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‘ALLY SOURCING’ WILL DRIVE A SUPPLY CHAIN
TRANSFORMATION

Existing political tensions between the US, its Western allies and China have been stoked by the crisis in
Ukraine. Russia has joined what could be termed the ‘sino-sphere’, supplying oil and natural resources to
China in return for a range of high tech and consumer goods.

This raises the prospect of two distinct supply chains developing - the idea of ‘ally’ or ‘friend’ sourcing - a
world in which global supply chains evolve to structures based around political allegiances rather than
economic logic.

RUSSIA JOINS THE ‘SINO-SPHERFE’

The trade and finance sanctions imposed by much of the international community on Russia following its
invasion of Ukraine in February 2022 have resulted in its exclusion from the majority of Western supply
chains. This has necessarily forced Russia to a pivot eastwards to countries which remain supportive of the
Putin government or at least seek to retain neutrality.

Of these countries, China is by far the most important and the increasingly close relationship between the
two partners has resulted in a surge in trade. China Customs data for the first five months of the year (Jan-
May) indicated that bilateral trade increased by 28.9% to $65.8 billion. Imports from Russia grew at 46.5%
year-on-year although Chinese exports to Russia increased by a much lower level, just 7.2%.

Whilst Russian exports are predominantly commaodities such as oil, gas, soybean, timber and vegetable
oils, imports from China are higher value add including mechanical products, mobile phones, transport
equipment and consumer products.

Russia’s need for high tech products has become critical given US-led export controls put in place in
February which prevented the sale of semiconductors, information and telecoms equipment, electronics
and computers to Russia. Korea and Japan signed up to the embargo and Taiwan is effectively bound by its
constraints due to the application of the US ‘foreign direct product’ rule. This means that the export of any
chips (and many other products) made using US equipment or software is banned to proscribed countries,
now including Russia.

Itis reported that these controls have already had a far-reaching impact on the Russian economy,
especially in its more advanced manufacturing sectors. For example, its aerospace industry has been hard
hit with the delay of the flagship airline project, the MG21. Car manufacturers, already facing chip supply
chain shortages, are now in crisis, including national vehicle maker Avtovaz. After a complete cessation,

it was able to start production of one model in June but only after it adapted the vehicle to include, as it
commented, '...as much localization as possible, excluding the effect of imported components’ shortage.
In effect this means stripping out latest technologies and regressing to that employed in previous
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generations of cars.

The recent invasion of Ukraine may have led to a sweeping trade embargo by the West but some
sanctions had already been in place following Russia’s 2014 incursion into the Crimea. This had resulted
in an earlier pivot to China, Taiwan and Malaysia from German, Italian and French electronics suppliers
although Russia’s ambitious plans for developing its own high tech sector have been almost entirely
unsuccessful.

China is likely to play an important role in the future supply of semi-conductor chips to Russia, but the

US has already warned the country against any breach of agreed export controls. Experts believe that
regulations have been adhered to so far but worry that this may not continue much longer given Russia'’s
desperation. Publicly, the Chinese government is unhappy about the pressure being exerted by the US
and its Ministry of Commerce has warned that if companies comply with the sanctions they would risk
being placed on its ‘Unreliable Entity List’. Despite this, China itself relies heavily on US technology and

so will be reticent about blatantly ignoring controls. This seems to be evident in the much lower levels

of export growth from China to Russia seen in the first five months of 2022 - there is no stampede from
Chinese companies to 'backfill’ the vacuum created by the lack of Western exports, especially if this means
running foul of Western sanctions.

In the long term China, like Russia, also wants to replace US technology with its own, leading potentially to
the complete upstream bifurcation of supply chains, at least in some strategic, high value sectors.

RUSSIA'S RELATIONSHIP WITH INDIA

China is not the only country to provide support to Russia in the face of Western opposition. India too has
rejected calls from the US and Europe to back sanctions and, as a result, has become an important market
for Russian oil. Before the invasion, only a small volume was exported to India due to the cost of transport.
However, this has rapidly changed due to India’s huge reliance on energy imports and the recent increase
in the global price of oil which is already having an impact in terms of inflation.

Therefore, the prospect of a cheap source of oil from Russia has been too tempting to turn down, despite
Western pressure. Latest figures show that India is importing a million barrels of oil a day from Russia,
making up a quarter of its energy imports. India’s relationship with Russia is deep-seated which makes it
unlikely that its energy policy will change anytime soon. In any case, if India looked to source its oil from
global markets this would only increase pressure on the oil price - some analysts think by as much as $10
a barrel. However, there are concerns that Russian oil, refined in India, may well make its way back into
Europe. Oil from various sources can be blended, hiding its origins.

The import of oil is not the only way in which the two countries are collaborating. An agreement between
Russia, India and Iran as well as a regional alliance of countries, including Central Asian republics, has
facilitated the development of a transport corridor allowing containers to be shipped by rail from Russia
through Iran and onto India by sea. India has significantly backed the scheme investing over $2 billion, a
proportion of which has involved the construction of infrastructure in Iran.
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NEW FINANCE MECHANISMS

Itis not only the physical element of supply chains which is being re-structured. Russia is also looking to
China for help in developing alternatives to SWIFT, the system which underpins much of global finance.
Since the invasion of Ukraine Russian banks have been banned from its use and although Russia has
previously developed its own system (post-Crimean incursion), the SPFS, this has only ever been used
domestically.

In future the SPFS could be linked with China’s own yuan-backed financial messaging system allowing for
the more efficient transfer of funds between traders based in the two countries. A spokesman for the
Russian Foreign Ministry said in April 2022, “It is clear that we are going through a period of adaptation. We
need to find possibilities to build supply chains in the new conditions, financial mechanisms for interaction,
to ensure settlements in national currencies. This requires some time and effort. And this is what our
countries are now actively engaged in.” However, China’s system itself is very limited and there would be
political pushback from the US and its Western allies if China were being seen to be helping Russia flout
sanctions. Russia’s relatively small volume of transactions on the system may not make the subsequent
political fall out worthwhile.

A NEW VISION FOR GLOBALIZATION?

The war in the Ukraine has increased pressure on a global trading regime already creaking under the
stress of a side-lined World Trade Organization; increased protectionism; deteriorating US-China relations
and, of course, Covid. Whilst there are still many who promote the economic benefits of ‘free trade’,

this argument is becoming more difficult to make due to a fracturing of any consensus which may have
previously existed.

Many former ‘free marketeers' recognise that pursuing the aim of ‘open and unfettered’ access to
international markets has naively allowed countries such as China to promote their ‘soft power” and
influence through trade and investment. China's Belt and Road Initiative is a case in point. Its investment
in transport infrastructure in emerging markets has given it huge influence in countries throughout

Asia, Africa and Latin America. European and US governments over the past twenty years, beguiled by
the riches of China's domestic market, have, until recently, been blind to China’s government’s barely
concealed ambition to use globalization as a means to a political end. Some may say that globalization has
been hijacked to create a sino-centric trading network, acting as a conduit for political leverage. The West
has only itself to blame. After the Great Recession of 2009, many institutions and banks withdrew from
emerging markets leaving a vacuum of finance. This allowed China to step into the void and resulted in a
pivot eastwards by many countries desperate for the investment to continue their development plans and
bitter towards the West.

Only recently have the EU and the US attempted to address the growing influence of China. At the 2021
G-7 meeting, the Build Back Better World (B3W) Initiative was launched, aimed at ‘narrowing the $40
trillion developing country infrastructure gap’ by 2035 and providing an alternative to China’s ‘problematic
lending practices’. Unlike China's financing deals, there would be fewer strings attached that could lead to
assets (such as ports or airports) being seized.
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The US has also sought to exploit political tensions between the two giants of the developing world,

India and China. India, unlike neighbours Pakistan, Nepal and Sri Lanka, refused to join the BRI due to
worries over its territorial integrity. The US and, more widely, the G7 hope that it can create an alliance of
democratic countries to counter the expansion of China and in return facilitate the transfer of technology,
skill development and finance. However, India’s stance on Russia’s invasion of Ukraine will provide little
encouragement that this ‘democratic alliance’ is more than an aspiration.

ENVIRONMENTAL AND SOCIETAL ENGINEERING

Whilst trade has always been inextricably tied up with politics and economics, it is only relatively recently
that environmental and ethical considerations have become important factors in measuring the success
or otherwise of globalization.

US Trade Representative, Katherine Tai, has made the enforcement of environmental standards a priority,
for example, highlighting the plight of the vaquita, a cetacean critically endangered by illegal fishing, in
waters around Mexico as well as illegal logging in Vietnam. The aim is to use trade regulations to keep
illegally harvested or traded goods out of the supply chain.

Beyond this, trade has now become a conduit for the promotion of a range of societal objectives.
According to the US Trade Representative, the Biden administration is designing a trade policy that will,
‘consider the intersection of race/ ethnicity, gender, age, education, income, disability, orientation, region,
and underserved communities.’

Although there are very few who would argue against any of the outcomes aspired to by administrators
such as Ambassador Tai, it must be understood that trade is now being used as a lever to pressurise
partners into falling into line with Western doctrine in much the same way as China has used trade and
investment to promote its own interests. Whilst many reading this article will seek to discriminate between
the two goals - one being wholly positive whilst the other is brazenly geopolitical - the mechanism used is
essentially the same.

CONCLUSION = A WHOLE LOT MORE COMPLICATED...

Russia’s invasion of Ukraine and its subsequent exclusion from Western trading networks has resulted

in its forced pivot eastwards to China and to a lesser degree India (and other ‘non-aligned’ economies).
This has consolidated the trend towards a bifurcation of global supply chains - one sino-centric, the other
more Western based.

This has come at a bad time for the globalised system of trading upon which most of the prosperity of
the last few decades has been founded. Only recently have politicians of all persuasion recognised that
China has been allowed to use supply chains and international transport networks as a route to project
its power globally. Until now, most opposition to globalization has come from the labour organizations
who have seen many of their members made unemployed due to what they regard as unfair and state
subsidized competition (and in many cases have been right to do so). Many manufacturers and suppliers
in the US steel industry, for example, complain that they have been forced to shutter operations due to
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the costs of environmental regulations which other competitors in many foreign countries do not have to
adhere to.

For decades we have seen the rolling back of protectionism, where the influence of domestic and
international politics waned as a consideration in global trade relations. Economic concerns achieved
primacy due to the belief that the value which was created benefited all parties. Unfortunately, not all
this value was shared with the many communities in the West which did indeed lose out. And it could

be argued that not enough value was shared with the labour in Asia (and other low cost manufacturing
locations) to placate those who believed that globalization's benefits were predicated on the exploitation
of foreign workers.

Beyond this, Western administrators have finally woken up to the threat to security presented by the
out-sourcing of strategic elements of manufacturing to third-countries. However, the decades’ long
development of highly complex production supply chain networks and eco-systems cannot be unravelled
quickly without inflicting huge damage on the global economy, especially in sectors such as high tech,
automotive, chemicals, pharmaceuticals and aerospace. China and the West will be aware of the
limitations of their rhetoric in the face of economic realities.

Regulation of global supply chains is now also being used to engineer environmental and societal
outcomes by trading access to Western domestic markets in return for commitment to more sustainable
policies and behaviour. Whilst this may seem a perfectly reasonable exchange, it may also be seen by
many in developing countries as just another form of Western power projection.

The purpose of this paper has been to highlight the changing economic and political priorities which
are starting to unravel the logic behind globalization. These pressures come in addition to a growing
understanding of the real cost of supply chain risk which needs to be factored in when out-sourcing
production or supplier selection. Natural disasters, shipping rates, climate change, strikes, oil price rises
and pandemics have all raised question marks over globalization. As supply chains become increasingly
politicized and ‘weaponized’, things are set to get a whole lot more complicated.
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ABOUTTI

Ti Insight is a leading logistics and supply chain market research and analysis company
providing:

 Supply Chain and Logistics Market Research Reports

* Global Supply Chain Intelligence (GSCi) online knowledge platform
 Consulting and Market Research projects

* Training, Conferences and Webinars.

Ti has acted as advisors to the World Economic Forum, World Bank, UN and European Commission as well
as providing expert analysis to the world's leading manufacturers, retailers, banks, consultancies, shipping
lines and logistics providers.

Expertise includes:

* Analysis of corporate strategies of leading express, freight forwarding and logistics companies.

Global usage and perception studies of shipper and logistics provider behaviour.

* Micro-economic analysis of key logistics segments: express, freight forwarding, road freight, contract
logistics, warehousing, air cargo, shipping and e-commerce logistics.

Analysis of supply chain strategies employed in industry vertical sectors: pharmaceutical, fashion, high
tech, oil and gas, consumer, chemical, cold chain, automotive and retail.

« Market sizing and forecasts of key logistics segments and vertical sectors.

Intelligence on emerging markets logistics sectors in Asia, Africa, Latin America, Eastern Europe and
Middle East.

What Sets Ti apart?
* Led by leading industry experienced experts
* Globally recognised and trusted brand

* Global Associate Network provides a multi-country, multi-disciplinary and multi-lingual extension to Ti's
in-house capabilities

« More than fifteen years of knowledge delivery to global manufacturers, retailers, banks, consultancies,
shipping lines and logistics providers

+ Unique web-based intelligence portals

* On-going and comprehensive programmes of primary and secondary research.

For further information about Ti or any of its products and services, please contact Michael Clover, Head

of Commercial Development: Email: mclover@ti-insight.com
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LICENCE AND COPYRIGHT

Ti reports contain copyrighted material. The user may not modify, publish, transmit, participate in the
transfer or sale, create derivative works or in any way exploit, any of the content, in whole or in part.
Except as otherwise expressly permitted under copyright law or these Terms, no copying, redistribution,
retransmission, publication or commercial or non-commercial exploitation of downloaded material will be
permitted without the express written permission of Company and the copyright owner.

You are permitted to print and download extracts from this report for your own private use on the
following basis:

(a) no documents or related graphics are modified in any way;
(b) no graphics are used separately from accompanying text; and
(c) any of our copyright and trade mark notices and this permission notice appear in all copies.

You are permitted to use the documents which we supply to you for your own legitimate purposes. The
documents (or access thereto) may not be sold or offered for sale to third parties, whether in whole or in
part.

ABOUT THE FOUNDATION FOR FUTURE SUPPLY CHAIN

Established in 2021, the Foundation for Future Supply Chain is a not for profit organization
dedicated to improving the understanding of some of the industry’s most pressing
challenges.

The Foundation provides governments, inter-governmental organizations, NGOs and
business leaders with an independent source of thought leadership, addressing and advising
on critical policy issues such as sustainability and ethics; security and risk; innovation and

disruption; future mobility and automation.
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