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ixPreface


Globalization, once heralded as the unstoppable tide shaping our world, now stands on uncertain ground. The re-election of President Donald Trump in November 2024, won on the back of promises to impose sweeping tariffs on America’s trading partners, reignited fears that the globalized world order is crumbling. Yet, despite nearly a decade of protectionist measures – first initiated by Trump and sustained, even expanded, under President Biden – global trade remains near record highs. Trump’s return to office raised the stakes, stoking fears of an impending trade war that could devastate the world economy. But for now, the heated rhetoric of Trump and other populist leaders has yet to cause a collapse in the flow of goods and services around the globe.


This book argues that an alternative way to view the changes that are being wrought upon the global economy is through the lens of superpower rivalry. The globalization era has ended but the world isn’t necessarily deglobalizing. Instead, the US and China are pulling apart and, as they do so, other countries are coming under pressure to pick sides. The fault lines along which this fracturing takes place will define our collective economic prospects over the next decade. This is the subject of this book.


xThe first chapter provides an overview of the key arguments and conclusions. It acts as a form of executive summary. Subsequent chapters explore the drivers of fracturing, how different countries might align in a fractured world and the potential consequences for, among other things, world trade, global supply chains, international investment, cross-border transfers of technology and the race to secure supplies of critical minerals. The final chapter sketches out what the global economy might look like a decade from now.


This book is not intended to be the final word on this subject – not least because fracturing is a process that is in flux. But it is intended as a framework for thinking about the forces that will shape the global economy over the coming decade. In doing so, I hope that it allows corporate leaders to make better-informed decisions about their businesses – and helps prevent governments on both sides of the divide from getting sucked into more extreme forms of fracturing that would have dire consequences for us all.





xiPrologue


Ren Zhengfei is no ordinary communist. Born in 1944 in Guizhou, a mountainous province in southwest China, his family was one of relatively modest means. His father started university but dropped out before graduating following the death of Ren’s grandfather. Ren’s childhood was marked by huge political and economic turmoil in China. The Chinese Communist Party’s victory against the Nationalists in 1949 swept Mao Zedong to power, bringing wrenching economic and societal change. In 1958, Mao initiated the Great Leap Forward – a bold yet disastrous attempt to transform China from an agrarian society to a modern industrialized economy. Grinding poverty and widespread famine ensued. Millions lost their lives.


Guizhou was not spared the hardships of the period and Ren’s own account of his childhood tells of repeated struggles. His father became a teacher in the local school but still struggled to feed a family of nine. Despite the desperate background, Ren gained a place at Chongqing University to study engineering. Then, in 1966, came another wrenching change: Mao’s Cultural Revolution.


The Cultural Revolution was neither cultural nor revolutionary. Rather, it was a concerted attempt by Mao to xiimaintain control, eliminate dissent and enforce ideological purity. As both a teacher and a former employee in the Nationalist government, Ren’s father came under immediate suspicion and was removed from his position, throwing the family into renewed turmoil.


A turning point


The turning point for Ren came in 1968, when he graduated from college and joined the Engineering Corps of the 304th Battalion of the People’s Liberation Army (PLA). Details of exactly what Ren did in the PLA are hazy but we know that he won several awards for his contributions in the field of chemical engineering before developing an interest in telecoms. His attempts to join the Party were repeatedly rebuffed because of his father’s links to the Nationalist government, but in 1978 he was finally admitted. This coincided with China’s government embarking on a major programme of economic reform and liberalization under Deng Xiaoping. Price controls were relaxed, markets were given a greater role in allocating resources and Deng announced a new ‘Open Door Policy’ that would allow foreign businesses to set up in China.


As China liberalized, Ren grew disenchanted with life in the army. The PLA was the place to forge a reputation in 1970s China, but by the 1980s the action was in the private sector. In 1982, faced with the prospect of transferral to a scientific research base, Ren resigned from the army and made a break for the private sector. His early xiiiendeavours were not entirely successful. He bounced between jobs and achieved some success as the deputy general manager of an electronics company, before being cheated out of a sizeable amount of money by a rogue businessman.1


Nonetheless, Ren’s experience in the PLA had given him exposure to the telecoms sector, which was undergoing rapid expansion both within China and overseas. In 1987, Ren founded his own telecoms firm, calling it Shenzhen Huawei Technology Company, or Huawei for short. There are various interpretations of the name Huawei, including ‘Connected to China’ and ‘China is able’. Both encapsulate the spirit of the age.


Huawei initially focussed on producing phone switches for the booming domestic market. Realizing that the firm could not compete with cheaper products from overseas, Ren decided to import component parts and then assemble them in China – while at the same time employing a team of engineers to develop domestically-produced alternatives to the imported components.


The results were spectacular. Huawei’s growth was explosive and the firm swiftly expanded into the broader telecoms market. Its cheap but high-quality products gained traction worldwide, enabling the company to secure partnerships with several international telecom operators. Huawei’s first contract outside China and Hong Kong came in 1997, when it secured an agreement with Telekom Malaysia to expand and improve telecoms infrastructure in Malaysia. This provided a launchpad for expanding Huawei’s footprint beyond China.



xivGlobalization’s promise


However, the watershed moment for Ren and for Huawei came in 2001, with China’s accession to the World Trade Organization (WTO). Trade tariffs had been falling globally for several years as Western economies liberalized and emerging economies opened up. According to World Bank data, the global average tariff rate fell from 8.6 per cent in 1994 to 5 per cent in 2000. For those pushing for global integration, the entry of China – and its market of 1.3 billion people – into the world trading system held the key to turbo-charging globalization. By 2006 average tariffs had fallen to little more than 3 per cent.2


WTO accession meant that Huawei could now source component parts from and ship final goods to international markets without incurring punitive tariffs. This accelerated its expansion into new areas, including consumer electronics. But the legal protections afforded by the WTO also provided a springboard for Huawei’s international expansion in core areas of telecoms infrastructure. In 2005, the firm signed an agreement with IBM to develop ‘BladeCenter’ servers, a collaboration which combined IBM’s server technology with Huawei’s telecoms expertise. In the same year, Huawei entered into partnership with BT Telecom to upgrade the UK’s telecoms infrastructure. Partnerships across the US, Canada, Europe and Asia followed.


In less than 20 years Huawei went from a scrappy start-up to a global leader. By 2012 it had become the largest telecoms equipment manufacturer in the world. By 2016, 9 per cent of all mobile phones sold worldwide were xvproduced by Huawei, increasing to 16 per cent by 2019.3 In the same year, the firm logged global revenues of around $122bn, putting it on par with Microsoft.4


Huawei’s spectacular growth could not have been possible without the integration of global supply chains and the opening up of international markets. Ren Zhengfei and the company he built came to embody the age of globalization that reshaped the world economy in the 1990s and 2000s: dynamic, outward-facing and extremely profitable.


However, while Ren became a poster child for the opportunities made possible by globalization, over time his company became a lightning rod for concerns about China’s emergence as an economic and geopolitical rival to the US.


For two decades from the early-1990s, governments in all the world’s major economies shared a common view that their people’s wellbeing and prosperity were best served by increasing economic and financial integration with the rest of the world. The common view in the rich world, in Latin America, in fast-growing Asia and in countries emerging from the collapse of the Soviet bloc was that globalization would bring economic benefits. And in the West in particular, there was a parallel belief that globalization would help mould other parts of the world in the West’s image and so foster a more stable and secure world too. New entrants to the global economy would become ‘responsible stakeholders’ in the Western-centred, liberal, democratically-inclined world order, as former US Deputy Secretary of State, Robert Zoellick, put it.5



xviChina’s challenge


However, from the mid-2010s faith in that view started to wane. This was due in part to a growing recognition that globalization brought costs as well as benefits to Western economies: decaying industrial sectors, rising inequality and a loss of social cohesion were all attributable in some part to globalization. But it was also because after the accession to power of Xi Jinping in 2012, it gradually became clear that China had no intention of liberalizing politically but every intention of harnessing global trade and technology flows to help it become a strategic rival to the US.


Huawei came under increasing scrutiny over its alleged ties to the Chinese government. In December 2018, Ren’s daughter and the firm’s chief financial officer, Meng Wanzhou, was arrested upon entry to Canada on allegations that Huawei had violated sanctions against Iran.6 China responded by arresting two Canadians, Michael Spavor and Michael Kovrig, on allegations of espionage. All three were eventually released in September 2021, but growing strains between China and the West had been catapulted into public view. The direction of travel was clear.


In May 2019, the US Department of Commerce added Huawei to its ‘Entity List’, which restricted American companies from doing business with Huawei without government approval. The following year it tightened restrictions, requiring all semiconductor manufacturers using US technology to obtain a licence before supplying chips to Huawei. In one fell swoop, the US government removed the firm’s access to the most advanced component parts. European governments were slower to react but started to follow in xviiAmerica’s footsteps. In 2020 the UK government announced that Huawei would not be permitted to bid on contracts to build the country’s 5G telecoms network. France, Italy and Germany are also taking steps to phase out the firm from their mobile networks.


Huawei’s success was built on an open and integrated global economy which provided access to technology and a large market. Now it is having to adapt to being cut off. Domestic sales in China hit a record high in the first quarter of 2024,7 but sales outside of China remained $60bn lower than their peak in 2020.8


The fractured world


Many argue that the story of Huawei is of little relevance to the rest of the world. Huawei’s sales in the US have slumped but China’s exports to the US more generally are holding up. Meanwhile, global trade in goods and services was around $31trn in 2023, close to a record high.9


However, this book takes a different view. It argues that Huawei’s struggles are symptomatic of how China’s emergence as a strategic rival to the US is reshaping the world economy – and that the effects will be felt by all. The world will not deglobalize, but rather fracture into two blocs: one with the US at its core and another with China at its core. Policy choices within each bloc will be driven increasingly by geopolitical as well as economic considerations. However, while this will have profound implications in some areas of global trade and finance, in other areas life will continue pretty much as normal. Understanding where the fault lines xviiisit will be crucial if policymakers, investors and corporate leaders are to successfully navigate the fracturing world.


How deeply into our everyday lives will these geopolitical forces reach? Will the US squander its strong starting point by antagonizing allies or adopting a more isolationist position under a second Trump administration? How will domestic politics in each bloc shift in the face of fracturing? Most ominously, what would happen if the two blocs came into conflict? These are the questions that will shape the world over the next decade or so – and they are the ones that this book sets out to answer.





1Chapter 1


The Fractured Age


Globalization has woven an intricate web connecting distant corners of the world, transforming our lives in ways that are both obvious and subtle. Walk into an American electronics store and you’ll find sleek Apple devices, assembled in China, sitting next to Samsung televisions, engineered in South Korea. Wander through a European shopping mall and racks of fast fashion from brands like Zara and H&M – produced in Bangladesh or Vietnam – offer the latest styles at prices unimaginable just a generation ago. Open a pension or retirement plan and you will be confronted with an array of options to invest your savings across the world.


But the story of globalization is not only about the West’s access to cheaper goods and exotic investment opportunities, it is also about the transformation of lives and livelihoods in emerging markets. Over the past three decades, China has been transformed into the world’s largest manufacturer and its biggest exporter – a process that has lifted hundreds of millions of people out of poverty and created entire cities. In countries like Vietnam, Bangladesh and India, the growth of export-driven industries has provided employment for millions, helping boost local economies and improve living standards. Workers, many of whom 2would have relied on subsistence agriculture in the past, now have access to more stable incomes, healthcare and education. This shift has fuelled a growing middle class with the purchasing power to buy the very goods they help produce, sparking a cycle of rapid economic development across emerging markets.


An immutable force?


It is tempting to think that the global economy as we have come to know it is fundamentally immune to change. Six years on from the start of Donald Trump’s first trade war with China, US–China trade volumes hit a record high in 2023. Global trade of goods and services has increased by more than 40 per cent since Trump was first elected in 2016.1 Talk of ‘reshoring’ production to the US and Europe remains just that – talk. And even if governments and businesses were willing to stomach the huge costs associated with ‘deglobalizing’, they would struggle to unravel the complex network of global supply chains that has become embedded over the past three decades.


The story of Foxconn in Wisconsin provides grist to the mill of those who believe in the enduring resilience of globalization. In 2017, the Taiwan-headquartered firm, which is the world’s largest contract manufacturer of electronics and a major supplier to Apple, announced that it would build a $10bn facility in Mount Pleasant, Wisconsin, to produce large LCD screens. The move was heralded by then-President Trump as the start of a great reshoring of manufacturing jobs to America: never one for 3understatement, Trump called the plant the ‘eighth wonder of the world’. It was intended that the plant would initially employ 3,000 workers in Wisconsin, but that this figure would eventually rise to 13,000.2


Yet the plant has fallen well short of lofty expectations. The $10bn investment that was initially promised by Foxconn has been reduced to just $670mn.3 The number of jobs it is expected to create has been revised down to just 1,400. It is easy for politicians to rail against the perceived costs of globalization but the lesson from Wisconsin is that it is much harder to do something about it.


A world in flux


Globalization may not have met its match in Wisconsin, but it is less resilient than many have come to assume. In fact, the rules by which we organize the global economy change with alarming regularity, with periods of openness and integration giving way to long spells in which economies turn inwards.


The most notorious example comes from the period between the First and Second World Wars. The late nineteenth century witnessed the first modern era of globalization. Between 1870 and 1914 trade between the US and Europe flourished and immigration surged. There were also large capital flows from Europe to the US and some parts of Latin America, notably Argentina. But economic integration was brought to a halt by the First World War and then ultimately reversed by a period of ‘beggar thy neighbour’ protectionism that followed in the wake of the 4Great Depression. Both global trade and global industrial production fell by around 30 per cent in the early 1930s.4


The aftermath of the Second World War also witnessed a period of economic integration between the world’s major economies that then stalled in the 1970s and 1980s. This was due in part to a policy of so-called ‘trade restraint’ in the US under President Reagan, which attempted to push back against an influx of cheap imports from Japan and other countries in Asia. The economic fallout was very different from the 1930s, with global integration stalling rather than reversing. But the lessons from the past 150 years are clear: there is nothing inevitable about globalization, and when periods of economic integration end it is usually because of the actions of governments.


We are once again at a moment of change. China’s emergence as a strategic rival to the US – and the subsequent return of geopolitics as a driver of policy decisions and economic outcomes – will consign the recent era of hyper-globalization to the archive. Yet what will follow remains highly uncertain. In order to understand what comes next, we need to understand how we arrived at the current juncture.


False promises


As the Cold War ended, the US political scientist Francis Fukuyama famously declared ‘the end of history’.5 Liberal democracy had triumphed over state communism. From an economic perspective, free market capitalism had prevailed over central planning. Policy across the globe became heavily influenced by what was called the ‘Washington Consensus’. 5This emphasized the central importance of the market, and it promoted openness to both trade and capital flows.


The objective in Washington was simple: to bring the emerging markets of Asia, Latin America and Eastern Europe into a US-led capitalist system.


But these economies were not just supplicants to a US plan to mould the world in its own image. They had seen first-hand the flaws of central planning in China and Eastern Europe, as well as the financial chaos of state-led capitalism in Latin America. Economic liberalization and integration with the rest of the world were viewed as a path to prosperity. Accordingly, while liberalizing reforms were sometimes given a helpful nudge by conditions attached to International Monetary Fund (IMF) programmes, in many cases they resulted from domestically-driven shifts in policy. This was most obviously the case in China, which began a programme of market-oriented reforms that started in 1978 under Deng Xiaoping and culminated in the country joining the World Trade Organization in 2001 – which, it is worth noting, is barely a generation ago.


For a time, the plan seemed to benefit everyone. China’s share of world gross domestic product (GDP) soared from 3.5 per cent in 2000 to just under 15 per cent in 2015 (measured at market exchange rates). Over the same period, India’s economy nearly tripled in size, Indonesia’s doubled, and Poland’s and Brazil’s grew by 65 per cent and 50 per cent respectively. This was a golden age of emerging market growth. America’s share of global GDP diminished, but it held a smaller share of a bigger pie. Between 2001 and 2008 real GDP per head in the US increased by over 10 per cent.6 More fundamentally, the world seemed more 6‘American’. Emerging economies embraced market-oriented reforms, and some undertook politically liberalizing reforms. The collapse of the Soviet Union cemented the US’s position as the world’s sole economic and political superpower.


Yet during the past decade or so, this understanding of how the world should work has started to fall apart. It is tempting to point to Donald Trump’s first election victory in 2016 as the moment when things changed. His views on economic policy seemed drawn from an earlier, pre-globalization era – multilateralism replaced by unilateral measures like tariffs to hold foreign firms and investors at bay.


But it is telling that there was no pressure for his policies to be reversed once he left office. If anything, the scope of US state intervention in the workings of global markets widened under Joe Biden, with stringent bans on technology exports to China and on access to the US financial system by Russian firms, as well as increased state support for strategically important industries such as semiconductors and electric vehicles (EVs). And this retreat from openness wasn’t just happening in the US. Countries from the Netherlands to Japan either went along with US sanctions or introduced similar measures of their own.


China’s challenge


In fact, the turning point predates the first Trump presidency. It occurred instead in the period between the eruption of the Global Financial Crisis in 2007–08 and the accession to the leadership in China of Xi Jinping in 2012.


7Before this period it was still possible to believe that increasing global integration was helping to spread prosperity and common liberal values around the world. But the economic collapse and subsequent slow recovery from the Global Financial Crisis (GFC) focussed Western attention on the vulnerabilities and regional inequalities caused by globalization.


At the same time, Xi Jinping showed it was a mistake to believe that economic integration would foster the spread of common values. Initially, Xi was viewed by some as a leader who would deepen China’s market reforms. In practice, economic and political reforms have gone backwards. The overriding priority under Xi has been to reassert the primacy of the Communist Party in domestic life and to advance China’s position as a global superpower. China’s government has become more repressive at home and more assertive on the world stage. Economic policy has shifted to accommodate these objectives.


The ‘Made in China 2025’ project, which was announced in 2015, signalled this change to the rest of the world. It made clear that Beijing intended to become self-sufficient in cutting-edge technologies, which until then had been under the monopoly of the West. At the same time, the Belt and Road Initiative (BRI), a ‘new Silk Road’, was developed as a vehicle for Beijing to project its power around the world. It became a conduit for billions of dollars of investment in emerging economies across Asia, Africa and Latin America, expanding China’s political and economic influence in these regions in the process.


In all this, China’s emergence as an economic superpower was key. The West might have been happy to coexist – and 8trade freely – with a politically-repressive China that was economically middling in size. But, by the early-2010s, China had overtaken the US on some measures of economic heft. It became the world’s biggest goods exporter in 2009 and the largest manufacturer in 2012. A decade later, China’s manufacturing sector was bigger than the next three largest, the US, Germany and Japan, combined. And China’s economic resurgence was providing it with resources to expand militarily. Xi and China posed a threat to US interests that was becoming increasingly difficult for Washington to ignore.


The global economy was then hit by two shocks. First, COVID-19 struck in 2020 and forced governments and companies to reconsider the risks associated with global supply chains. And second, Russia’s 2022 invasion of Ukraine thrust the issue of energy security into the open. The sanctions placed on Moscow also demonstrated how the financial and technological might of the West could be brought to bear against a rival.


Both of these shocks pitted Washington against Beijing. Collectively, they accelerated the end of the era of ‘hyper-globalization’ that defined the 1990s and 2000s. Governments now view integration not as a route to prosperity and shared values but also as a source of risk and instability. We have entered an era of geopolitical rivalry and geo-economic fracturing.


A challenge to be managed rather than overcome


One important point to make clear from the outset is that fracturing is not simply globalization in reverse. The world 9is not necessarily ‘deglobalizing’. Indeed, global trade has continued to increase and cross-border capital flows remain high by historic standards. Rather, a deepening economic and geopolitical rivalry is pitting the US and China against one another. This is causing relations between the world’s two economic superpowers to fracture. As they do so, other countries will come under pressure to pick a side.


Many countries would, of course, prefer to remain neutral and some will successfully straddle the two blocs. But over time it will become increasingly difficult to do so. It is tempting to think that the re-election of Donald Trump has fatally undermined the idea of a US-bloc: the US now views every country merely as some form of economic adversary; it is now Washington against the world. But while Trump’s re-election will strain relations between the US and its allies in Europe and Asia, it is likely that containing China will remain a key objective of US policy. If it is to meet this objective, then the US will need support from its allies.


With Trump in the White House the path ahead is exceptionally uncertain. A period of US isolationism is possible, the consequences of which I discuss in detail in Chapter 8. But viewed over a longer horizon, I believe that a more likely outcome is that in the decades ahead the world will split into a Western bloc that is broadly aligned with the US and another that is broadly aligned with China. Countries within each bloc will not always see eye-to-eye. Indeed, there will often be periods in which they disagree on issues. But they will share a similar set of values. And as the superpower rivalry between the US and China deepens, policy decisions on both sides will be 10shaped by geopolitical considerations. This is the essence of the fractured world.


One response to the strains that threaten today’s global economic order is to try to shake the world’s leaders from complacency, to remind them of the enormous gains made over the past 30 years of globalization that could be lost. But this effort misunderstands why fracturing is happening – in particular that it is something that governments on both sides of the geopolitical divide are actively pursuing. The key question therefore is not whether global fracturing can be averted, but what form it will take. From an economic perspective, two issues are critical: the likely composition of the blocs, and how deep and how wide the fracturing goes.


Mapping the fractured world


Whether countries side with the US or China will depend on the extent of their economic, financial, political and social ties. Chapter 3 discusses this in depth and maps how different countries might align in a fractured world. A key point is that boundaries between blocs are fuzzy and the strength of allegiances within them will shift over time. As is becoming clear, Donald Trump’s return to the White House is causing strains with key allies in Europe. With that said, however, the broad contours of a fractured world are already starting to form. Canada, Japan, Korea and the overwhelming majority of countries in Europe remain natural – if sometimes uncomfortable – allies of the US. Meanwhile, Russia, Iran and Venezuela will sit in China’s bloc, and large parts of Sub-Saharan Africa will lean towards Beijing too.


11But some countries are more difficult to place. Vietnam is closely linked into Chinese supply chains, but strong diplomatic ties to Washington mean it is an important US ally in South-East Asia. Conversely, Saudi Arabia has historically been a strong US partner but growing economic and political ties to China are pushing it closer to Beijing.


India will be a key player in fracturing. It is the world’s largest country by population and the fastest growing major economy. By the end of this decade it is likely to have overtaken Japan and Germany to become the world’s third largest economy when measured at market exchange rates. Alongside China, India is the most important member of the BRICS group of large emerging economies. This, coupled with the authoritarian tendencies of its Prime Minister Narendra Modi, have led many to assume that India will side with China.


But the two countries are rivals as much as they are allies. They have a long-running border dispute that periodically threatens to break out into conflict. What’s more, India is one of a handful of countries that could benefit from the economic dislocation caused by fracturing – though only if it can position itself as a reliable US ally. India’s position in a fractured world is unclear, but it is wrong to assume it will side with China. On balance, it seems more likely to lean towards the US.


Friends matter


The size and composition of blocs is important because in a fractured world friends will matter. For one thing, a 12country’s economic (and political) heft will be determined in part by the strength of its alliances with others. The financial sanctions that the US placed on Russia in the wake of its invasion of Ukraine were made more effective by the fact that European nations imposed similar measures.


As things stand, the population of the two blocs is shaping up to be roughly equal. But the US-bloc is far larger economically. The US and countries that are currently close allies or lean towards it account for about 70 per cent of global GDP at market exchange rates. In contrast, the China-bloc accounts for about 25 per cent of global GDP.7 (A small number of countries will remain unaligned.)


The US-bloc is also shaping up to be more economically diverse than the China-bloc. This is important because the greater the differences within each bloc, the easier it will be to replicate the global economy at large.


America has on its side high-income knowledge economies (such as the UK), cutting-edge manufacturers (Taiwan, Korea, Japan and Germany), low-income manufacturers (Vietnam and Mexico) and major commodity producers like Canada and Australia. In contrast, China’s allies fall into one of two buckets: autocracies or commodity producers (and often both).


This will give China an edge over the US in securing supplies of strategically important minerals, including those needed for the green transition. But it means that the US is likely to retain a technological advantage over China in several areas, and the greater economic diversity of its bloc will make it easier to adapt to the challenges posed by fracturing.



13How deep, how wide?


This brings us to the second factor that will influence the economic consequences of fracturing, which is how deep and how wide the fissure between the two blocs becomes. This is perhaps the most important question relating to fracturing – and one of the greatest areas of uncertainty. The answer will depend on the actions, and responses to those actions, of governments on both sides over the next decade. This is inherently unknowable. Trump’s re-election risks a much wider break, not just between America and China but also between America and its traditional allies. It is possible that the threat to impose stringent tariffs on China, Mexico and other US trading partners – including Europe – could tip the world into a trade war that produces a period of deglobalization similar to that experienced in the inter-war years. The economic costs could be huge.


But this is not bound to happen. For one thing, the size and scope of trade restrictions are critical. The tariffs levied during the first Trump administration (which were kept in place under Biden) had relatively little impact on global trade volumes: both exports from China and imports to the US in 2024 ran at close to record highs.


The threat of protectionism needs to be taken seriously and the economic consequences could be devastating. But when formulating a central case for how global economic relations will evolve over the next two decades it makes sense to focus on where there is broad consensus. In this respect, it is important to keep in mind that Trump can serve only one more term as president and that while there is broad support across the US political spectrum 14to counter the economic and geopolitical threat posed by China, support for a wider trade war is more limited. Taken together, that provides some hope that the split that both sides will ultimately pursue is a partial one focussed on areas of strategic importance.


Wind the clock forward ten years and it is likely that the US will continue to import large quantities of low-end goods from China and other emerging economies. Meanwhile, governments elsewhere in the world, from Germany to Japan, will have strong trade links to China that they will try to preserve. It is therefore likely that trade in many areas will continue with relatively modest additional costs or frictions.


However, fracturing will bring significant change to sectors that governments view as strategically important. This is likely to include areas such as semiconductors, high-capacity batteries, critical minerals, pharmaceuticals, aerospace, and cloud and edge computing. It will also include products that handle large amounts of personal data. Decisions about the location of production in these areas will be made on the basis of national security rather than economic efficiency. Multinational firms operating in these sectors are likely to find themselves subject to increased government pressure and oversight.


Efforts to secure supply chains in these areas are already being reflected in policy. The CHIPS Act, which was passed by US Congress in 2022, contained $39bn of subsidies for domestic semiconductor manufacturing over a five-year period – and a ban on recipients of that money expanding semiconductor manufacturing in China and other ‘countries of concern’. In the same year, Congress also passed the Inflation Reduction Act, which raised tax credits for 15electric vehicle production provided that the vehicles are assembled in North America and that the battery minerals or component parts are not sourced from ‘foreign entities of concern’. This includes China and Russia.


Governments in Europe are starting to follow in America’s footsteps. In January 2023, the European Union (EU) announced the formation of the Green Deal Industrial Plan, one pillar of which will be to increase the resilience of supply chains in green technology. It also announced plans to launch the European Sovereignty Fund, which will provide funding to secure supplies of batteries, hydrogen, semiconductors and other critical raw materials.


Europe’s plans are smaller and less developed than those of the US, but the direction of travel is clear. What’s more, such policies are likely to be the thin end of a long wedge. Over time they will have a profound effect on supply chains and trade flows in areas deemed to be of strategic importance. In the future, everyday products that contain high-tech components, such as the phones we use and the cars we drive, are likely to be sourced within blocs. At the same time, however, large parts of the global trading system that are not considered to be strategically important will be unaffected. Western consumers will continue to fill their homes with goods that are made in China, from toys and games to clothes and furniture.


Fracturing ≠ deglobalization


Accordingly, while fracturing will touch all of our lives, it will not necessarily lead to a significant rollback in global 16trade. For one thing, trade between the US and China-blocs accounts for only 25 per cent of total world trade.8 And only a small share of this trade is in areas that might be viewed as important from the perspective of national security. If fracturing is contained to these areas, it may affect less than 5 per cent of global trade.


What’s more, if Western governments push to sever ties with China in these sectors, production is most likely to move to another low-cost producer that is more closely aligned with the US and its allies. Having manufactured iPhones in its mega-factory in Zhengzhou in central China since 2010, Apple is now producing its latest model in a new facility just outside Chennai in southern India. By 2025 the firm estimates that it will manufacture almost 50 million phones in India – equivalent to a quarter of its global production.9 Other parts of the iPhone supply chain are likely to follow.


This shift is being replicated by other firms. In recent years, Samsung, Nike and Adidas have moved production from China to Vietnam, Dell has announced plans to move from China to Mexico and Hewlett-Packard is planning to shift some of its operations from China to Thailand. All of this will continue to involve trade.


The deepening geopolitical rivalry between the US and China will therefore present opportunities for emerging economies that can position themselves as reliable allies of Washington. This includes Mexico, Vietnam, India and Poland.


The counterpart, however, is that it is doubtful that the great ‘reshoring’ of manufacturing jobs to the US that has been promised by Donald Trump and others will materialize 17on a significant scale. Accordingly, those searching for evidence of fracturing in a fall in global trade are looking in the wrong place. Having surged in the 1990s and 2000s, trade in goods and services as a share of global GDP peaked in 2010. A reasonable base case is that it flatlines as a share of global GDP over the next decade.


Fracturing and the global financial system


US–China fracturing will also have significant ramifications for the global financial system. The wave of globalization that reshaped the world economy in the 1990s and 2000s was different from previous periods of global integration in part because it contained a large financial element. Between 1990 and 2018, there was a five-fold increase in cross-border bond and equity flows and a seven-fold increase of foreign direct investment flows. In addition to the globalization of production, the world experienced the globalization of finance.


This has created a complex web of cross-border financial claims that was not a feature of previous periods of globalization. To put this into context, the gross external assets of the US, UK, France, Germany, Netherlands, Canada and Japan peaked at about 20 per cent of their collective GDP during the first modern wave of globalization around the turn of the twentieth century. During this latest wave of globalization they rose from about 30 per cent of GDP in 1990 to over 100 per cent of GDP in 2018.10


At the same time, emerging economies, led by China, have become deeply integrated within the global financial 18system. The most obvious illustration of this is the huge increase in China’s holdings of US Treasury bonds, which increased from $60bn in 2000 to over $750bn in 2023.11 However, this actually understates the extent to which China has accumulated external assets and the degree of financial integration that has taken place between blocs. China’s financial claims on the US and US-aligned countries are probably more than $5trn.12


The internationalization of finance has been a defining feature of the global economy over the past 30 years. It has enabled households to invest their pensions in far flung corners of the world, and it has expanded the global pool of capital from which firms and governments can borrow to finance themselves. Financial integration has also been fundamental to the rapid growth of global cities, including New York, London, Hong Kong and Singapore.


It is often argued that financial globalization – and in particular the increase in China’s external assets – has tipped the balance of global financial power in Beijing’s favour. In fact, the opposite is true – financial integration over the past three decades has increased the importance of the US within the global financial system. This is because the vast majority of cross-border flows are denominated in US dollars. According to the Bank for International Settlements, around 90 per cent of foreign exchange transactions in 2022 were settled in US dollars.13 At some point, these transactions will have touched the US financial system.


The result is that the US now provides the financial plumbing for the world economy. This in turn has conveyed enormous power and influence on America. The central importance of the US to the global financial system 19was made clear in the periods of acute stress that followed the 2008 Global Financial Crisis and the 2020 COVID-19 pandemic, in which the Fed acted as de facto lender of last resort to the global banking system. More ominously for US adversaries, it was also reflected in the ability of Washington and its allies to impose heavy financial sanctions on Russia in the wake of its invasion of Ukraine.


Financial fracturing in action


The effect of fracturing on the global financial system will in practice depend on two things. The first is how it affects international capital flows, and the second is whether it leads to an unwinding of the cross-border investments that were created in the globalization era. The answer in both cases will depend on the form that fracturing takes. But just as fracturing will not necessarily lead to a sharp fall in world trade, only under an extreme form of fracturing is it likely that the world will become significantly less financially integrated.


A more likely outcome is that, having far outstripped the growth of global GDP over the past two decades, international capital flows now grow at a similar rate to global GDP over the coming decade. Meanwhile, unless fracturing takes an extreme form, it is unlikely that there will be a significant unwinding of aggregate cross-border investments. For a start, despite the integration of China within the global financial system, the overwhelming majority of cross-border financial flows take place between US-aligned countries. Cross-border financial claims within the US-bloc 20are almost ten times larger than those between the US- and China-blocs – and they are unlikely to be affected by global fracturing.14
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