital requirements are invariably beyond the country’s resources, but also that demand is insufficient to achieve per unit cost competitiveness, generate appropriate financial returns on the investments or support the domestic competition necessary to drive product development. This lack of scale has long been recognised as a constraint to its industrial development.

In 1982, for example, the government called for a 70 million population by 2100 with then Prime Minister Mahathir Mohamad arguing that Malaysia needed a large domestic market to support its future industries.372 Malaysia’s population was then just 14 million and although it has since grown to the current 32 million, it is highly unlikely given demographic trends that the 2100 target will ever be achieved. But the underlying point that Malaysia’s small population size constrains its economic development options is as valid today as it was then, especially as the 1982 announcement preceded China’s rapid industrial rise and the emergence of its super-scale companies.

The saga of Proton, Malaysia’s national car manufacturer, is emblematic of the country’s difficulties in developing local industrial capabilities. When established in 1983, Proton was expected to act as the foundation for an advanced industrial complex, much in the same way that the South Korean and Japanese car manufacturers underpin their domestic industries and economies. But despite significant support and protection, it proved impossible for Proton to sustain scale production and profitability. The lack of resources to invest in new products and technologies meant that its cars failed to generate sufficient international demand to offset the small domestic market. Proton was never viable as a standalone entity and its financial struggles resulted in the 2017 sale of a significant minority stake in the company to Zhejiang Geely, the Chinese car manufacturer. Proton’s performance has increased notably since becoming a Geely subsidiary, but in contrast to the initial high expectations when launched more than 30 years ago, the company is now set to become an offshore production centre for Geely rather than a standalone, integrated car manufacturer.

Malaysia’s failure to develop more advanced industries and technologies is a warning for the rest of Southeast Asia. The country’s reliance on foreign direct investment to underpin its manufacturing industries and exports drove economic growth when previously under-utilised factors of production needed to be employed. But this reliance also creates substantial longer-term economic vulnerabilities and the risk that the country’s future growth potential will be capped. Without domestic industries to develop and implement new technologies, processes and products, the risk is that Malaysia’s productivity gains will stagnate. If so, this will act as a drag on growth and prevent the country from escaping the “middle-income trap”.

The challenge for Malaysia, and the rest of Southeast Asia, is how to develop advanced industries so necessary for sustained economic growth against the backdrop of China’s increasing industrial supremacy. The international competitiveness of China across all sectors will make it extremely difficult for Malaysia to develop and maintain any particular comparative advantage in any new industry. The inherent tendency, therefore, will be for the country to focus on existing strengths such as natural resources, tourism, financial services and lower-end manufacturing. All these activities can create significant incremental employment, but by themselves are unlikely to result in the productivity gains necessary to sustain long-term growth. As then Prime Minister Mahathir sarcastically commented in response to the muted reaction to his proposal for a new national car project following Proton’s sale to Geely: “Malaysia will become a consumer country. A country of rice growers and fishermen. It’s ok. This is what we want and this is what we will get.”373

But Malaysia is not alone in its struggles to build internationally competitive advanced industries. Thailand has also proved unable to develop more sophisticated domestic manufacturing sectors, remains heavily dependent on inward investment and has seen a gradual loss of relative comparative advantage across its core industries. A report by the ADB on the country’s industrial performance stated: “Thailand is struggling to compete with its large northern neighbour, the PRC, which still has the advantage of scale.”374 Even Indonesia, Southeast Asia’s largest country, has experienced similar difficulties. Its manufacturing sector remains unsophisticated, relatively unproductive and focused primarily around resource-based products. This is despite recent attempts to improve its manufacturing performance, given the belated recognition that its premature deindustrialisation has impaired its growth outlook.375

It is, in fact, difficult to identify any internationally orientated, advanced manufacturing companies that have emerged from Southeast Asia. The region has recently originated a number of sizable e-commerce platforms, often with Chinese support and investment, and has a relatively dynamic consumer sector. But the region’s largest companies remain concentrated across domestically orientated sectors, including the financial, real estate, resource and energy, telecommunications and transportation sectors. That is not to say that there are no pockets of industrial expertise. Thailand’s automotive industry is one of the region’s largest industrial clusters, while Malaysia has a significant electronics cluster in Penang.376 But there is a notable absence of advanced manufacturing industries across the region, reflecting the lack of domestic innovation and technological leadership. Singapore is the exception to this general trend. But it is a small part of the broader Southeast Asian economy, and even its relative success has been heavily dependent on foreign companies and technologies.

It is possible to identify multiple reasons to explain why Southeast Asian countries have failed to develop internationally competitive industries. But the difficulties these countries are experiencing in their attempts to build domestic industrial capabilities will only become more pronounced. China’s ever-increasing international competitiveness is resulting in its regional domination across numerous industrial sectors as it gains sectoral comparative advantages at the expense of Southeast Asian countries. Its scale, commitment to innovation and significantly higher productivity provides it with unparalleled advantages. This is the case even across those industries where Southeast Asian countries should have an embedded relative comparative advantage.

This trend is reflected in the relative outperformance of China’s industrial production versus Southeast Asian countries, as well as its increasing share of ASEAN imports. China’s industrial and manufacturing output, in current dollar value terms, has grown faster over recent years than that achieved by Indonesia, Malaysia, the Philippines, Singapore and Thailand.377 Only Vietnam has grown its manufacturing industries faster than China, albeit from a much lower base.378

At the same time, China’s importance as a provider of products has increased steadily since the post-2002 implementation of the ASEAN–China FTA (ACFTA). This significantly lowered the barriers to trade between the two regions. China now accounts for more than a fifth of all imports by the ASEAN bloc and for the majority of the region’s imports across numerous product groups. More than half of Southeast Asian imports of telecommunication and railway track and nearly half of the region’s household and electrical equipment come from China. Its role as a supplier of higher-order products is no surprise, given China’s technological leadership over Southeast Asia. But it must be a concern for the region that China not only retains, but appears to be increasing, its competitiveness across numerous lower-order sectors, as reflected by Southeast Asia’s surging imports of Chinese products. After years of significant volume growth, China is now the source for more than half of the region’s imports of textile products, toys, sporting goods and furniture.379

Table 9: Share of total ASEAN imports from China, for select product groups



	 


	2000


	2010


	2018





	Lighting fixtures and fittings


	21%


	49%


	70%





	Cotton fabrics, woven


	20%


	54%


	68%





	Trailers and semi-trailers


	24%


	46%


	59%





	Rail and railway track materials


	11%


	43%


	58%





	Telecommunications equipment


	10%


	39%


	56%





	Automatic data processing machines


	7%


	53%


	51%





	Furniture and parts


	8%


	49%


	51%





	Women’s clothing, of textile fabrics


	16%


	39%


	47%





	Household type equipment, electrical or not


	15%


	28%


	46%





	Electric power machinery


	12%


	34%


	46%







Notes: ASEAN’s merchandised imports from China as a percentage of total imports for each product group as defined by the Standard International Trade Classification, Rev 3. Ranked by China’s 2018 share of ASEAN imports.

(Source: UNCTADstat.)

This is the long-term challenge for Southeast Asia. China’s relative competitiveness is across all industries, not just the more advanced sectors. There may be some scope for Southeast Asian countries to capture globally orientated, cost-sensitive manufacturing displaced by China’s higher wages and trade tariffs. Such examples include the relocation by American and European companies of textile manufacturing and electronics assembly to Cambodia and Vietnam. But while such transfers can attract significant attention, they are likely to remain a relatively small part of China’s overall manufacturing base. Any leakage of the country’s manufacturing activity will be limited by the continued cost competitiveness of many Chinese inland regions, the agglomeration and productivity benefits provided by the country’s size, and the importance of being geographically close to Asia’s largest end market. There have, therefore, been as many internal as external relocations of manufacturing, with a significant proportion of China’s textile and electronic industries shifting their production facilities from the coastal provinces to inland locations, including Zhengzhou in Henan province and Chongqing.380

Despite the continued relative attractiveness of China as a manufacturing location, some of its production activities are being relocated to Southeast Asia, as reflected in a pick-up of manufacturing FDI into the region.381 This trend, however, needs to be framed by two considerations. The first is that the increase in manufacturing investment into Southeast Asia is from low levels and their industries remain relatively small when compared to China’s. The value of the Philippines’ and Vietnam’s industrial production is less than 2% of China’s, Malaysia’s is less than 3% and Indonesia’s is just 8%.382 With China’s total production in excess of $5 trillion, the loss of a few tens of billions of manufacturing capacity to its Southeast Asian neighbours is unlikely to disrupt its upward industrial trajectory or its continued relative outperformance.

The second consideration is that although the shift of internationally-oriented production capacity may provide the recipient Southeast Asian countries with a short-term economic boost, the region has historically been unable to convert manufacturing FDI into sustained long-term economic growth. It is difficult to see why this round of investment should be any different. It may create employment, but the manufacture of lower-order products with weak domestic linkages, limited technology transfers and high sensitivity to labour costs, is unlikely to alter the region’s long-term growth trajectory. This is particularly the case, given China’s emerging industrial pre-eminence and the large-scale shift of relative comparative advantage across numerous industries to the country. The real risk for Southeast Asian countries is that the current dynamics will result in their permanent relegation to lower-order manufacturers, with the geographic concentration of the more economically beneficial, higher-order industries solely within China’s boundaries. Under such a scenario, Southeast Asian countries would become the permanent poorer cousins to the richer, more dynamic and technologically leading China.

India’s unrealised potential

The only emerging Asian country potentially capable of escaping China’s industrial trap is India. This may seem surprising, given the decades of India’s chronic industrial underperformance versus its East Asian peer. While China has successfully implemented aggressive and comprehensive industrial policies, India has been a perpetual laggard. To an extent, the contrasting performances reflect the two countries’ histories, political ideologies and socio-economic structures. But China’s rapid ascendency over recent decades has caused a significant amount of angst within the South Asian giant, especially given concerns that China will use its economic scale to achieve regional geopolitical advantages. The development of its industries, especially manufacturing, has, therefore, assumed far greater importance within India over the last decade. Not only as a mechanism to create new employment, which is particularly important given the challenges associated with the country’s rapidly growing population, but also to strengthen India’s relative economic position versus China.

The country’s National Manufacturing Policy, for example, aims to increase “the share of manufacturing in GDP to 25% within a decade (i.e. by 2021) and create an additional 100 million jobs”.383 Although the initiative is focused on creating new employment, it is also justified by the need to achieve competitiveness in “strategic areas of the economy, such as defence and telecommunications”, “to have a strong indigenous value chain from the standpoint of national security” and to create a “sustainable” growth model.384 These manufacturing ambitions were subsequently reinforced by the 2014 launch of the “Make in India” campaign, which has the aspirational goal of transforming India into a global design and manufacturing hub with a focus on the development of both lower-and higher-order sectors.

In theory, India has many of the necessary components for a successful policy of increased industrialisation. It has both the domestic scale and existing industrial capabilities, including technologically advanced sectors. It is just one of the three Asian countries with a fully-integrated space programme (the others being China and Japan), while the depth of its talent base is reflected in its internationally competitive service sectors (although even here, China is now a larger exporter of commercial services than India).385 But as so often in the past, India has failed to meet earlier expectations. Despite its ambitious policies, initiatives and campaigns, and its existing industrial capabilities, India’s manufacturing sector has struggled to develop any real momentum. Its contribution to India’s GDP has actually fallen since 2011 to approximately 15%, significantly below the official 25% target. As a result, the country’s total industrial base has declined over the last 10 years to just slightly more than a quarter of the broader economy, and significantly less than China’s 41%.386

India’s global rankings across certain competitiveness measures have improved over recent years: for example, the ease of doing business in the country.387 But it remains out-matched by China in the regional manufacturing race. China’s industrial output has continued to grow faster over recent years than India’s, despite its production base already dwarfing its southern neighbour’s.388 While China’s manufacturing industries have become more sophisticated and internationally competitive, as reflected by its gains across global export markets, India’s have not. Its overall share of global merchandise exports has stagnated at less than 2% over the last five years, and it only accounts for more than 20% of worldwide exports in two product groups (rice and spices).389 This reflects the country’s industrial skew towards primary and resource-based goods, rather than manufactured products. India may have relatively dynamic and internationally competitive service industries (for example, across information technology and financial services); but its manufacturing industries are dominated by unsophisticated and unproductive low-order sectors, which may be good at creating mass employment but are unlikely to result in substantial productivity growth, new relative comparative advantages or gains in global market export shares.

A 2019 editorial in China’s Global Times stated: “India has to wake up to the reality that the nation’s manufacturing capabilities, as measured by its logistics facilities, manpower and other complementary infrastructure, barely live up to its ambition.”390 While this perspective has to be considered somewhat biased and geopolitically motivated, the fragility of India’s industries was demonstrated by its 2019 decision to opt out of the RCEP. This was driven in large part by fears that the country’s domestic industries would prove uncompetitive against increased Chinese imports, resulting in an expansion of India’s already large trade deficit with China and potential harm to its struggling businesses. India’s fears over the competitiveness of its domestic industries can be seen in the relatively high import tariffs it levies. The WTO estimates that its average import tariff across all non-agricultural products in 2019 was 14.1%.391 This is one of the highest levels in the world and is significantly above Indonesia’s 8.0%, South Korea’s 6.6%, China’s 6.5%, Malaysia’s 5.3% or Japan’s 2.5%.392 Furthermore, while China’s import tariffs have declined over the last 10 years, India’s have grown, as it becomes increasingly protectionist.393 This is a trend which is also reflected in the country’s high propensity to impose anti-dumping measures, second only to the US.394

India may have enormous potential as an industrial competitor, but the region is still waiting for it to be realised. The industrial balance of power not only still lies with China, but has over recent years continued to move away from India, despite all its efforts. China’s industrial might dwarfs India’s still fledging capabilities and in many ways, the South Asian country’s fears are justified. The impact of China’s increasing industrial competitiveness has already been felt across numerous regional and global industries.

Chinese competition, for example, resulted in the near complete displacement of Australia’s rail wagon, carriage and locomotive manufacturing industry. Until the mid-2000s, the majority of the country’s railway equipment was produced domestically, despite competition from Europe and the US. But by 2018, the industry was dominated by lower-cost imports from CRRC, the Chinese giant. Australian imports of railway vehicles and equipment from China surged from negligible levels prior to 2005, to a record $876 million in 2013.395 These imports were at the expense of the domestic manufacturers which, despite their best efforts, were unable to resist CRRC’s cost efficiencies and product competitiveness. There are no longer domestic companies producing freight wagons for the country’s iron ore and coal industries, while even more sophisticated products such as locomotives are increasingly being delivered by CRRC.396 The decline of this domestic industry resulted in the loss of highly paid and relatively productive manufacturing jobs from Australia.397

The above example may be relatively small within the broader global economy, but it is indicative of how competitive Chinese imports are displacing domestic industries across Asia. This is most visible across the developed world, with long-established industries facing China’s aggressive competition with varying degrees of success. But even industries across emerging Asia are being constrained by China’s competitiveness. For all the excitement over the potential shift of some of China’s manufacturing capacity to South and Southeast Asian countries, its ascendency is punitively impacting them on two fronts. On the one hand, its relative competitiveness threatens their existing industries and businesses. Research by the World Bank concluded that India, Malaysia, Philippines, Singapore, Thailand and Vietnam all had significant exposure to import competition from China across their domestic industries and that China’s “further integration with these countries would likely involve stronger competitive pressures in final goods markets”.398 On the other hand, however, their attempts to develop more advanced industries will be continually frustrated by China’s dominance and competitiveness across all such sectors. The South and Southeast Asian countries are, therefore, caught as much in the “China trap” as their more developed peers.

Structural productivity advantages

Conventional theory argues that China’s industrial supremacy will be transitory. It may have substantial current comparative advantages across numerous industries, but its relative sectoral competitiveness is dynamic given the interplay between continually evolving internal and external factors. The argument, therefore, is that China will gradually lose its existing comparative advantages given increasing wage levels, evolving transportation costs, the growing industrial capabilities of its neighbours, new technologies and the changing geographies of demand. This will result in the locational shift of its industrial sectors to countries with improving relative comparative advantages, whether within Asia or further afield. China will follow the precedent set by all the other great industrial powers through history. Its economic structure will become more service-centric and its manufacturing industries will become increasingly technological-and capital-intensive in nature. This will result in the transfer of more labour-intensive and cost-sensitive industries from within its borders into the region.

But there are three reasons why China’s industrial pre-eminence is likely to persist for much longer than anticipated: the first is the country’s broader geopolitical objectives and the associated alignment with its aggressive industrial policies; the second is its ability to maintain relative competitiveness across all industrial sectors, in part reflecting the continued internal diversity of the country’s cost structures; and the third is the increasing importance of scale as a source of relative comparative advantage.

China sees its industrial supremacy as an important mechanism to achieve its regional geopolitical ambitions. This includes the geographical retention of industrial capacity across all sectors. While there has been significant focus on its efforts to develop advanced industries, China is just as keen on retaining lower-order activities, such as textiles. The 13th Five-Year Plan for the period 2016 to 2020, for example, committed its textile industry to maintaining its share of global exports in part by accelerating innovation and developing new advanced products.399 This plan, and the associated targets, was defined prior to the higher trade tariffs imposed by the US, which have resulted in some leakage of textile manufacturing to other Asian countries. But the fact that China wanted to retain its global position in a relatively low-order, labour-intensive sector, is indicative of its broader industrial intent.

China is unwilling to lose relative comparative advantage in any sector to its regional neighbours, and it is aided in this aspiration by the internal geographic diversity of its economy. Much of the discussion about the relocation of production activities out of China relates to the country’s increasing labour costs. It is true that the country has seen wage inflation over the last two decades, in part on progressively higher regulated minimum wages. The country’s average annual wages have increased significantly over the last decade. Employees in SOEs have seen their average wages more than double since 2010 to reach approximately $11,800 in 2018, while average private sector wages have increased by 140% to $7,100 over the same period.400 These are significant increases, but it is misleading to simply focus on the national headline numbers given the large variations at the provincial level. Average private sector wages in 2018 ranged from highs of $11,000 in Beijing and $8,900 in Tianjin to just $5,000 in Heilongjiang, Jilin and Shanxi.401 The geographical variations for typical SOE wages are even more extreme. SOE employees in Beijing earned an average $21,000 per annum in 2018, compared to just $9,000 for their counterparts in Henan.402

Even the provincial figures, however, are somewhat misleading given their sizes. Average private sector wages in Shanxi may be just $5,000, but with a working age population of 23 million, the presumption has to be that many of the province’s private sector workers are working for less than the average level. The same presumption can be applied to many other provinces across China, suggesting that despite the significant increases in wages over the last two decades, there is still a sizeable low-wage labour force available within the country.

This size and internal diversity means that there will always be areas within its boundaries which, for any specific lower- or higher-order sector, are able to maintain longer-term cost competitiveness relative to its neighbours. This is reflected in the large-scale shift over the last two decades of lower-order industrial activities from China’s coastal provinces to inland areas, as well as from the major conurbations into lower-tier cities. These changes to its industrial geography have allowed China to maintain its international competitiveness and grow global export market shares across numerous industries, despite multiple commentators over the last decade predicting the decline of its manufacturing sector due to higher labour costs.403

Furthermore, all the chatter about higher wages forcing manufacturing out of the country overlooks its continued superior productivity versus emerging Asia. China has seen significant improvements to its underlying productivity, which have offset the impact of higher labour costs and underpinned its continued industrial growth. Its initial productivity gains were driven by the large-scale shift of the factors of production to higher-value employment—for example, from agriculture to manufacturing. But over recent decades, the country has been able to improve its factor productivity through the upgrading of existing activities, often as the result of indigenously developed new technologies. Although there are sectoral variations—depending on whether the sector trades internationally and the degree of domestic competition—China is working very hard to avoid replicating the mistakes made by other emerging economies which, after an initial period of expansion driven by improved utilisation, were unable to sustain growth as productivity stagnated.

China’s productivity gains over recent decades have consistently outpaced those of its neighbours, both developed and emerging. Its labour productivity grew by 7.0% per annum between 2010 and 2017, substantially faster than Vietnam’s 4.7%, Philippines’s 4.4%, Thailand’s 3.6%, Indonesia’s 3.4% and Malaysia’s 2.3%.404 Although labour is just one factor of production, China maintained this relative outperformance across total factor productivity (TFP). The 2.5% TFP growth that it delivered between 2010 and 2017 may have been slower than the 4.0% it achieved between 1990 and 2010, but was still significantly higher than Vietnam’s 1.8%, Thailand’s 0.6%, Malaysia’s 0.5% and Indonesia’s -1.5% (for comparison, the US grew its TFP by 0.4% over the same period).405 China’s superior productivity trends are even more apparent if its relative long-term performance is considered. Its TFP has nearly quadrupled since 1970, a performance which no other country comes close to competing with. More concerning is that while China has proved its ability to deliver and sustain TFP gains, Indonesia and the Philippines have actually seen TFP declines over the last 50 years, while the improvements seen by Malaysia and Thailand are all but negligible.406

China’s productivity gap with the US is likely to persist over the long-term, given the structural differences between the two countries, especially the continued role of the Chinese state in the allocation of capital. But the country is still expected to improve its productivity faster than nearly all its neighbours over the next decade. According to the Asian Productivity Organisation, for example, China will grow its per-hour labour productivity by 5.0% annually between 2020 and 2030. This will be faster than every other major Asian country, including Indonesia (4.2%), Malaysia (2.2%), South Korea (2.1%), Thailand (1.7%) and Japan (1.6%).407

This continued productivity differential between China and the rest of emerging Asia will embed its relative economic and industrial supremacy. All those forecasting the large-scale migration of its lower-order manufacturing activities to its neighbours as its labour costs increase, overlook the importance of its continued and substantial productivity outperformance. This should not be a particular surprise, given China’s relative regional strength across all the determinants of productivity growth: the innovation and adoption of new technologies (it is now Asia’s largest innovator); the economy’s exposure to domestic and international competition (it maintains a high degree of domestic competition across the majority of industrial sectors and is the world’s largest trading country); the supporting infrastructure, both institutional and physical (the country continues to be an enthusiastic investor in infrastructure); and the level of investment in human capital, both in terms of the labour force as well as managerial capabilities (the country has significantly increased the resources allocated to education over the last two decades).

China’s relative competitiveness is further aided by its scale. The size of its domestic market allows it to support a far larger number of competitors than its neighbours across all industrial sectors and sub-sectors. This results in greater production efficiencies, increased product variety and improved output quality.408 Its larger size also supports greater economic complexity, especially across industry supply chains, higher innovation intensity and results in improved aggregate returns on investments. All these dynamics will entrench China’s structural productivity advantages versus its neighbours, especially as the country’s tendency towards domestic preference will exclude non-Chinese corporates from accessing these scale benefits. At the same time, the continued reductions in transportation costs and trade tariffs will allow China to export its scale advantages to the rest of the region. This will be to the detriment of multiple industries across the region’s smaller countries.

For all these reasons, the impact of China’s industrial shock will not be transitory. The longer-term implications of the country’s industrial rise are only now starting to be seen across the region as the themes developed in this chapter become ever more pronounced. Chinese corporates will continue to become more competitive against their Asian peers. This will result in the large-scale geographical displacement of industrial activity across the region into China. Across its more developed Northeast Asian neighbours, China’s rise threatens their existing advanced industries and raises the risk of long-term economic stagnation. In contrast, the challenge for the less developed South and Southeast Asian countries is that they will be unable to develop new industries in competition with lower-cost and higher-quality imports from China. They will be permanently relegated to lower-tier economies, while China’s relative industrial and economic pre-eminence will become more pronounced. From this perspective, India’s decision to exit the RCEP appears justified. But if India doubts its ability to withstand China’s competitive pressures, then the long-term outlook for the rest of emerging Asia appears even more problematic.

Asia is very much caught in China’s industrial trap. On the one hand, its neighbours are increasingly dependent on the economic superpower as a source of revenues and capital. This has provided near-term economic benefits for the entire region. But all the associated trade flows, inward investments and technological transfers have contributed to the development of China’s self-sustaining growth model. And as a result of this, its super-scale industries and corporates are now internationally competitive across all sectors. They will displace their competitors across the region, with profound long-term economic consequences for China’s neighbours. These trends are now well entrenched and it is difficult to see how the rest of Asia can change this dynamic. China’s industrial rise is Asia’s longer-term economic decline.




Chapter 8

ASIA’S LIMITED OPTIONS


China’s regional ascendency has been rapid and dramatic. Over the last 20 years the country has redefined Asia’s geopolitical balance of power, economic and industrial geographies, and financial dynamics. It now dominates all its neighbouring states militarily, economically and financially. None of its neighbours has the individual capability to withstand its power, while Asia’s multilateral architectures and frameworks are being redefined as Chinese-dominated constructs. Furthermore, the region’s economic activities are increasingly concentrated within China’s boundaries and Asia’s financial markets are becoming more Sino-centric. The future is not Asian, as many books and commentators have opined, but Chinese. As argued in this book, however, China’s rise and regional dominance creates profound longer-term geopolitical and economic problems for its Asian neighbours. These are inevitable. The challenge for the rest of Asia, therefore, is how to minimise or mitigate the impact of these trends.



There are in effect three broad geopolitical strategies available to China’s neighbours: the first is to accept the changing geopolitical and economic regional dynamics and re-orientate towards the emerging hegemon; the second is to seek to counterbalance its rising influence by strengthening relationships with the US and other non-Asian powers; and the third is to create new regional structures and alliances that can act as collective counterweights. While each of these strategies have their own specific advantages and disadvantages, how Asian countries react to China’s expanding influence will be a function of multiple interacting factors, including history, proximity, relative size, existing and alternative external relationships, economic and financial linkages, and the alignment of political structures and ideologies. As a result, some of China’s neighbours are actively embracing the regional giant, others are expressing concerns and seeking to strengthen non-Asian relationships, while the rest are trying to navigate a delicate and difficult balancing act between the emerging Asian hegemon and the US.

Poor neighbours: Laos and Cambodia

China’s most immediate smaller neighbours have already been firmly pulled into its embrace, with Cambodia and Laos pursuing closer geopolitical and economic ties with the regional hegemon. The rapid drift of these countries into China’s sphere of influence should not be a particular surprise. When all the determining factors are considered, their relative vulnerability to China’s influence has always been high, especially given their comparable post-World War II political ideologies.409 But this alignment has increased over recent decades as China has been able to use its newfound economic power to displace competing and often longstanding geopolitical rivals from its smaller neighbours.

China, for example, has an economy that is 750 times larger than Laos’s and accounts for nearly a third of its neighbour’s total trade (second in importance to Thailand).410 It has also rapidly become Laos’s largest investor and bilateral creditor as a result of its investments in numerous infrastructure projects, including the Kunming–Vientiane railway and the large-scale hydropower dams along the Mekong.411 But at the same time, Laos has willingly transformed itself into a de facto Chinese satellite state. It has permitted significant Chinese encroachment across all aspects of its economy and foreign policy. Not only is the Laotian economy now highly dependent on China’s largesse, but the regional hegemon is increasingly influential in defining its smaller neighbour’s foreign policy. The two countries signed a bilateral action plan in April 2019 that included a commitment to “closely coordinate and cooperate” within multilateral organisations, including the United Nations and Asian frameworks, in order to build a “community of common destiny”.412 Despite the soft terminology used, it is not difficult to foresee the nature of this “coordination and cooperation”, which is likely to take the form of complete Laotian alignment with Chinese strategic interests. Through this process, therefore, China has not only secured a strategic partner within the ASEAN bloc, but has effectively displaced Vietnam, a geostrategic rival, from its historic dominance across the Mekong region. In return, Laos has secured a powerful ally, greater regional status, the required funding for infrastructure projects seen as necessary for longer-term economic growth, and increased prosperity from inbound Chinese workers and tourists.

Cambodia, Laos’s southern neighbour, also provides a compelling demonstration of the overwhelming strength of China’s influence. Like Laos, Cambodia has now become a de facto Chinese satellite state. China is the country’s primary trading partner by a substantial margin, is the single largest source of investment funds and tourist flows, and accounts for nearly half of Cambodia’s external debt.413 Chinese money is upgrading the country’s highways, funding hydropower dams, building sports stadiums and establishing manufacturing capabilities. It has also become Cambodia’s largest supplier of military hardware.414

In return for all this economic benevolence, Cambodia has aligned its foreign policy with China’s. The joint communique issued after Prime Minister Hun Sen’s visit to Beijing in January 2019 stated that both countries would “continue to strengthen coordination and cooperation within the frameworks of Mekong-Lancang Cooperation, ASEAN–China Cooperation, East Asian Cooperation, ASEM summits and multilateral frameworks including the UN.”415 This was formally incorporated in the “Action Plan 2019–2023 on Building China–Cambodia Community of Shared Future” signed in April 2019. But while this may formalise the nature of the relationship, Cambodia had already demonstrated its willingness to advance China’s interests within the ASEAN bloc when needed, by disrupting a coordinated ASEAN response in 2016 to China’s conduct in the South China Sea. And if recent suggestions that the ASEAN country will allow its larger partner to establish a military base on its coast are correct, then this would further complicate the region’s military balance of power and highlight Cambodia’s shift towards China.416

It is easy to shrug off China’s influence over Cambodia as just another example of a small and poor country trading its foreign policy for investment flows and economic prosperity. But this overlooks the significance of Cambodia’s transition from being a Vietnamese puppet state to a Chinese satellite state and, more notably, Hun Sen’s conversion from being extremely hostile towards China to being a steadfast strategic partner. When he led the Vietnam-installed People’s Republic of Kampuchea in the 1980s, Hun Sen was highly critical of China, given its previous support for the Khmer Rouge.417 This hostility culminated in his 1988 statement that China was the “root of all that is evil in Cambodia”.418 It might be considered potentially difficult to walk back from such an extreme comment, but within 15 years of this statement, Hun Sen was referring to China as Cambodia’s “most trustworthy friend”.419 In contrast, Cambodia has increasingly diverged from Vietnam, its “old friend” and the country that installed Hun Sen to power. It is clear that in the lengthy tussle between Vietnam, Thailand and China for control of the smaller Mekong countries, China has now emerged the winner.

Cambodia, therefore, provides an early example of how China’s growing influence can easily overwhelm long-standing relationships, with longer-term implications for the rest of the region. China’s influence over Cambodia also provides an example of its willingness to push back against American and European intervention within its geographic sphere of influence. Cambodia has come under criticism in recent years from both the EU and the US for its human and labour rights record, especially given the administration’s large-scale persecution of opposition parties and journalists. As a result of these actions, the EU in early 2020 withdrew selective trade preferences previously provided to the country through the “Everything But Arms” trade framework. This impacted approximately one-fifth of Cambodia’s exports to Europe.420 The US has also sought to punish Cambodia for its actions, with the US House of Representatives passing the “Cambodia Democracy Act” in July 2019—which, if implemented, would apply sanctions against senior Cambodian government, military or security officials considered responsible for efforts to “undermine democracy in the country”, as well as any entities controlled or owned by such individuals.421

A decade earlier such pressure probably would have been successful. The economic costs of losing European trade privileges or being sanctioned by the US would have been sufficient to drive a change in the Cambodian administration’s behaviour. But China’s patronage has radically reduced Cambodia’s vulnerability to American and European pressure. When the EU separately increased tariffs in 2019 on Cambodian rice imports as a result of the loss of market share by European producers, China immediately offset any negative consequences by expanding its rice purchases from the country.422 A trip by Hun Sen to Beijing in April 2019 resulted in a subsequent Chinese pledge to help Cambodia further through higher imports if the EU did withdraw any preferential trade terms.423 This strengthening relationship, and the subsequent sanctuary provided, has underpinned Cambodia’s growing international and domestic confidence. It is in fact possible to argue that the international protection provided by China has been a core factor in the increasingly strident and authoritarian tone adopted by the Cambodian administration towards its internal opponents. But more importantly, it also demonstrates China’s willingness to use its power to offset any attempt by external actors, i.e. the EU and US, to dictate to countries within its defined geographic sphere of influence.

Europe and the US may be concerned by this evolving dynamic, but there is not much that they can do to prevent its entrenchment. Both the Cambodian and Laotian administrations have clearly decided that they are best served by building and maintaining strong economic and political partnerships with the regional hegemon, and that the benefits of a stronger relationship with China outweigh the associated costs, including the potential loss of an independent foreign policy. This response to China’s rise is perfectly understandable given the decades of only occasional interest in the two countries by the West, and the far more limited resources available to Thailand and Vietnam, which have both vied historically for control over their smaller neighbours.

Western countries may argue that this geopolitical orientation better serves the interests of both countries’ administrations rather than their peoples, especially as both Cambodia and Laos are one-party authoritarian states. But this is a simplistic assessment. It ignores all the various factors determining a country’s international orientation and risks assuming that the Laotian and Cambodian responses are explained away as a political and ideological alignment—rather than recognising the various geopolitical and economic dynamics developing across Asia as a result of China’s ascendency. All the region’s countries are vulnerable to these powerful forces, with even smaller democratic countries being pulled into China’s embrace as they respond to its rise by actively re-orientating from historic political allies and economic partners towards the regional hegemon.

Realpolitik in Malaysia and the Philippines

Malaysia and the Philippines are examples of this re-orientation, with both countries demonstrating a realpolitik response to China’s rise. The decision by the Philippines to embrace China is perhaps the more dramatic, given its long-standing partnership with the US and territorial disputes with the regional hegemon. But the subsequent pivot demonstrates its recognition that a stronger relationship with China will be more beneficial than maintaining a degree of separation for the sake of a few shoals in the South China Sea. This is especially the case, as earlier attempts by the previous Aquino administration—along with US support—to counter China’s geographical encroachments achieved nothing tangible, but raised regional tensions and resulted in significant economic costs. Duterte, Aquino’s successor, has in contrast been almost fatalistic in his response to China’s rise. His administration’s pivot to China is presented as the inevitable consequence of the power asymmetry between the two countries (admittedly made worse by years of chronically poor governance in the Southeast Asian country), the promise of new trade flows and infrastructure investments, and growing uncertainty as to the US’s commitment to the peripheral Asian countries. But the influence of these factors will continue to grow and given Duterte’s current realpolitik approach towards foreign relations, they will accelerate the Philippines’s drift towards China.

Domestic and foreign critics may denounce Duterte and his administration as “China’s puppet”, but such criticism overlooks the reality of the Philippines’s relative situation and the subsequent validity of its response. After years of weak economic growth (China’s economy was eight times bigger than the Philippines’s in 1990 but 41 times larger in 2018), chronic underinvestment in physical infrastructure and state institutions (including the military which struggles to even contain internal insurgencies), and the importance of China as a trading partner, the Philippines needs the economic benefits of a stronger relationship with the regional hegemon and simply does not have the capability to resist its political and strategic encroachment. Furthermore, it is unclear that the country’s earlier US orientation provided a large number of tangible economic or geopolitical benefits, at least when compared to the potential future opportunities offered by China. It is easy to argue, therefore, that the country’s decision to embrace China is a realistic and appropriate response given the current and forecasted circumstances.

The same logic can be applied to many of the region’s other smaller and developing countries. Malaysia, for example, has also responded to China’s rise by re-orientating itself towards the regional hegemon, both geopolitically and economically. The extent of this re-orientation became a significant issue in the 2018 general election when the then-challenger, Mahathir Mohamad, accused the incumbent Barisan Nasional administration of “selling Malaysia’s sovereignty” and China of imposing “unequal treaties” on its smaller neighbours.424 But any notion of Malaysia pushing back on China’s encroachment faded once Mahathir’s Pakatan Harapan coalition came to power. There was instead a renewed acceptance of the overarching importance of the country’s relationship with China. For all the earlier concerns over its encroaching influence, the reality is that Malaysia now recognises it needs China. The regional hegemon is Malaysia’s largest trading partner, is financing large-scale investments across the country and has a military capability that dwarfs the Southeast Asian country’s. As a result, Mahathir, when prime minister, moved from fretting about “a new version of colonialism” in 2018 to stating the following year that the two countries were very “close” and that he preferred China’s economic largesse over the US’s unpredictability. He even went so far as to defend China’s regional role as being unlike the European powers, which had earlier come “to the East and very simply conquered the East”.425

The Philippines under Duterte and Malaysia under Mahathir may have accepted the region’s new dynamics more quickly than other countries and reacted accordingly. But embracing China creates challenges and risks for the smaller countries. History demonstrates that being a small country next to a significantly larger one can be a difficult and perilous place. This is especially the case when the larger country has expansionist tendencies or the smaller neighbour has embedded vulnerabilities—such as being the source of important production inputs or being a significant component of the larger country’s foreign policy.

Western powers may express concerns over China’s growing influence across its smaller neighbours, but the Asian hegemon is simply following the playbook already written by earlier powers, including the US. After all, American history is littered with examples of interventions for geopolitical and economic purposes and it would be a mistake to assume that China is not capable of such behaviour, especially as its history demonstrates its willingness to do so when able.

If its neighbours do decide to embrace the regional hegemon, then this strategy may result in such countries becoming de facto Chinese satellite states. Cambodia and Laos are most advanced along this path and have become core components of China’s foreign policy in Southeast Asia and its relationships with the ASEAN bloc. But the closer Malaysia and the Philippines align with the regional giant, the greater the risk that their effective subservience also becomes more embedded. This is something that Mahathir alluded to in 2019 when he stated that China had a strong influence over Malaysia’s economy and “maybe even our politics”.426


Seeking a counterbalance


It is this fear of becoming a Chinese satellite state that has resulted in some countries seeking to reinvigorate non-Asian partnerships, primarily with the US, but also with some of the European powers (the second of the three broad potential responses outlined above). This response is particularly common across Asian countries which, either for historical or ideological reasons, have significant concerns about Asia’s changing balance of power and China’s newfound status. These include Japan, Mongolia, Taiwan and Vietnam, all of which have had complicated histories with their larger neighbour, as well as Australia and New Zealand with their traditional Anglosphere orientations and alternative ideologies.

Japan has been most active in this regard. It has worked hard to maintain its US partnership, despite the tensions created by the Trump administration’s “America First” doctrine, while deepening relationships with other countries, including Australia, India and the European powers—especially France and the UK, given their legacy Asian interests. Japan initiated the informal Quadrilateral Security Dialogue with Australia, India and the US, partnered with Australia and the US on the Blue Dot Network infrastructure initiative, completed a free trade area and strategic partnership with the EU (the EU-Japan Economic Partnership Agreement and Strategic Partnership Agreement) and recently became a new partner to the “Five Eyes” intelligence alliance.427 It has also strengthened its military partnerships with France and the UK, including the introduction of joint exercises, and is cooperating on the development of new weapons, including a new advanced air-to-air missile with the UK.428

But while Japan already has an existing international stature that it can leverage, even some of Asia’s smaller countries are also responding to China’s rise by building and investing in new international linkages. Vietnam, for example, has significantly strengthened its non-Asian relationships over the last decade, both with the US and the EU. The extent to which the country’s relationship with the US has improved is remarkable given their shared history and competing political ideologies. But Vietnam has partially overcome these differences to build stronger economic and military relationships with its previous adversary. It also became only the second Southeast Asian country to successfully conclude a free trade agreement with the European Union in 2019.429 Similarly, Mongolia, one of China’s smallest neighbours, has worked hard to strengthen its relationship with the US, culminating in the 2018 economic partnership and 2019 strategic partnership agreements.430 This is despite the fact that 90% of the country’s exports go to China, compared to just 0.3% to the US.431

It is true that the Asian countries adopting this response are often driven by a desire for equivalence with China and the associated need for balancing partnerships, rather than any specific intent to work with its global competitors to contain the regional hegemon. But there are, however, two fundamental problems with this response that will undermine its longer-term validity.

The first problem is the contradiction embedded in a response that seeks strong and growing economic and financial ties with China while trying to minimise the encroachment of its influence through deeper political relationships with the hegemon’s global strategic competitors. These two objectives are simply incompatible over the long-term, especially given the importance China places on trade and financing as tools to achieve its geopolitical objectives, which include the displacement of external powers from the region. It is simply wishful thinking to imagine that China will tolerate a neighbour enjoying its economic largesse while the latter is also facilitating and encouraging the participation of one of its strategic competitors. At some stage, countries pursuing such a strategy will be forced to make a decision between the regional hegemon and their non-Asian partners, especially as Europe and the US seek to push back China’s emerging influence.

If Asian countries side with the US and the current Western-centric rules, frameworks and institutions, then they have to assume that they will become increasingly excluded from access to China’s rapidly growing prosperity. But if they prioritise access to China’s wealth, then they also have to accept its Asian hegemony and the rewriting of all aspects of the region as its own construct.

It is wrong to assume that this choice will need to be taken only by China’s smaller neighbours. Cambodia, Laos, Malaysia and the Philippines may be more vulnerable to China’s expanding influence and had to accept the reality of the region’s new circumstances quicker than its larger and more distant neighbours, but the contradictions inherent in the “balancing” response are unavoidable, for all Asian countries. Australia, for example, has struggled to be consistent in its response to China, with the current degree of strain between the two countries in stark contrast to the relatively constructive relationship under the 2007–10 Kevin Rudd administration. In recent years, Australia has moved to exclude Huawei from its telecommunication networks and has disputed China’s status as a developing country.432 There has also been increasing Australian rhetoric about the need to push back against the hegemon’s growing political influence within the country and the region. Much of this rhetoric is framed around the need to maintain Australia’s security and sovereignty against its growing economic and financial relationship with China. But with 38% of its merchandise exports going to China compared to the 4% heading to the US and UK, Australia’s current and future prosperity is now significantly more dependent on Chinese demand than its historical Anglosphere allies.433 Although Australia does have certain advantages that can be leveraged, including its unique role as an iron ore supplier, continued tensions with its largest trading partner are unlikely to be sustainable over the longer-term. It is inevitable that Australia will need to make a choice at some point between greater economic prosperity and its perceived risks to national security and sovereignty.

The second problem with this response is that it assumes non-Asian powers will remain committed to their Asian partners or be willing to counterbalance China’s rise. This is a bold assumption given precedent and current circumstances. Despite all their posturing, for example, the power and influence within Asia of the EU and individual European powers (primarily France and the UK) is now not only minimal, but is being further reduced as they are displaced from traditional roles by China. It would be very optimistic to expect Australia, New Zealand or the UK under the Five Powers Defence Arrangements to support Malaysia or Singapore in any confrontation with China.434 It has to be accepted, therefore, that the European powers can only play a very small and ineffective role in the evolving Asian dynamics and only the US represents a credible counterweight to China. Aligning with other more minor global powers in an effort to counterbalance China is likely to prove a worthless response over the longer-term.

But the US’s regional role is also changing quickly as its influence is rapidly eroded. Furthermore, it is difficult to avoid the argument that the US’s interest in many Asian countries has historically been occasional, fleeting and self-serving. It can also be argued that, with the exception of a select number of obviously Western-orientated nations, previous American activities and influence across the region have not been particularly positive for many Asian countries in terms of long-term economic growth or political stability. It should be no surprise, therefore, if China’s neighbours decide that their future is better served by a tighter and more stable alignment with the hegemon than relying on a potentially unreliable and distant partner. This is particularly the case as the US’s current “America First” transactional approach to foreign policy places greater emphasis on quantifiable measures, e.g. trade flows, instead of more qualitative factors, such as ideological similarities or the role of an alliance or partnership within a geostrategic framework. It is also unclear whether the Biden or any future US administration will fundamentally alter this foreign policy framework. If not, such a transactional approach embeds a high degree of unpredictability into the bilateral relationships between Asian countries and the US, and fundamentally undermines its long-term sustainability.

A collective response

Countries which respond to China’s rise by strengthening their relationships with non-Asian powers are running the risk that they are subsequently marginalised or excluded from its growing wealth while partnering with external powers that are either unwilling or unable to respond to the regional hegemon’s expanding influence when needed. Such countries potentially face the worst-case scenario of substantial economic costs and significant geopolitical vulnerabilities. It is entirely possible that this is a risk a country is willing to take to minimise China’s influence, especially if there are diverging political ideologies. But if so, then such countries need to explicitly recognise this risk, instead of pretending that the contradictions raised by the second response are manageable over the longer-term.

Rather than persisting with a reliance on external powers, an alternative response for China’s neighbours would be to create new regional multilateral structures or strengthen and reinvigorate existing ones to act as a counterweight to the hegemon’s asymmetric power. This would be the only way for China’s neighbours to ensure a coordinated and collective response to its rise and ensure more balanced dynamics within the region over the long-term. These structures could either be economic or defensive in nature, but should commit members to a high level of integration to ensure stability. They should also explicitly exclude both China and the US from membership to limit their influence and to ensure that the structures are solely motivated by the interests of the members.

There are a number of existing Asian structures that could be developed to achieve this response. The Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP) free-trade area includes many of Asia’s minor powers, excludes both China and the US, and could serve as the basis for further economic integration across its members. But the more obvious existing framework is the ASEAN bloc. Initially founded in 1967 by Indonesia, Malaysia, the Philippines, Singapore and Thailand with grand aspirations for maximising economic, political and cultural cooperation across Southeast Asia, ASEAN has gradually expanded its scope and activities. It now has 10 members, has created a formal structure for regular engagement with China, Japan and South Korea through the ASEAN Plus Three (which was initially conceived as the first step in creating the earlier proposed “East Asian Community”), implemented the East Asian Summit (currently consisting of 18 members, including China, India, Russia and the US) and was the initial proposer for the RCEP which, as discussed earlier, is the world’s largest FTA.

Despite all this activity, however, ASEAN is a flawed organisation as currently structured and is not capable of acting as a credible counterweight to China’s expansion. ASEAN’s effectiveness is significantly undermined by a myriad of embedded structural weaknesses, including: the retention of powers by the member states rather than delegation to the bloc; the focus on consensus-based decision making; the bloc’s inability to enforce commitments; the limited steps to promote economic integration beyond trade; the absence of any security or defensive compact; and the complexity of the structures managing its external relations.435 Many of these weaknesses can be traced to its inception, when the bloc was deliberately designed as a weak construct by countries that did not want to cede powers nor be dictated to by their neighbours. But much has changed over the last 50 years and ASEAN is today not capable of delivering what is now needed. Not only is it incapable of representing a unified front to the regional hegemon, but it has been unable to prevent its smaller member states drifting into China’s embrace. The emergence of both Cambodia and Laos as effective Chinese satellite states and the increasing pro-China orientation of Malaysia and the Philippines, gives the regional giant significant influence within the bloc—an influence it has already demonstrated in ASEAN’s response to the various South China Sea disputes, as discussed earlier.

Since there are no credible existing structures that could be developed into a regional counterweight, countries seeking to respond in this manner would need to create a new framework. This would have the advantage of being structured in a manner to meet the current circumstances, could ensure a higher degree of integration across a smaller number of like-minded countries (for example, India and Indonesia) and would allow for the introduction of collective defence mechanisms. This would be the most appropriate response for China’s neighbours most concerned by the long-term implications of its rise.

But it will not happen for three reasons: first, the history of tensions between Asian countries severely complicates their efforts to work together and limits the extent to which any country is willing to transfer or pool powers; second, the diversity across Asia in terms of economic development and military capabilities would frustrate any attempt to deepen integration or align commitments; and finally, the fact that China would view any such new institution as a threat to its regional hegemony and quickly move to prevent it or impede its implementation.

Collective and coordinated actions across China’s neighbours are anyway complicated by the persistent tensions and rancour that exist between many Asian countries, and which become apparent on a regular basis. Japan’s efforts to assume a broader regional role, for example, are continually frustrated by its history. Its 1910–45 colonisation of Korea, for example, was the basis for a severe spat between South Korea and Japan in 2019 that had significant economic and geopolitical implications.436 In Southeast Asia, Thailand and Cambodia sparred in a border dispute between 2008 and 2011 that resulted in fatalities on both sides, while Thailand’s relations with Malaysia are complicated by the insurgency in the southern Thai provinces and concerns that its neighbour provides a safe-haven to the insurgents.437 Even countries that have good bilateral relationships often have embedded and complicated grievances. These include the longstanding water dispute between Malaysia and Singapore, and the large-scale illegal immigration between Bangladesh and India.

These tensions, no matter how subdued or seemingly immaterial, impede efforts to achieve regional integration and coordination, especially given the apparent lack of consensus about the threat posed by China. Asia today is not comparable to post-World War II Europe, with the then existential threats to the European democracies that prompted the formation of NATO and the EU. Nor is the situation comparable to Asia in the 1950s and 1960s, when the rise of communism explicitly threatened numerous Western-orientated countries across the region. But even during that difficult period, efforts to establish a regional collective defence organisation were undone by inter-country rivalries and disagreements. The closest Asia ever got to such a structure was the Southeast Asia Treaty Organisation (SEATO), which was established in 1954 by Australia, France, New Zealand, Pakistan, the Philippines, Thailand, the UK and the US. But only three Asian countries ever became members, while there was no commitment to collective defensive action.438 It can be argued that SEATO was a framework to permit continued external influence in the region, especially by the US; but Asian countries have demonstrated a lingering reluctance to establish any structure providing collective defence and security to its members. Even the ASEAN bloc, with its charter purposes of maintaining and enhancing “peace, security and stability and further strengthen peace-orientated values in the region” and responding “effectively, in accordance with the principle of comprehensive security, to all forms of threats, transnational crimes and transboundary challenges”, has no associated security construct and has not expressed any intent to establish one, despite China’s increasing geographical encroachments.439

The logic of establishing a new regional body to counterbalance China’s rise is clear. But it is already too late to adopt this response. Not only are the majority of its neighbours too conflicted to work together in a coordinated manner, but China’s influence is now so pervasive that it would be able to prevent such a construct, given the potential threat to its regional hegemony, or ensure that it is framed in such a manner as to be ineffective. South Korea’s commitment, for example, not to enter a trilateral military alliance with Japan and the US as a condition to settle the 2017 THAAD dispute is indicative of China’s intent and ability to prevent such new structures.

In fact, the real risk for its neighbours is that China continues to establish new regional frameworks that reflect its primacy across Asia, undermine existing structures (e.g. ASEAN) and entrench its regional power. While some of these new frameworks have already been discussed—e.g. the AIIB, RCEP and SCO—it is not inconceivable to foresee China furthering its influence through a leadership role in a regional collective defence and security organisation comparable to the US’s role in NATO or the USSR’s in the former Warsaw Pact. In a potential ironic twist of fate, countries that today protest about China’s encroachment could one day find themselves dependent on the regional hegemon for security and protection.

Realigning with the hegemon

Asia’s geopolitical options in response to China’s rise are limited. With the possible longer-term exception of India, no Asian country has the current or future ability to individually act as a geostrategic competitor to China. Establishing a regional counterweight to offset this weakness, whilst theoretically attractive, now appears unfeasible, given the various regional dynamics and China’s position of strength. At the same time, seeking to balance China’s influence by maintaining a reliance on external powers is simply unsustainable over the longer-term, unless the economic costs of such a policy are accepted. In fact, this response has potentially the greatest longer-term risks for any country, with the worst-case scenario being geopolitical and economic isolation.

The only real option for China’s neighbours, therefore, is to accept the inevitability of the hegemon’s continued rise, growing influence and greater power projection, and realign accordingly. This does not necessarily imply permitting such a degree of Chinese influence as to become an effective satellite state, nor immediately forgoing other currently important international partnerships. But it will necessitate the recognition of China’s growing regional supremacy and conversely the waning influence of the US and the near irrelevance of other external powers. In other words, it means deciding that China is the most important bilateral relationship and adjusting accordingly.

The degree to which a neighbour will decide to cooperate with China will depend on numerous factors, including geographical proximity, relative size, historical partnerships and the strength of economic ties. Some countries will find it most advantageous to develop a strong permanent partnership, while others will realign but seek to maintain a degree of distance and flexibility in the bilateral relationship. Regardless of the strength of the embrace, however, there is no doubt that countries that respond in this way will be criticised for such an alignment, especially when there is an actual or perceived ideological conflict in the relationship. But it is difficult to criticise countries for recognising the trajectory and reality of the region’s new geopolitical and economic dynamics. The US and other external powers may express caution over this regional realignment, but they have the luxury of being removed from the growing power of China’s influence and not being directly affected by the substantial economic costs of being marginalised by the regional hegemon. It is, therefore, a perfectly sensible response for China’s neighbours to build closer ties with it and to support the country during its ascendency, especially if this engagement has subsequent positive economic and financial implications.

But there are three challenges implicit in this approach. The first will be the difficulties of managing such an asymmetric relationship, especially as it is the inherent nature of larger powers to seek to influence the direction of their smaller neighbours. As demonstrated by global precedent, there is not a significant distance between a smaller country being a strategic and strong partner to its larger neighbour, and becoming a de facto satellite state. This is especially the case for countries with weak institutions or strong economic and financial dependencies. China may claim that it has no such intent, but as highlighted in Chapter 2, the country has already demonstrated its expansionary intentions and historic willingness to involve itself in its neighbours’ affairs. Furthermore, it is a natural tendency in any unbalanced relationship for the more powerful party to seek control over the weaker partner, as evidenced by the examples of both the US and Russia and their smaller neighbours. China will be no different, as demonstrated by its relationship with Laos and Cambodia, and countries seeking a closer relationship with it will need to manage this dynamic.

The second potential challenge will be domestic pressures across Asian countries in reaction to China’s growing regional influence. China, and anything relating to it, has become a core component of domestic politics across the region, with many Asian countries experiencing the rise of popular movements reacting to the actual or perceived threats to national sovereignties created by the hegemon’s rise. China-related fears are now actively expressed across numerous parliaments, and have played prominent roles in recent elections across the region, including in Malaysia and Taiwan.

Cross-Strait relations have unsurprisingly been a long-standing core issue of Taiwanese politics. But this was most visible in the 2020 presidential election, when Taiwan’s pro-independence Democratic Progressive Party (DPP) was able to use its strong and vocal defence of the island’s sovereignty against China’s encroachment to more than offset the large-scale criticism of its poor domestic policy performance. By shifting the electoral debate from the underlying weak economy and limited success in policy reforms to a singular focus on the threat posed by China, the DPP increased its share of the popular vote from just 39% in the country’s 2018 local elections to 57% in the 2020 presidential election. The DPP’s message was substantially aided by the 2019 Hong Kong protests, which were often linked to frustrations over China’s influence within the SAR. The DPP, for example, ran advertising campaigns explicitly urging Taiwan’s citizens to “defend the country’s sovereignty” by highlighting the Hong Kong government’s efforts to control and put down the city’s protests.440 The not particularly subtle message was that Hong Kong’s experience would be Taiwan’s future if the island did not preserve its political independence from the mainland.

While the 2019 Hong Kong protests may have provided further ammunition for the US’s and other countries’ anti-China rhetoric, the nature of China’s relations with Hong Kong and Taiwan are fundamentally different. China does represent a clear threat to Taiwan and cross-Strait tensions are likely to escalate towards the PRC’s 100th anniversary in 2049. In contrast, Hong Kong’s socioeconomic tensions are rooted in much more locally originated problems, especially the high property prices that have had an insidious and punitive impact on all aspects of the SAR’s economy.441 Many of Hong Kong’s problems could be resolved by a more active and interventionist SAR government. Taiwan’s issues, however, will only really be resolved either by the island’s political reintegration into the mainland or China’s acceptance of its independence. Neither scenario is particularly probable; but without either outcome, the longer-term risk is that Taiwan becomes another Cuba—a small island at ideological odds with the neighbouring regional hegemon and suffering economic marginalisation as a result.

Although it is no surprise that China plays such an important role in Taiwan’s politics, the nature and strength of bilateral relations between the hegemon and its neighbours have become an integral part of the political discourse across the region’s capitals. This is particularly the case for countries that view themselves as ideological or strategic competitors, are experiencing a change in existing international allegiances or are seeing their relative regional status diminish as a result of China’s ascendency. But while many of these discussions are undertaken behind closed doors, China’s growing influence has also provoked populist backlashes throughout the region. These have usually arisen when the consequences of its expanded reach have become very visible, through increased Chinese tourists and students, an influx of Chinese labourers, a surge in the number of Chinese property buyers or the acquisition of local companies and assets by Chinese corporates. All these factors have been cited as driving negative public sentiment towards China across a number of Asian countries, with subsequent changes in the approach adopted by the impacted country towards the regional hegemon.

As earlier discussed, for example, the seemingly one-sided nature of Malaysia’s bilateral relations with China and fears that the incumbent government had been effectively “captured” by the hegemon, played an important role in Pakatan Harapan’s overwhelming victory in the country’s 2018 general election. But at least Malaysian frustrations over the nature of the bilateral relationship were resolved peacefully through the electoral process. In contrast, Vietnam saw large-scale and violent anti-China riots in 2014 in response to concerns that the hegemon was violating its territorial boundaries, while Kazakhstan has also seen similar street protests against China’s expanding role within the country.

Nor are the region’s more developed countries immune to such populist reactions. Australia has seen heightened fears over China’s encroachment into its politics and universities, including allegations that the larger country had planned to plant a spy within the Australian parliament.442 In Singapore, which places significant emphasis on the definition of its national identity, there have been concerns that it is potentially vulnerable to the hegemon’s increasing influence, given the city-state’s majority ethnic Chinese composition and consequent perceived cultural similarities—especially given the recent influx of immigrants from China.443

But there are two problems with accommodating or weaponising any domestic populist backlash against China’s rise. The first is that much of the “anti-China” rhetoric disguises chronic domestic policy failings across the region. It is often easier to present China as the proverbial bogeyman and source of a country’s travails rather than accept that the specified problems are primarily the result of internal factors, including poor governance, weak policies and limited reform implementation. Many of the anti-China backlashes seen across the region over the last 10 years have their roots in domestic, not external, factors, including poor education systems, limited job creation and employment opportunities, and high property prices. The 2019 Hong Kong protests, for example, were often presented in the Western press as a reaction against China’s involvement in the SAR. But an alternative explanation is that they were the outpouring of pent-up frustrations resulting from the city’s extreme property prices, which places the dream of home ownership beyond the reach of everybody apart from the wealthy; limited career prospects for the young; and government policies that appear to favour the very rich, with little wealth redistribution.444 It is possible to argue that Hong Kong would have avoided the 2019 tensions if its government had been more effective in curbing property prices, encouraging the development of a more diverse industrial structure, and providing more support for the city’s poorer communities.

The people of Hong Kong are not alone in instinctively blaming China for problems that have domestic roots. China’s rise and growing power may have exacerbated existing domestic weaknesses, but it also provides a convenient excuse for those seeking to distract from domestic policy failures and the associated responsibilities. But this leads into the second problem. The risk is that any such domestic anti-China pressures drive a schism in bilateral relations, which results in even more damaging political and economic consequences. The challenge for the region’s governments will be to manage any domestic anti-China pressures against the necessity of maintaining the appropriate relationship to ensure continued access to the hegemon’s markets and funding.

The contradiction between adopting a hostile political posture towards China while still seeking to retain all the economic and financial benefits is simply not sustainable. Malaysia has already demonstrated how quickly economic and financial pressures can offset concerns over Chinese influence and control; while the only reason Taiwan is able to act in a similar manner is because China has a longer-term objective in sight. As such, countries seeking to navigate a closer relationship with the regional hegemon will need to manage any resultant domestic anti-China backlash extremely carefully.

The third challenge of any realignment towards China is that the positive economic consequences of a tighter embrace with the regional hegemon are likely to be transitory. This book has argued that China’s rise has created an economic trap for the rest of the region. Countries across Asia have sought to benefit from China’s growing prosperity through higher trade flows and improved market access. But in doing so they have created the conditions for their own eventual economic stagnation or decline.

China’s more developed neighbours have, through technology transfers and the supply of essential inputs, supported the growth of highly aggressive Chinese competitors. As China’s indigenous technologies become more advanced, its demand for foreign products will decline. This is particularly the case, as many of the country’s import flows are concentrated around specific products that it is trying to replicate domestically. At the same time, however, Chinese companies will be able to use their scale and greater efficiencies to displace Japanese, South Korean and Taiwanese competitors from international markets. These two dynamics will have punitive economic consequences for the developed Asian countries, given the importance of China as an export market and their advanced industries as a source of economic growth. In contrast, Asia’s less developed countries will struggle to establish internationally competitive manufacturing activities, so fundamental for sustained economic growth, given China’s domination of entire industries. It is not difficult to foresee these countries remaining domestically focused, with predominantly lower-order, service-orientated economic structures. Not only will this limit future growth—especially given the difficulties of achieving productivity improvements across service sectors—but it will increase their dependencies on China as a source of capital, both in terms of tourist flows and infrastructure investments.

Entire industries and their associated economic activities across the region are now being concentrated within China. The challenge for its neighbours is how to respond to this evolving dynamic, with strategies clearly differing according to a country’s specific stage of economic and industrial development. But the two broad options are either to try and resist these powerful forces or to accept the new reality and adapt.


Staying ahead?


Asia’s developed countries have the most to lose from China’s aggressive industrialisation. Their exposure to the manufacturing sectors targeted by China’s industrial policies raises substantial longer-term economic risks. In the short-term, these countries need to ensure that they maintain their relative competitiveness in such sectors through continued innovation, development and investment. But this is unlikely to be a successful strategy over the longer-term. There is, therefore, an urgent need to reduce this vulnerability by growing new industries. Japan, South Korea and Taiwan have, for example, all implemented policies to encourage greater entrepreneurship and support small- and medium-sized firm growth.

But all these efforts are likely to prove futile. Not just because China’s scale gives it unparalleled advantages in the innovation process; but also because many of Asia’s more developed economies have embedded structural rigidities that make it very difficult for them to foster and grow new industrial sectors. If these countries are serious about creating a more flexible economy capable of adapting to China’s ascendency, then entire aspects of their societies and economies need to be reformed, including, for example, their education systems. But a willingness to sustain the necessary large-scale reforms is often missing, especially as the domestic pressures resulting from their deteriorating demographics take increasing priority.

As such, it will be difficult for these countries to reduce their substantial exposure to, and economic dependency on, the industries threatened by China’s industrialisation. They may be able to mitigate the punitive impact by accelerating investments in new products and processes; but in the same way numerous industrial activities were migrated from Europe and the US into Asia over the last five decades, manufacturing and service sectors across Asia will now be displaced into China. Developed Asian countries are, therefore, heading rapidly towards an inescapable, China-induced, industrial shock. This shock may provide the impetus to implement much-needed economic and industrial reforms. But the transition will be as difficult and traumatic as experienced historically by many Western countries. In fact, it is possible to argue that the transition will be more complicated, given the very different circumstances and dynamics. The outcome of this trend, however, will be the displacement of the existing internationally competitive industries and the resultant more service-orientated and domestically-focused economies. This will have subsequent implications for their longer-term economic outlooks.

The economic options for Asia’s developing countries are equally limited. The development of internationally competitive manufacturing industries is an important component of a successful and sustainable economic growth model. Earlier attempts by various developing countries across the region to develop such industries have generally resulted in failure. But such efforts will prove increasingly difficult for countries seeking to replicate the success of China and Asia’s other developed countries, given the hegemon’s industrial ascendency and its overwhelming competitive advantages across the vast majority of sectors. There may be some scope to capture internationally orientated manufacturing displaced from China, either on political or cost grounds, and this may provide a short-term impetus to economic growth. But such activities are always likely to be small-scale and transitory, and rarely provide the stable foundations for a longer-term growth model.

Asia’s developing countries need to create manufacturing capabilities in sectors where they either have established strengths or can create sustainable comparative advantages. The problem is that this will now be extremely difficult given China’s industrial supremacy, which it is continually enhancing through FTAs across the region. These FTAs are often premised on the promise of higher trade flows, but they also serve to entrench China’s relative industrial primacy. Given the hegemon’s persistent advantages versus its smaller neighbours, as reflected in its lower unit costs and higher quality products, it is difficult to see how Asia’s developing countries will be able to grow internationally-orientated manufacturing sectors within the current regional trade frameworks. This is further accentuated by the lack of policy intent or implementation capabilities across many developing countries, resulting in the failure to execute highly aspirational policies. India is perhaps the most notable example of this.

As a result of the region’s industrial dynamics, China’s developing neighbours will remain domestically orientated, with their economic structures dominated by less productive service sectors. Any manufacturing industries will be geographically constrained in scope, while their service sectors will be primarily consumer-orientated and lower-order in nature. This will result in limited productivity gains, with a subsequent constraining impact on longer-term economic growth.

The growing divergence between China’s increasingly complex and advanced industries and its developing neighbours’ less sophisticated industrial structures will reinforce the hegemon’s economic supremacy. Asia’s developed countries will lose momentum and enter a period of economic stagnation, while the region’s developing states will become trapped in a slower growth mode and dependent on China as a source of investment funds, tourist flows and as the final destination for the few products that they are capable of growing or producing.

Every country across Asia will face these challenges as China’s geopolitical, financial and economic dominance becomes more deep-rooted. Not just because of its own expansionary geopolitical and economic aspirations, but also because its neighbours have demonstrated a near complete inability to develop appropriate responses to the challenges created by its ascendency. It is true that there are no easy answers and many potential options have now been closed. It is also true that the redistribution of China’s newfound wealth has influenced and defined the nature of its neighbours’ responses. But there appears to be little consideration to date of the longer-term consequences of China’s broader geopolitical and economic objectives, and the emerging power imbalances. And even when the consequences have been raised, the general reaction has been to delay their consideration in the hope that the difficult questions will never have to be confronted.

As argued above, China’s neighbours should have adopted a pan-regional strategy to address its rise. Such a response would have helped balance political and economic tensions within the region. But Asian countries have instead reacted in an individual and fragmented manner, which has not only facilitated China’s emergence, but has also effectively closed alternative strategic options. In part, this failure by China’s neighbours to adopt a coordinated response reflects an overwhelming desire not to offend the regional giant and to maximise their own individual gains from the hegemon’s growth. It also reflects the continued, albeit increasingly uncertain, belief that the US will be able and willing to act as the regional counterweight to China’s power. But by adopting this fragmented response, the rest of Asia has empowered and accelerated China’s regional geopolitical, economic and financial dominance and set themselves on a course of relative decline.

Re-orientating Asia

This book’s thesis has been that China’s rise is creating profound longer-term problems for its neighbours. Across the region’s geopolitics, financial dependencies and economic growth potential, it is easy to be optimistic about China’s future, but conversely difficult to be positive on the outlook for its Asian neighbours for the multitude of reasons presented earlier. Asia’s future will be very much written by China, not by the smaller Asian countries nor by any external powers, especially given the decline of US influence and the fragmented nature of its neighbours’ responses. It is not just that Asia’s political, financial and economic architectures will be defined by China, but that the subsequent outcomes will be generally punitive to the rest of the region—and there is now little that its neighbours can do to change this trajectory.

As a result, the best option for China’s neighbours is to recognise its regional supremacy and to re-orientate accordingly, instead of seeking to balance its rise or delaying the consequences of its growth by involving external parties. By establishing stronger and more constructive relationships with the evolving hegemon, it is entirely possible that the more problematic aspects of China’s rise can be blunted—while some developing countries may even benefit economically and financially as a result of tightly embracing the regional giant. But only a few countries will be able to achieve this outcome, with the majority stranded between a desire to benefit economically from China’s growth while trying to maintain a political distance for ideological or strategic reasons. This stance, however, will be difficult to sustain over the long-term, and such countries face the worst-case scenario of political, economic and financial marginalisation by the regional hegemon.

But even accepting China’s regional primacy and re-orientating accordingly will create substantial risks and challenges, which will be difficult to navigate and mitigate. The economic trends emerging from China’s aggressive industrialisation, for example, will be punitive for the majority of Asian countries, regardless of the degree of future political alignment.

This highlights the overarching problem for the rest of Asia. Whichever response they adopt, there are few future scenarios which are long-term positive for China’s neighbours, and those which are either ignore the hegemon’s objectives or assume significant changes in its behaviour. But the latter is extremely unlikely. This is a country, after all, which wants to define the region’s political structures and dominate Asia’s economic activities. It may claim that it is on a “peaceful” ascendency, that its financial largesse is to support the economic development of its less developed neighbours and that it is fully supportive of free trade as a mechanism to redistribute wealth. But given China’s history and objectives, as well as the precedent established by other great powers, it would be foolish to believe such altruistic motivations. China’s actions are driven by its own national interests, whether political or economic; and given the power asymmetries across the region, it will be able to achieve its objectives, especially as the response by the rest of Asia to its rise has been fragmented, weak and ineffective.

It may take several decades for the full impact of China’s rise to become apparent. But the various longer-term dynamics and trajectories being established by its rapid ascendency are already in place. Any short-term benefits for its neighbours will prove to be transitory and as China’s overwhelming power and influence become more entrenched, the negative consequences of its emergence will become more visible. China will continue to do very well, driven by its continued long-term economic outperformance. But for the other countries across Asia, China’s success and continued growth will result in their long-term decline.
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