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The reshuffle of GVCs in the era of
US-China decoupling and COVID-19

In the 1990s, the fall of communism, the IT revolution and the creation of the World Trade

Organization opened a new era of globalization characterized by the rise of global value chains Seébastien Miroudot

- Senior Trade Policy
Analyst, OECD Trade

and Agriculture

(GVCs). Thanks to trade liberalization and technological progress, companies could fragment
production processes across countries and their increase productivity by relying on outsourcing

and offshoring. The accession of China to WTO in 2001 accelerated this trend. Globalization )
Directorate
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peaked in 2008 (Figure 1). This is the year where the import intensity of world production was
the highest. For each dollar of output in the world, there were 17 cents of trade in intermediate
inputs corresponding to all trade flows needed for GVCs to operate. While the Great Financial

Institute
Crisis led to a trade collapse, the fragmentation of production was almost back to its 2008 level ey
in 2011. However, we have since then entered into a new era where there is some form of @oecd.org

‘deglobalization’.

Figure 1. Global import intensity of production (1990-2019): share of trade in intermediate
inputs in world production
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1. The re-centering of the Chinese economy and a change in US policy

Why 2011? Nothing exceptional happened during this year. However, it is one year after
China overtook the US as the world's largest producer of manufacturing goods and the
year that marks the beginning of a shift in Chinese and US policies. In China, the 12th
Five-Year Plan put the emphasis on domestic consumption as opposed to investments
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and exports. The re-centering of the Chinese economy on
its domestic market explains part of the trend observed in
Figure 1 after 2011. The plan also involved fiscal incentives
and subsidies to develop seven ‘strategic emerging
industries’, including clean-energy vehicles, next-generation
IT and high-end equipment manufacturing. This type of
industrial policy based on state capitalism was not new. But
the fact that it was aimed at sectors increasingly competing
with products from developed nations triggered a change
in US policy.

While the rise in trade tensions and the US-China ‘trade war’
is generally associated with the presidency of Donald
Trump, it is actually under the Obama administration (with
Joe Biden as vice-president) that the first measures were
taken against China. Part of the strategy was to sign a large
trade agreement in the Asia-Pacific that would exclude
China (the Trans-Pacific Partnership that was finally ratified
without the US). The other part was based on trade
enforcement and trade remedies. The Obama
administration brought 11 new cases against China at WTO
and introduced a series of anti-dumping and countervailing
duties targeting Chinese products. This change in US policy
encouraged other countries to take action, with the
paradox of more protectionist policies adopted to react to
unfair competition and the lack of trade liberalization in
China.

Digitalization, servitization and new consumers’ preferences

Other underlying trends explain the change in the
organization of GVCs observed after 2011. The IT revolution
in the 1990s allowed firms to more easily communicate and
manage activities across countries. Today, the digital
transformation further facilitates operations of multinational
firms but also reduces the need for physical trade flows and
their value. As data and services are exchanged on
electronic platforms, the value of goods traded is more and
more limited to their manufacturing and new business
models create value in the distribution stage or through
services (@ phenomenon called ‘servitization’). These services
are produced in the headquarters of companies or close to
consumers in each market, leading to shorter value chains
and higher levels of domestic value added. New
technologies such as 3D printing might further accelerate
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the dematerialization of trade flows.

Moreover, the digital revolution involves technologies such
as artificial intelligence and advanced robotics that can
lower manufacturing costs in developed countries. With
rising wages in China and other emerging economies, this
could offset the gains from offshoring and reduce the
incentives to produce in locations with low labor costs.

Finally, one should not underestimate the role played by
consumers in the current reshuffling of GVCs and their new
aspirations for greener and more socially responsible
products, as well as locally produced goods. As economies
become richer, consumers are ready to pay slightly higher
prices for products that reflect certain values or meet social
standards. Economic nationalism is also on the rise with
consumers convinced that buying local products is better
for the economy.

3. The impact of COVID-19

While the above trends were already emerging before
COVID-19, the pandemic has triggered a new debate on
GVCs where international production and sourcing are seen
as a factor of risk and where domestic sourcing and
reshoring could lead to more resilient supply chains. The
origin of this debate may be related to the trauma
associated with the shortage in face masks and other key
medical supplies, such as ventilators, at the height of the
crisis in some countries.

However, it is not clear that there was a specific issue with
GVCs and international sourcing during COVID-19. Despite
important disruptions related to health measures put in
place by governments to limit the spread of the virus
(including the full lockdowns of some economies),
companies have managed to mitigate the impact of the
crisis on the operations of their supply chains. OECD work
(including interviews with many companies) indicates that
GVCs were rather resilient during COVID-19. Industries
producing essential goods, such as the agro-food sector or
the pharmaceutical sector, did not report any major
disruption. The fear that the Chinese lockdown would put a
halt to world manufacturing did not materialize, with Korea
a good example of how a country dependent on Chinese
inputs did rather well to mitigate the impact of the crisis
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(Korea being the OECD economy with the lowest projected
fall in GDP in 2020).

As face masks were mostly produced in China and the
pandemic started in China, one can understand why
COVID-19 drew the attention to GVCs and re-ignited the
debate about their dependence on China. However,
international production is not what explains this type of
shortage. What happened with face masks is an
unexpected surge in demand (with OECD estimating the
demand to be multiplied by 50), making it impossible for
any country (incuding China) to increase production
sufficiently quickly to meet demand. Reshoring and
domestic production are not answers to such issue. It is
rather through stockpiling strategies and contingency plans
for the reconversion of some manufacturing plants that
governments can address surges in demand for essential
goods.

4. What will happen after COVID-19?

It is very unlikely that companies will resort to reshoring
once the COVID-19 crisis is finished. There is no economic
rationale in dismantling GVCs and in renouncing to the
gains permitted by offshoring. Moreover, global firms will
continue to produce across several markets and close to
their customers. OECD analysis and firm-level evidence
highlight that GVCs are the solution to disruptions in supply
chains rather than the problem. For example, Samsung
could shift the production of its high-end mobile phones
from Daegu to Viet Nam when the pandemic came to
Korea. Global production networks offer additional flexibility
for firms to manage risks.

However, if the US-China decoupling intensifies, there will
be more companies moving part of their operations
outside China. Since these companies will still be interested
in serving the large Chinese market, the decoupling will
concretely mean that redundant supply chains will be
created for products sold in China and in the rest of the
world. This involves higher costs but also implies that
investment or production in China will not significantly
decline.

GVCs will also continue to change as a result of the digital
transformation, servitization and the evolution of consumers'’
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preferences in a world where climate change might be
increasingly influencing the organization of production. This
does not imply that production will be less global but that
it could be global in a different way with possibly shorter
physical value chains.

5. What can governments and companies do?

The main risk in the post-COVID-19 world will be the policy
risk associated with rising trade tensions. Unlike changes
related to technology and consumers’ preferences,
restrictive trade and investment policies bring inefficiencies
and lower levels of productivity and income. Trade tensions
can be addressed in the context of WTO or through
regional organizations. It is not clear at this stage whether
the opposition between China and the US will allow WTO
to be again the main body where trade disputes are
resolved and where new disciplines can consolidate a rule-
based multilateral trading system. The appointment of a
new Director-General and the preparation of the 12th
Ministerial Conference next year will be key to see whether
a new consensus can be found. But if it does not happen at
WTO, there are other regional fora where the dialogue can
continue. It is important for the private sector to encourage
governments to resort to international cooperation rather
than unilateral action.
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