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Indo-Pacific Explainer: What is derisking?

Global supply chains

The global flow of goods is organised in the form of supply chains. In supply chains, all kinds of products,
ranging from chocolate to computers, are produced from raw materials and intermediary goods before
finally being delivered to the costumer. While supply chains for different products and industries vary,
they follow similar logics and processes (see Figure 1).

FIGURE 1. Global Supply Chains
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Because of the globalisation of the world’s economy, especially since the 1990s, many supply chains have
now also become globalised. This means that the production and consumption of a good no longer takes
place in one country but involves various actors in various countries. As a result, supply chains have
become more complex.

Derisking

The COVID pandemic highlighted the problems that can emerge from relying on globalised supply chains
when these supply chains are disrupted by international events. For example, in Australia, COVID-related
supply chain disruptions reduced the access to medicine because medicine was imported rather than
produced domestically. Similarly, China now dominates supply chains for key minerals that are required
to produce everyday products (from microwaves to smartphones and TVs). As China has exploited this
dominance and showed its willingness to cut off supplies, Australia and its partners have sought to
reduce dependencies on China.

Australia’s efforts to diversify its critical minerals processing partners reflects a strategy of derisking.

Derisking can be broadly understood as governments and/or businesses seeking to reduce the risks they
face in specific supply chains and industries they view as strategically important.

Derisking is not the same thing as decoupling, another key word politicians have started to frequently use.
As the name suggests, decoupling is focused on entirely cutting the linkages, mainly in trade, between
two countries. However, the increased economic significance of China and the intensified economic,
financial, and technological integration brought about by globalisation has made it virtually impossible to
entirely decouple national economies. For example, it is difficult to imagine a scenario where the world
would decouple from dependence on China for solar panels as Chinese firms now produce 80 per cent of
all solar panels sold worldwide. Politicians have thus shifted from talking about decoupling to derisking.

To derisk, governments and businesses can pursue different strategies. These include diversification,
nearshoring, reshoring, and friendshoring. Such strategies can overlap and are not mutually exclusive.
They all form part of a broader derisking effort.


https://www.aph.gov.au/DocumentStore.ashx?id=da7a457d-7d51-4605-9d1c-23d1eac125bb&subId=685283#:~:text=As%20at%2020%20April%202020,total%20of%20520%20medicines%20shortages.
https://chinapower.csis.org/china-rare-earths/
https://cepr.org/voxeu/columns/revisiting-china-japan-rare-earths-dispute-2010
https://www.afr.com/companies/mining/australia-bets-big-on-rare-earths-after-china-sparks-panic-20240325-p5fezl
https://www.hinrichfoundation.com/research/article/trade-and-geopolitics/china-decoupling-vs-de-risking/
https://foreignpolicy.com/2023/08/23/derisking-us-china-biden-decoupling-technology-supply-chains-semiconductors-chips-ira-trade/
https://www.nytimes.com/2023/05/20/world/decoupling-china-de-risking.html

CASE STUDY: ‘A Future made in Australia’

Announced by the Australian government in 2024, ‘A Future Made in
Australia’ plans to channel AU$22.7 billion into Australia’s transition
toward renewable energies. The policy especially targets hydrogen,
critical minerals, green metals, low carbon liquid fuels, and cleaner
energy manufacturing. By improving the quality of these industries in
Australia, the government aims to reduce Australia’s dependence on
foreign firms and other states for the energy transition.

Diversification

Under a diversification strategy, businesses/states seek to create a broader group of partners to reduce
their dependence on one single partner. If states and businesses are dependent on one partner for the
access to crucial goods, such as petrol, this provides the partner with significant leverage to exploit
should the relationship turn sour.

Example:

Many companies have long outsourced all sorts of manufacturing production to China. Due to trade
tensions between China and the US, alongside a Chinese crackdown on foreign firms, however, firms have
now sought to reduce their dependence on producing in China. They have done so by relocating some of
their production to Southeast Asia and India.

However, because the Chinese market is so important, the costs for relocating production are often too
high. As a result these firms either cannot or do not want to decouple entirely from China. Instead, they
have tried to reduce the dependence on production in China by diversifying production locations.

Countries and businesses can also reduce dependencies by diversifying who they sell their products and
their services to, who they buy from, and who they buy components from that they need to produce their
own goods. By diversifying, firms and states reduce risk.

Reshoring

Reshoring means that governments seek to convince firms that have outsourced their production
to return home. This has two key advantages. Firstly, it makes the access to goods more secure as
consumers will no longer rely on international supply chains to access goods. Secondly, it creates
domestic jobs, which usually improves the profile of domestic politicians.

Example:

Under the Future Made in Australia Act, the Australian federal government seeks to improve
manufacturing in Australia.

Nearshoring

Sometimes, firms may not be interested in reshoring their production to their country of origin because
costs remain too high or the government does not offer enough financial support. In these cases,

they might decide to nearshore by relocating production to a cheaper location that is closer to their
home country.

Example:

Due to China-US tensions, many carmakers have relocated production to Mexico, where they benefit from
lower costs (compared to the US) and geographical proximity to the American market.



https://www.piie.com/blogs/realtime-economics/foreign-direct-investment-exiting-china-new-data-show
https://www.pm.gov.au/media/future-made-australia
https://www.forbes.com/sites/garydrenik/2023/03/23/why-nearshoring-is-closer-than-ever-how-mexico-is-becoming-the-next-big-thing-in-global-markets/

Friendshoring

To enhance supply chain resilience, states may also seek to incentivize firms to relocate production to
other politically or economically like-minded states. While supply chains remain globalised, the close
relationship between the two states is expected to ensure the security of the supply chain going forward.

Example:

Countries with which the US has a free trade agreement, including Australia, can access American
financial support to improve the domestic development of strategically vital industries like
critical minerals.

Further reading

7 ‘China decoupling versus de-risking: What's the difference?’
by Alex Capri, Hinrich Foundation, 12 December 2023.
7 ‘The Uses and Abuses of Weaponized Interdependence’
by Daniel W. Drezner, Brookings Institution, 2020.
7 ‘Australia’s trade diversification away from China picks up pace’
by David Uren, Australian Strategic Policy Institute, 13 October 2022.
7 ‘A future made in Australia’ by Anthony Albanese, Prime Minister of
Australia, 11 April 2024.
2 ‘Navigating The New Era: How Strategic Nearshoring Is Essential For
Supply Chain Resilience Amidst Geopolitical Disruptions’
by Paul J. Noble, Forbes, 1 February 2024.
7 ‘What's the difference between ‘friendshoring’ and other global trade
buzzwords?’ by Stefan Ellerbeck, World Economic Forum,
17 February 2023.
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