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GREATER TENSIONS AHEAD
Rising tensions between China and major 
developed economies are underappreciated and 
could result in slower global growth, higher levels 
of inflation and more volatility over the next 
10 years than is being priced in.
We outline four key areas of tension which we believe will continue to 
sustain a gulf in relations between China and the West, potential trigger 
points that could result in a rapid escalation in tensions and the potential 
macroeconomic impact of a sustained deterioration in relations.

KEY AREAS OF TENSION

•  Political And Ideological 
Divergence

• Industrial Competition

•  Defence, National Security 
And Sovereignty

• Geopolitics

Matrix of Potential Different Geopolitical Relationships
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CHINA FALTERS, US RESURGES
•  Chinese economic crisis or slowdown prompts

government to focus inwards
•  Rising domestic disturbances and an ageing

population in China prompt a reassessment
of spending priorities away from overseas
expansion

•  Chinese leaders tone down regional ambitions,
fearing major backlash

•  US formulates de facto ‘Asian NATO’
•  Sino-US dynamics resemble pre-Global

Financial Crisis era (2000s)

CHINESE HEGEMONY IN ASIA
•  Chinese economic success and prestige cause

Asian states to band together with it
•  Chinese dominance viewed as ‘inevitable’
•  US reduces military presence in Asia
•  China takes the lead in developing new 

regional organisations
•  China begins to project power in the Middle

East and Central Pacific

NEW ‘COLD WAR’
•  Trade war of 2018 escalates into full-scale

economic and ideological competition
•  US and China accelerate military build-ups in

Asia and set up rival security pacts
•  Asian nations are forced to choose between

the US and China
•  China accelerates the Belt & Road Initiative
•  US steps up support for Tibet, Xinjiang,

Hong Kong, Taiwan
•  US and China become involved in proxy wars

in third countries
•  Risk of limited or large-scale Sino-US war in Asia

POWER SHARING
•  Cool heads prevail
•  Rhetoric toned down; occasional barbs
•  US and China manage tensions
•  US and China work to build pan-Asian

 institutions that do not exclude the other
•  US and China relations may start to emulate

Franco-German relations in EU
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Heading Towards A ‘Cold War’ 
The matrix shows that while relations between the US and 
China could end up in several geopolitical equilibria, we 
believe that they are moving towards a new ‘Cold War’, as 
the areas of dispute between them are growing rapidly.

For almost 30 years, the US was the world’s uncontested 
superpower, but as China’s economic and military strength 
grows, it will increasingly challenge the US, which will give 
rise to tensions. Indeed, China appears to have the ambitions 
to become a world leader, as evidenced by its promotion 
of the Belt & Road Initiative and economic forays into the 
Middle East, Africa and Latin America. 

Given the large number of potential trigger points, the 
risk is that rising tensions could result in the longer-term 
bifurcation of the world order, a partial reversal in the trend 
of globalisation that has been in place since the end of the 
Second World War and slower global economic growth. 
However, for now, we believe that this new ‘Cold War’ will 
be different to that seen between the US and the USSR for 
several reasons.

http://www.fitchsolutions.com
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A DIFFERENT TYPE OF ‘COLD WAR’ 
China is a far greater economic power than the USSR was, making it a more 
formidable economic and technological rival than the USSR. China possesses 
multi-dimensional strengths, whereas the USSR relied largely on military power.
We do not expect China to look to ‘export’ its authoritarian 
communist political model; rather, Beijing will support such 
regimes where they already exist and will instead focus on 
economic, military and technological expansionism. 

Lastly, the Western and Chinese economies are far more 
interlinked than the US or Europe was with the USSR, which 
suggests that any economic decoupling would most likely 
take a long time to play out.

However, we do see growing risks of a sharp rise in 
geopolitical, economic and military tensions between both 
sides, which in turn could negatively impact longer-term 
growth and increase financial market volatility.

STATUS 
QUO

HIGH LEVEL OF TRADE 
INTEGRATION TO LIMIT 

ESCALATION

CHINA’S RISING 
MILITARY STRENGTH & 

GLOBAL INTERESTS

CHANGING WORLD 
ORDER

RULES-BASED SYSTEM

COLD 
WAR

CHINA’S GROWING 
ECONOMIC POWER

Source: Fitch Solutions.
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FOUR AREAS OF TENSION
We believe that four sources of tension will become increasingly challenging 
to resolve: ideological differences, industrial competition, military strength and 
geopolitics. As the US and China move towards a ‘Cold War’ equilibrium, it could result 
in a direct escalation of trade wars and military conflict, which individually or together 
would result in a greater de-globalisation or balkanisation of the global economy.

POLITICAL AND 
IDEOLOGICAL 
DIVERGENCE

We expect the ideological gulf between China and the West to widen 
over the coming years. The US-led West and China have for decades 
maintained very different politico-economic models, and there has 
been a growing ideological divergence between Western countries and 
China. This in turn could reduce the scope for cooperation between 
major powers when tensions escalate and potentially force countries to 
increasingly choose a side.

INDUSTRIAL 
COMPETITION

Another source of Sino-Western tensions over the coming years will be 
increased competition between Chinese and Western corporations in 
strategic or sensitive sectors. Western perceptions that Chinese firms 
pose a threat to local industries could prompt greater trade barriers and 
market restrictions and the regionalisation or fragmentation of markets. 

While China used to be the world’s low-end manufacturing outsource 
partner for foreign firms, Chinese companies are now focused on moving 
up the value chain (Made In China 2025) with the aim of becoming 
international champions, set on competing with incumbent, established 
global brands.

MILITARY AND 
SECURITY

While China’s military rise will not necessarily result in an armed conflict 
with the US-led Western world, it will remain a major source of tensions 
over the coming years as Chinese influence grows and reshapes the world 
order. Moreover, there are both long-standing and new areas of military and 
security competition that will continue to give rise to tensions in the future. 

These include growing Chinese military spending, security in the South 
China Sea, Taiwan’s future and cybersecurity.

GEOPOLITICS

China’s economic and military rise is changing the international world order 
that has been broadly in place since the end of the Second World War. 
China is strengthening its relations with many countries that have strained 
relations with the US and Europe, which is already acting as a significant 
counterweight to the West as it erodes the effectiveness of international 
institutions and the rules-based system in place since the 1940s.

A closer relationship between China and other countries with autocratic, 
authoritarian or simply illiberal governments over the coming years could 
pose a significant risk to the balance of power and stable relations across 
the global economy.

http://www.fitchsolutions.com
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POLITICAL AND IDEOLOGICAL DIVERGENCE
We expect the ideological gulf between China and the West to widen over the 
coming years.
In the mid-to-late 1990s, China’s acceleration of its 
economic liberalisation and growing integration into 
the world economy, including joining the World Trade 
Organization in 2001, led to a reduction of ideological 
tensions with the West. However, in recent years China has 
adopted an increasingly statist model of capitalism and an 

increasingly authoritarian political system under President 
Xi Jinping. Moreover, both sides have become increasingly 
vocal about the shortcomings of each other’s models of 
governance. Below are three broad areas that will become 
increasingly problematic:

HUMAN RIGHTS

DEMOCRATIC 
VALUES

The escalating ideological struggle between China and the US-led West 
around governance models and democracy is a key area of concern. 
Recent events illustrate the growing tensions between the two powers. 
These include the harsh crackdown on pro-democracy protestors in Hong 
Kong, which resulted in the US Hong Kong Autonomy Act. This Act led 
to the imposition of sanctions on 24 Chinese officials in March 2021 
for undermining Hong Kong’s autonomy and restricting the freedom of 
expression or assembly of the Special Administrative Region’s residents. 

The increasingly centralised political system taking hold in China 
under President Xi Jinping, as well as the values he espouses – which 
are at odds with Western ‘universal’ values including individual and 
press freedom – will continue to fuel distrust between the US-led 
West and China. Indeed, according to recent polls conducted by Pew 
Research Center, many Western liberal democracies increasingly hold 
an unfavourable view of China and believe that China does not respect 
the individual freedoms of its people. In the US, this unfavourable view 
and growing distrust are broadly bipartisan. Thus, there is an impetus for 
government officials to continue taking a hardline stand against Beijing.

We believe that the US and other Western countries will continue to 
address perceived human rights abuses particularly as there continues to 
be greater emphasis on improving environmental, social and governance 
practices globally. 

This will most likely strain relations with China. 

In Donald Trump’s final days as US president, his administration 
declared that China had committed ‘genocide’ and ‘crimes against 
humanity’ against predominantly Muslim Uighurs in the Xinjiang Uyghur 
Autonomous Region. Under Joe Biden’s administration, US Secretary of 
State Antony Blinken has been critical of China. In March 2021, the US 
Department of the Treasury sanctioned two Chinese government officials 
over their alleged involvement in human rights abuses against ethnic 
minorities in the Xinjiang region.

http://www.fitchsolutions.com
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RISING 
NATIONALISM

Under President Xi Jinping, there has been a sharp increase in nationalist 
rhetoric, further evidenced at the celebrations for the 100th anniversary 
of the founding of the Communist Party of China (CPC). In Xi’s speech, he 
stated that China would not allow ‘sanctimonious preaching’ or bullying 
from foreign forces and that anyone who tried this ‘will find themselves 
on a collision course with a steel wall forged by 1.4bn people’. Xi also 
went on to extol the CPC’s achievements in lifting the country out of 
poverty and humiliation and pledged to expand China’s military and 
influence. 

This greater sense of nationalism will make for more challenging and 
uncertain relations between the West and China. At the same time, 
populist nationalism has been rising in a number of Western nations, 
including the US, UK, France and Italy, among others. Indeed, the Trump 
presidency (2017-2021) was a manifestation of resurgent American 
nationalism that was greatly directed against China.

China Criticised For Not Respecting Freedoms 
% Who Say Government Of China Does Not Respect Its People’s Freedoms
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INDUSTRIAL COMPETITION
Chinese multinationals will increasingly compete in higher-value industries such 
as autos, aviation, aerospace, robotics and medical devices, among others, and will 
pose a significant challenge to globally established firms.
In turn, incumbent global market leaders could seek to apply 
pressure on their governments to restrict access by Chinese 
corporates by enacting trade restrictions – citing a variety of 
claims such as human rights abuses, environmentally unfriendly 
practices, national security concerns and unfair competition.

This could result in greater trade barriers and restrictions to 
market access, as well as the regionalisation or fragmentation 
of markets.

The Belt & Road Initiative (BRI), which is best known for infrastructure projects, also provides an explicit avenue for Chinese 
companies to reach foreign markets. We expect that it will take about two to five years for Chinese companies to pose a 
competitive threat to global market leaders in many high-value sectors such as medical devices, robotics and automotive. But it 
will take longer (10-15 years) in industries that have higher barriers to entry, such as high-end semiconductors and aviation.

China Will Increasingly Compete Against Global Players Across A Number of Industries
Diagnostic Equipment

Surgical Robots
Energy – Solar

Energy – Nuclear
Energy – Wind

Automotive
Trains – Rolling Stock
Semicons – Low End

Semicons – High End
Home IoT Devices*

Industrial Robots
Commercial Aviation
Satellite Technology

0 42 101 53 2015

Number of years for mainland Chinese companies to start competing on a more equal footing

*drones, routers, smart meters, connected devices
Source: Fitch Solutions
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Rising Competition Across Different Sectors

China To Remain A Manufacturing Powerhouse
Share Of Global Manufacturing Output, %

SECTOR NOTES

Automotive Chinese auto manufacturers are about two to four years away from competing on a more equal footing 
with incumbent global players and could look to compete on price as well as quality.

Aviation
Chinese aircraft manufacturer COMAC could see the approval of its first narrow-body aeroplane by end 
2021. We believe that it will start to compete with Airbus and Boeing over the next 10 to 15 years, if 
not slightly more.

Energy China is already a global leader in renewable technology such as solar and in nuclear power projects 
globally. We estimate that in five to ten years it will also become a major player in wind.

Medical 
Devices

China will quickly move up the value chain around medical devices over the coming two to five years, 
allowing it to compete in diagnostic equipment and surgical robots.

Rolling Stock

China’s state rail manufacturing company China Railway Rolling Stock Corp. (CRRC) is the player of 
choice when it comes to projects associated with the Belt & Road Initiative, which means that it will also 
play a key role in rail infrastructure in emerging markets. CRRC has also become increasingly competitive 
in many developed markets (DMs), winning contracts in markets such as the US and some European 
countries. However, we believe that it will take between two and five years for Chinese companies to 
reach the same standard as their DM counterparts.

Technology

Questions of national security will most likely dominate tensions within the technology space. China 
already has significant market presence and is competing in areas such as low-end semiconductors, 
connected home devices and industrial robots. However, we believe that it will take Chinese companies 
at least 10 to 15 years to start competing more actively in the global high-end semi-conductor market.

China Euro area US

30

25

20

15

10

5

0
2004 2006 2008 2010 2012 2014 2016 2018
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DEFENCE, NATIONAL SECURITY AND 
SOVEREIGNTY
POWER PROJECTION
While China’s military rise will not necessarily result in an armed conflict with the 
US-led Western world, it will remain a major source of tension as Chinese influence 
grows and reshapes the world order. Moreover, there are both long-standing and 
new areas of military and security competition that will continue to give rise to 
tensions in the future.

RISING MILITARY 
MIGHT

TAIWAN

SOUTH CHINA SEA

CYBERSECURITY

China will increasingly project military power as it seeks to strengthen its 
existing military influence and territorial claims. Moreover, it may see the 
need to defend many of its economic interests and investments along 
the Belt & Road, which are often based in countries with high levels 
of political risk and instability. To this end, we would expect to see the 
continued development of its navy and air force, and the potential for 
new military bases around the world.

There is a growing risk that Taiwan will be forced to accept a stricter 
interpretation of the ‘One China’ policy over the coming years because 
of economic and/or military pressure by China, and this will be a source 
of tension.

China’s ‘nine-dash line’ marking its maritime claims over the South 
China Sea could increasingly become a source of regional conflict. While 
tensions between China and other countries in the region have abated 
slightly in recent years, Beijing has continued to build up military posts 
within the ‘nine-dash line’ and will continue trying to assert its dominance 
using both military and commercial vessels.

Technology has become geopolitical, and cybersecurity will be part of 
this new rivalry. Tensions will remain elevated because of the rise in 
cyberattacks by both government and non-government actors, which we 
believe will be part of modern warfare.

http://www.fitchsolutions.com
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RISING CHINESE MILITARY POWER
China will increasingly project military power abroad to assert its existing territorial 
claims and to defend many of its economic interests and investments. In 2017, 
China established its first foreign military base in Djibouti, and we see the potential 
for a future military presence and even bases in countries such as Pakistan, 
Afghanistan and Tajikistan.
At USD735bn for 2021, military spending in the US 
accounts for about 3.3% of GDP, which dwarfs China’s 
budget of about USD208bn (about 1.2% of GDP) for 2021. 
However, under President Xi, China has seen a significant 
expansion of its military forces, including missiles that could 
sink American aircraft carriers and, more recently, reports 
suggesting that China is building more than 100 missile silos 
in the desert to boost its nuclear defences. While China’s 
spending is low compared to that of the US, its defence 
budget rose by 6.8% in 2021, and we expect it to continue 
rising rapidly over the coming years.

Given the rise in spending, a major arms race will emerge and 
will also likely spill over into a space race just as it did in the 
‘Cold War’ between the US and the USSR. According to an 
April 2021 report from the Office of the Director of National 
Intelligence, the People’s Liberation Army will integrate space 
services such as satellite reconnaissance and positioning, 
weapons navigation and command-and-control systems to 
erode the US military’s information advantage.

Military Spending Set To Rise Further
Defence Spending, % of GDP
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China will increasingly look to break through the ‘Island 
Chains’ in order to not only project power further afield but 
also to strengthen its defensive capabilities by creating a 
buffer against future attacks. This has significant implications 
for Taiwan’s future, security in the South China Sea and the 
broader balance of power between the US and China in the 
Asia-Pacific region.

The trilateral security pact between Australia, the UK and 
the US (Aukus) announced on September 15 is an effort to 
counter China’s rise. The pact covers areas such as artificial 
intelligence, cyber warfare and long-range strike capabilities. 
In addition, the agreement will allow Australia to build 
nuclear-powered submarines using US technology.

Russia
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New Zealand

Australia

China

Papua
New Guinea

Taiwan

Philippines

Indonesia

Japan

Northern Mariana Islands
(USA)

Guam
(USA)

Hawaii
(USA)

Okinawa
(Japan)

South
China
Sea

Canada
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Pacific Ocean ‘Island Chains’

Third Island Chain

Second Island Chain

First Island Chain

Source: Fitch Solutions
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TAIWAN’S FUTURE
As China’s influence grows, Taiwan could become more assertive in terms of its own 
de facto sovereignty, which could at some point result in a much stronger response 
from China. Indeed, in his speech at the 100th anniversary of the CPC, President Xi 
stated that they would ‘defeat any attempt toward Taiwan independence’ and that 
‘no one should underestimate the resolve, the will, and the ability of the Chinese 
people to defend their national sovereignty and territorial integrity’.
Under the Taiwan Relations Act of 1979, the US would see 
a non-peaceful resolution to the Taiwan question as a threat 
to the peace and security of the Western Pacific area. This 
would be of grave to concern to the US and could warrant 
military involvement.

The ruling parties in Taiwan and Japan held their first bilateral 
security talks in August 2021 as the Taiwan issue would 
impact Japan’s national security.

http://www.fitchsolutions.com
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SOUTH CHINA SEA
China’s ‘nine-dash line’ marking its maritime claims over the South China Sea could 
increasingly become a source of regional conflict.
While tensions between China and other countries in the 
region have abated slightly in recent years, Beijing has 
continued to build up military posts within the ‘nine-dash 
line’, and we expect that it will continue trying to assert its 
dominance using both military and commercial vessels. 

If China were to build a military base outside the ‘nine-dash 
line’ and in the Pacific Island nations of the South Pacific, this 
could lead to a deterioration in diplomatic and trade relations 
between China and the West. In particular, a growing Chinese 
military presence in the South Pacific would be deemed a 
potential threat to Australia’s and New Zealand’s security.

A Tangle Of Conflicting Claims
Map Of South China Sea Claims
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CYBERSECURITY TO TEST NEW LIMITS
Technology has become geopolitical, and cybersecurity will be part of this new 
rivalry between the West and China. Tensions will remain elevated because of the 
rise in cyberattacks by both government and non-government actors, which we 
believe will be part of modern warfare.
Moreover, companies across industries are not prepared 
enough to deal with the rising number of attacks.

Cybersecurity is increasingly important for sectors that are 
undergoing a digital transformation, use data extensively 
and are vulnerable to attacks. These risks are exacerbated 
when regulation is fragmented or lacking and when there is 
underinvestment in cybersecurity.

Power utilities across the globe are heavily exposed to 
cyber risks particularly with the move towards increased 
digitalisation, while healthcare companies have seen an 
increase in both the size and frequency of data breaches 
in the past five years, exposing often highly sensitive 
information.
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Source: Fitch Solutions Megatrends Survey

Level of CyberSecurity Risk By Factor

Moreover, the adoption of IoT and digital 
infrastructure networks in day-to-day-
operations means that cybersecurity has 
become very important for transport 
infrastructure. At the same time, the autos 
industry will also be at greater risk as the line 
between the autos industry and the wider 
technology industry becomes increasingly 
blurred with the shift towards IoT.

According to the Fitch Solutions Megatrends 
Survey, in 2020 fewer respondents felt well 
prepared to tackle cybersecurity concerns 
compared with in 2018.
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Survey Shows Cybersecurity Concerns Are More Prevalent
How Well Is Your Industry Prepared To Deal With Cybersecurity Concerns?
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CHANGING WORLD ORDER AND NEW 
GEOPOLITICAL ALLIANCES
China is strengthening its relations with many countries that have strained relations 
with the US and Europe, which is already acting as a significant counterweight to 
the West as it erodes the effectiveness of international institutions and the rules-
based system in place since the end of the Second World War.
Sino-Russian and Sino-Iranian relations have strengthened 
in recent years as ties between the US and these countries 
have deteriorated. Closer relations between China and other 
countries with autocratic, authoritarian or simply illiberal 
governments could pose a significant risk to the balance of 
power and stable relations across the global economy.

Moreover, the formation of the Shanghai Cooperation 
Organisation, the Belt & Road Initiative, the Asian 
Infrastructure Investment Bank and the Silk Road Fund are 
examples of how China is building parallel international 
institutions.

Many Economies Have A Negative View Of China
% Who Have A Negative View Of China
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Source: Fitch Solutions

Recent polling data conducted by the Pew Research Center 
showed that a growing number of Western countries have 
an increasingly negative view of China, which will further 
undermine trust. We believe that Beijing’s recent crackdown 
on technology and education companies will also serve to 
weaken China’s image in the West.

Sino-Russian relations have strengthened through military 
and energy cooperation and the alignment of international 
political positions. A recent example is Russia’s announced 
withdrawal in late April 2021 from the International 
Space Station in 2025, having signed a memorandum of 
understanding with China in March 2021 to build a lunar 
research station.

At the same time, as US-Iran relations frayed under 
former president Donald Trump, China’s relations with Iran 
strengthened. In March 2021, Beijing and Tehran signed a 
25-year USD400bn strategic and economic partnership. In 
addition, relations between the US and North Korea remain 
strained, whereas Pyongyang remains heavily dependent on 
Beijing for economic and technological support. Moreover, 
the US’s chaotic departure from Afghanistan after the Taliban 
took control of the country also provides an opportunity for 
China to increase its influence in the region.
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BRI Countries could feel pressure to align with china
Belt & Road Initiative – Map Of Land & Maritime Corridors
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Source: Hong Kong Trade Development Council, Fitch Solutions
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POTENTIAL TRIGGER POINTS
In and of themselves, these four areas will result in a steady increase in tensions 
between the West and China, and will serve to make the global business 
environment more challenging as the global economy becomes more fragmented and 
regionalised. In addition, we have identified several hypothetical events that could 
potentially trigger a much faster and more acute rise in tensions and fragmentation 
of the global economic and political order. These range from economic triggers to 
espionage, military missteps and sudden changes in the geopolitical landscape.

BROAD AREA EVENT PROBABILITY IMPACT

Economic

Rise in trade sanctions High Medium

Cutting off access to capital markets Medium High

Restricting market access by certain companies on national 
security grounds High Medium

Espionage

Defection of high-profile Chinese official(s) Medium Medium

Expulsion of diplomats Medium Low

Politicisation of foreign students in the US or China High Low

Sharp rise in debilitating cyber attacks High High

Military & 
Security

Accidental military collision in the South China Sea Medium High

Accidental shooting down of civilian airliner in the 
South China Sea Medium Medium

Establishment of a Chinese military base in Pacific Islands High High

Large-scale Chinese troop deployments to MENA,  
Sub-Saharan Africa, or Asia Medium High

Geopolitical 

Toppling of government in which either country has major 
interests Medium Medium

US shifting rhetoric towards recognising Taiwan as independent Low High

Formal creation of ‘Asian NATO’ Low Medium

China sharing nuclear technology with anti-US nation Low High

Proxy wars that embroil major players (Myanmar, Afghanistan, 
Korea) Medium Medium

West blames China for lab origin of Covid-19 High Medium

http://www.fitchsolutions.com
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POTENTIAL IMPLICATIONS
Given these dynamics, we believe that the risks of a rise in China-West tensions are 
being underpriced by global markets and we argue that a deterioration in relations 
could result in an eventual reassessment of longer-term forecasts around global 
growth, inflation and financial market volatility.

A continued rise in geopolitical, 
trade and military tensions 
increases the likelihood of 

downside risks to global growth, 
starting with the US and China 

but spilling over to other 
economies.

Developed market central banks 
are currently looking through 

short-term inflationary pressures. 
However, a continued rise in 
tensions could result in more 
complex and restricted supply 
chains and limited access to 
certain markets, which could 
increase the time and cost of 

producing and distributing  
goods globally.

After a multi-year period of 
low levels of volatility, a more 

challenging global environment 
could result in greater financial 
market volatility, particularly if 

military escalations become more 
frequent.

ECONOMIC GROWTH INFLATION FINANCIAL MARKET 
VOLATILITY
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DOWNSIDE RISKS TO GROWTH
We forecast average global real GDP growth of 2.7% over the period between 
2020 and 2029 compared with an average of 3.1% in the prior decade. However, 
we believe that the continued rise in geopolitical, trade and military tensions 
increases the likelihood of downside risks to global growth, starting with the US 
and China but spilling over to other economies. 
While some academic literature suggests that a sharp rise 
in military spending supports economic activity, we argue 
that a combination of an increase in trade-related tensions, 
rising political and economic uncertainty, restrictions around 
market access and a greater fragmentation of supply chains 
would most likely result in slower trend growth.

In the event of a direct military escalation between China 
and the West, the global economy would be faced with 
a significant exogenous shock to growth and an increase 
in uncertainty. Prolonged uncertainty around geopolitical 
risks and military security would lead to weaker private 
investment and higher financing costs.

Lower Growth

Less Efficient 
Supply Chains

Geopolitical 
Uncertainty

Military Risks Sanctions Higher Risk 
Premiums

Global Growth Could Ease Further
Real GDP Growth, %
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UPSIDE RISKS TO INFLATION
Developed market central banks are currently looking through short-term inflationary 
pressures, and 10-year and 30-year breakevens in the US show that market-based 
inflation expectations are broadly in line with historical levels. However, a continued 
rise in economic, trade and military tensions could result in more complex and 
restricted supply chains and limited access to certain markets, which could increase 
the time and cost of producing and distributing goods globally.
Given the vast scale of China’s manufacturing sector, shifting 
manufacturing out of China would require it to be spread 
across many less-efficient countries, given that no single 
economy has nearly sufficient scale to absorb that much 
capacity quickly.

Relocating just 1% of China’s goods exports would require a 
substantial increase in the total manufacturing output of any 
single country. A more diversified supply chain could result in 
lower economies of scale, greater intermediary shipping costs, 
higher political risk premiums and the potential for greater 
disruptions along the supply chain. In addition, restrictions by 
any single country on certain commodities and intermediary 
products could result in shortages of goods that require these 
raw and intermediate goods for their production.

3.5

3.0

2.5

2.0

1.5

1.0

0.5

0

Au
g-

98

Au
g-

00

Au
g-

02

Au
g-

04

Au
g-

06

Au
g-

08

Au
g-

99

Au
g-

01

Au
g-

03

Au
g-

05

Au
g-

07

Au
g-

09

Au
g-

10

Au
g-

11

Au
g-

12

Au
g-

13

Au
g-

14

Au
g-

15

Au
g-

16

Au
g-

17

Au
g-

18

Au
g-

19

Au
g-

20

30 Year10 Year

Could Inflation Expectations Break Out Of Their Secular Downtrend?
US Breakevens, % 

Source: Bloomberg, Fitch Solutions 

http://www.fitchsolutions.com


23fitchsolutions.com

Hard To Diversify Manufacturing Away From China
If 1% Of Chinese Exports Moved To This Country, 

How Much Would Total Domestic Manufacturing Have To Increase By? (%)
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POTENTIAL FOR GREATER FINANCIAL MARKET 
VOLATILITY
Significant central bank intervention in bond markets through quantitative easing 
programmes following the 2008-2009 global financial crisis and a broad reduction 
in global inflation, which reduced growth-inflation trade-offs for central banks, have 
helped to suppress financial market volatility.
While we expect central banks to remain active in 
suppressing bond yields and hence financial market volatility, 
a deterioration in China-West relations could result in larger 
and recurring bouts of volatility. In the event that military 
risks rise sharply, this would cause significant uncertainty 
for global investors, while fragmented supply chains or 
more limited access to resources would lead to supply chain 
challenges and margin compression for businesses.

While not always the case, a sharp rise in geopolitical risks and 
military escalations are correlated to a rise in financial market 
volatility. Political and security uncertainty can at times weigh 
very heavily on sentiment and equity markets for sustained 
periods of time. This was particularly true from the mid-1960s 
to the 1990s, which saw several events including the Cuban 
Missile Crisis, the Yom Kippur War and the first Gulf War 
weigh on equity returns.

Note: While political risk events may be correlated to a rise in financial market volatility, it does not mean that they are the sole cause of the increase in volatility. Source: Fitch Solutions, Bloomberg
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Political Events Sometimes Correlated With Rising Volatility
VIX & Political Risk Events

Jul-90 
Iraqi Troops Amass 
At Border 

Apr-01 
US-China Hainan 
P3 Incident

Feb-14 
Russia Seizes 
Crimea

Jan-20 
Wuhan Covid-19 

Lockdown 

Potential Change In Trend 
Since The Trade War?

Sep-01 
World Trade 
Centre Attack

Mar-11 
US Goes To 
War Against 
Libya 

Jan-18 
First Set Of 
Tariffs In 
US-China 
Trade War 

Aug-08 
Russia 

Invades 
Georgia

Jun-94 
US Contemplates 
NK Airstrike

Mar-96 
US Deploys 
Aircraft 
Carriers To 
Taiwan Strait
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Political Risk Can Cause Sustained Equity Weakness
Performance Of S&P 500 Following Major Event, %
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Note: The returns are not always calculated based on the date of the actual event. In some instances, we calculated the returns based on the peak in stock prices prior to the 
actual event given existing evidence of rising tensions, and that equity markets may have already started to price in the likelihood of escalation beforehand. Source: Fitch Solutions, 
Bloomberg
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