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Foreword

The Covid-19 pandemic has had enormous impacts on
people and communities around the world. It has also
deeply impacted business and supply chains. We have
learned a good deal over the past two years about the
interconnectedness of global logistics and trade.

It’s clear for instance that the trade
challenges that the pandemic occasioned
have accelerated certain structural
trends that will shape future growth in
the global economy, for example in the
context of digitalisation. At the same
time the pandemic has underlined our
vulnerability to global shocks and the
importance of ecological stewardship.
These trends have the capacity to
transform businesses and industries.
They also offer significant opportunities
if we capitalise on innovation to drive
genuinely sustainable economic
development and business growth.

The UK Government is committed to
being a world leader in this transition by
developing and promoting technological
innovation and low-carbon solutions
domestically and internationally. In 2019,
the UK became the first major economy
to legislate for a move towards net-zero
emissions by 2050. The government’s
2020 Ten Point Plan is mobilising £12bn
(US$16.5bn) to invest in clean growth
technologies and initiatives, with an

aim to support 250,000 green jobs by
2030. With “clean growth” becoming
the new economic paradigm, the
government supports business across
sectors, such as agriculture, energy,
consumer goods and financial services,
in adopting sustainable and resilient
operational and sourcing practices such
that they can take full advantage of the
opportunities coming from the transition.

The UK is also a global leader in the
digital economy-developing and
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commercialising advanced technologies
and services such as Al, robotics and
blockchain. Mass digitalisation is, in turn,
supporting vibrant disruptor industries,
such as fintech (financial services),
healthtech (health and medical goods and
services), edtech (education services), and
creative industries. This digital economy
is a critical source of employment across
the country and the UK Government

has been working towards ensuring that
businesses can successfully compete
globally. This includes work to develop
critical skills domestically and attract

the best talent from around the world.

Flourishing International trade will

play a critical role in ensuring that
economies around the world overcome
the unprecedented economic and social
challenges occasioned by the pandemic,
climate change and technological
disruption. The UK Government will
continue to champion an open and

fair trade and investment landscape,
supporting UK businesses’ ability to
innovate and offer their goods and
services around the world, facilitating
productivity growth, inclusive economic
development and economic opportunity
for UK companies on the global stage.

G

Andrew Mitchell

Director General

Exports and UK Trade

Department for International Trade (DIT)
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Figure 1: Changing guards: Top host
economies by FDI inflows (2019-20)

Trade and investment

in the pandemic

Globalisation has been facing headwinds for several years.

The free flow of goods, services, ideas
and people that propelled the world
economy through the 1990s and 2000s
was dealt a blow by the global financial
crisis and the rise in protectionism

that followed, especially in advanced
economies. Trade-restricting measures,
such as temporary export bans and other
non-tariff measures, have mushroomed,
while multilateral negotiations on trade
liberalisation are at an impasse.!

At the same time, the forces of global
trade are changing. The shale revolution
reduced the need for the US to import
large amounts of oil and gas, for
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instance, while Chinese demand for
natural resources fell as its booming
economy slowed in the 2010s. Together,
those forces ushered in a period of
“slowbalisation”-a stagnation, rather
than decline, of globalisation over the
past decade.? As a share of GDP, global
trade and foreign direct investment (FDI)
had not returned to their pre-financial
crisis peaks before Covid-19 struck.®

The pandemic also precipitated changing
patterns in FDI inflows, causing some
host countries’ investment to decrease,
while others, such as Hong Kong,

India and Luxembourg, demonstrated
increased FDI inflows in 2020.
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According to the
United Nations
Conference

on Trade and
Development
(UNCTAD), FDI
flows plunged
35% to US$1trn
in 2020.

Figure 2: Global trade: Back in
black: World Merchandise Export
Volume, Index (2015=100)

The virus has touched every corner

of the global economy and brought
unprecedented challenges to global
trade. Lockdowns and border closures
fettered the free movement of people
and goods. Demand crashed as
shops closed down, dozens of major
companies went bankrupt, and millions
of jobs were lost. In all, the global
economy contracted by 3.5% in 2020,
though individually, many countries
experienced worse shocks to GDP.

Capital flows also suffered. According to
the United Nations Conference on Trade
and Development (UNCTAD), FDI flows
plunged 35% to US$1trn in 2020, as active
investment projects ground to a standstill,
and companies reconsidered future plans.
That marked their lowest level since 2005.

Trade in services was also hit hard.

The World Trade Organisation (WTO)
estimates that commercial service
exports declined by 20% in 2020, as
travel restrictions curbed face-to-face
meetings. With planes grounded, tourism
earnings generated by hotels, restaurants
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and tour operators plunged by 63%.°
Universities reeled as revenue-generating
international students were locked

out, and creative industries relying on

live audiences were shut down almost
overnight. Europe’s performing arts sector
lost 90% of its revenue and its music
sector posted a 76% decline in 2020.¢

By comparison, the global trade in

goods proved remarkably resilient.

As the pandemic took hold, the WTO
predicted that it might slump by up to a
third.” In the event, it fell by 5.3% in 2020,
bouncing back after a bottom-out in the
second quarter. That is partly due to

the easing of lockdowns and the arrival
of vaccinations. Huge fiscal stimulus
packages supported consumer spending,
while many businesses found innovative
ways to sustain their operations.’
Moreover, when untraded domestic
services, such as eating out or going to
the cinema, ceased altogether, consumer
demand was redirected towards other
traded goods.® Remarkably, global trade
in goods is expected to grow by 10.8% in
2021," as the global economy recovers.
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Source: World Trade Organization (WTO)

Some industries are emerging from the
pandemic stronger. Two in particular stand
out: digital technology and the market

for low-carbon goods and services. These
had started overhauling our lives before
the pandemic arrived, with Covid-19
hastening their uptake as companies were
forced to digitalise their supply chains,
consumers demanded more sustainable
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ways of living, and governments set
stronger climate pledges. The advance
of these industries is fuelled by a third
trend: the resurgence of industrial policy,
designed by governments to guide
countries out of the pandemic. The
following sections of this report examine
these three themes in greater detail.
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Covid-19
accelerated
the uptake of
technology in
business and
society by
several years,
as digitalisation
became a
necessity rather
than a choice.

Figure 3: Fintech boom: Number of UK
Fintech companies (rebased at year 2000),
2000-2020

Mass digitalisation

Of all the trends shaped by the pandemic, the
digitalisation of global value chains (GVCs) for
goods and services is perhaps the most visible.

Covid-19 accelerated the uptake of
technology in business and society by
several years, as digitalisation became

a necessity rather than a choice. This is
particularly evident in the sectors hit worst
by the pandemic. In education, lockdowns
forced universities and schools to shift to
online learning models, with varying degrees
of success. E-commerce uptake reached
levels that would otherwise have been years
away, with sales in the UK rising by 46%

in 2020.2 Theatres and musicians started
streaming live productions into people’s
homes.® Meanwhile it was estimated that
six million adults in the UK downloaded

an online banking app for the first time.*

Having transformed economies, that
transition is not likely to end with the
pandemic. Covid-19 has consolidated the
integral role of digitalisation in growth
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and protection against future shocks.
Companies are deploying Internet and
Communication Technologies (ICTs) not
only to interact with consumers, but to
bolster resilience in their supply chains. Well-
established tools, such as digital payments
and cloud computing, are already widely
used in GVCs. Increasingly, they are
supported by advanced technologies,
including the Internet of Things (loT),
artificial intelligence (Al) and machine
learning, robotics, blockchain solutions,
virtual and augmented reality (VR and AR)
and 5G.® Big data is being harnessed to
root out waste and inefficiencies in supply
chains. The growth and acceptance of
digitalised innovation is evident when
considering the rise in digital-tech start-up
platforms that have been rapidly taking
over the financial services market in the UK.
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Figure 4: Resilient IT: Total IT spending
on packaged software, hardware and IT
services (% change year-on-year).

The UK, with its
bubbling tech
venture capital
(VC) scene,
remains a hub for
start-ups, with
London currently
ranking fourth in
the world behind
San Francisco,
Beljing and

New York as a
source of tech
VC investment.

Total spending on ICT was growing ata
steady rate of 4% annually before Covid-19,
and is expected to pick up from 2021, driven
by the uptake of advanced technologies
such as Al and IoT. This should propel global
ICT spending from an estimated US$5.2trn
in 2021 to $5.8trn in 2023, according to
International Data Corporation (IDC), a
technology research firm.¢ Investment

in Al, in particular, is soaring. By one

2009 (Great recession)
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Source: The Economist Intelligence Unit; IDC

Mass digitalisation is, in turn, supporting
vibrant disruptor industries, such as fintech
(financial services), healthtech (health and
medical goods and services) and edtech
(education services), among others. Aside
from the US and China, countries such as
the UK, India and Canada are home to
companies at the forefront of these growing
fields of activity. The UK, with its bubbling
tech venture capital (VC) scene, remains a
hub for such start-ups, with London currently
ranking fourth in the world behind San
Francisco, Beijing and New York as a source
of tech VC investment.” Britain is among
the top global destinations for investment
in agritech start-ups, which attracted
USS$11bn in funding in 2019.2° According to

a report by Deloitte, the UK is home to a
growing fintech industry, with around 2,500
companies disrupting business models
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estimate, worldwide revenue generated

by the sale of Al-based software and
services will grow from US$62bn in 2020

to US$998bn in 2028.” The same goes for
cybersecurity, which saw growing demand
as workers set up at home and companies
moved to cloud-based infrastructure
during the pandemic. Global revenues for
cybersecurity services are projected to rise
from US$67bn in 2019 to US$TT1bn in 2025.%

Italy Japan UK us

in sub-sectors including retail banking,
insurance and wealth management.?

This will have far-reaching consequences
for global trade and investment in the years
ahead. Though emerging technologies

are finding their way into GVCs, their
deployment is still relatively low, and

there is a long way left to run before their
transformative effects are fully felt.?? Going
forward, they will enhance global food
supply chains and create more immersive
learning experiences. They promise

to deliver more localised, customised
financial services,? promote efficiencies in
manufacturing and agriculture, and improve
consumer-facing services. Countries leading
the development and deployment of these
technologies will benefit from growing
investment flows in the years ahead.
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Figure 5: Sustainability matters:
% who agree with the statement “| will
buy more sustainable products” after
the pandemic has ended

The sustainability shift

The second notable trend accelerated by the
pandemic is the drive for sustainability.

Before Covid-19, companies were setting
increasingly ambitious targets to reduce
emissions and clean up their supply chains.
The economic shock that the pandemic
triggered could have derailed such plans,
however the opposite happened. “Clean
growth”, and a drive for sustainable and
resilient sourcing, became the new stated
economic paradigm, impacting all sectors
of the economy, from consumer goods to
energy, agriculture and financial services.?*

This was driven partly by supply-side
shocks. Bare supermarket shelves and
global shortages of personal protective
equipment (PPE) reinforced the need for
companies and governments to build
greater resilience against unpredicted
external events. The pandemic exposed
fragilities in the just-in-time supply chains
that industries, including agriculture and
retail, had been depending on, as well as
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One consequence may be a push to bring
supply chains nearer to home. There were
signs before the pandemic that some
multinational enterprises (MNEs) were
beginning to pull back from globalised
supply chains, driven by protectionist
trade policies and political uncertainties,
among other factors.?® As they look to
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the risks of relying on single nations as
sources of traded goods. According to one
survey of supply chain executives, 100%

of respondents said they experienced
production and distribution problems at
the height of the pandemic in 2020.%

Covid-19 may also have driven demand-side
changes. For several years, shoppers have
been growing increasingly conscious of the
environmental and social consequences of
fast fashion, long-haul holidays and reliance
on imported products. According to recent
EIU research, web searches for “sustainable
fashion” tripled in the US and Europe
between 2016 and 2019, for example,? while
demand for meat and dairy alternatives

has grown considerably. One survey
estimates that over half of international
consumers plan to buy more sustainable
products once the pandemic subsides.?”

40 50 60 70 80

protect themselves from future shocks,
more firms may seek to unwind the gradual
outsourcing that saw them shift large
portions of their operations to developing
nations. That shift could include diversifying,
regionalising, localising or ‘near sourcing’

(a process of moving operations closer to
the point of sale) more of their operations.



The pandemic
is shifting

the global
investment
landscape
towards the
sustainability
imperative.

Figure 6: Climate finance
growth: Total global climate
finance flows (US$bn), 2012-2019

The challenge for companies is to find a way
of bolstering resilience in their supply chains
without compromising competitiveness,

and while continuing to meet consumer
demand for speed and convenience.

Concurrently, the pandemic is shifting

the global investment landscape towards
the sustainability imperative. As the risks
relating to company assets’ exposure to
climate change grow more real and visible,
shareholders and financial institutions

are looking increasingly at sustainability
credentials as a measure of long-term
resilience. As markets slumped in 2020,
firms with higher environmental, social and
governance (ESG) ratings outperformed
their peers.? Since January 2020, the S&P
Global Clean Energy Index has advanced
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Source: Climate Policy Initiative

It remains, however, only a fraction of
what is needed. Financing the transition
to a climate-resilient economy will

require unprecedented political will

and mobilisation of financial resources.
According to estimates from BCG
Partners and The Global Financial Markets
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by 63%.3° Green finance—a blanket

term for the money needed to support
investments that will curb global warming—
is thriving. UNCTAD estimates that the
market for green investment products,
such as sustainable funds, green bonds
and social bonds, reached US$3.2trn in
2020-an increase of more than 80% on
their levels in 20193 That trend is certain

to continue. Private sector innovation is
driving down costs and improving the
performance of green goods and services.
The vast majority of private financing is
making its way towards transport and
renewable energy projects. Greenfield

FDI flows into clean energy surpassed

that in hydrocarbons for the first time in
2020,% while renewable energy capacity
grew at its fastest pace this century.®

2016 2017 2018 2019

Association, some US$100-150trn will be
needed to keep global warming to 1.5°C
above pre-industrial levels by 2050-the goal
set under the Paris Agreement in 2015.34 That
amounts to an average investment of US$3-
5trn a year—eight times the current figures.




UK perspective: Sustainability as opportunity

The transition to net zero offers a chance for governments and businesses to
shape the economy of tomorrow. In the UK, much attention has been paid to
both political support for the green transition and private sector innovation.
The UK Government, host of the November 2021 COP-26 climate conference,
has a long-standing commitment to Greenhouse Gas (GHG) emission reduction.
In 2008, the UK legislated to reduce GHG emissions by at least 80% by 2050
compared to 1990 levels. This target was updated to 100% in 2019, making the
UK the first major economy to legislate towards net-zero emissions.®%3¢

The government also implemented targeted industrial support measures and
financial aids, including the national Ten Point Plan, mechanisms like the Automotive
Transformation Fund (ATF) and the support offered by UK Export Finance to boost
the international reach of UK green goods and services businesses.*” As a result,

the country is also among the leaders in R&D and commercialisation in segments
including electric vehicles and e-mobility, batteries, and offshore wind alongside
hydrogen and emerging alternative fuels, like algae.® British companies are also
offering green finance and digital services, from carbon accounting start-ups
through to the green finance products emerging in London’s vibrant financial sector,
including ESG investment platforms, green bonds and disclosure requirements
pushing major multinationals to reach a stronger sustainability performance.®

Figure 7: Green export potential:
Comparative advantage in

environmental goods
Mo-02 #o2-05 0.5-1 1-1.2 12-2 M 2-62

Source: International Monetary Fund?*
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However, despite significant progress in some of these areas, more needs to be
. done to mobilise financial, human and technological resources for sustainable
Deve | @) pl ng and inclusive economic development in the face of global environmental,
a nd Gtt ra Cti ng social, technological and political challenges. Developing and attracting top-

quality talent is critical for fostering innovation in advanced digital and clean

'to p- q ud I |ty technology. This requires keeping the international trading system open to
the flow of goods, services, labour and finance—-particularly those required

ta Ient IS Crltl ca I for technological innovation and net-zero transition. It is also critical that the

M transition is inclusive and “just” for communities, with clear support for diversifyin
for fostering n s incl ; . ar Supp fying
. . economic activity and helping people adapt in a changing labour market. To
N nOVOt|O @] balance these objectives, there is a need to differentiate truly environmental

state industrial policy from protectionism under the guise of climate transition.*°
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The industrial policy era

The trends of mass digitalisation and an increased focus
on resilience and sustainability were boosted by a third
theme: the return of big government and industrial policy.

As businesses closed and workers were

sent home, governments pumped trillions
of dollars into the global economy through
programmes including wage subsidies and
furlough schemes, bolstered unemployment
benefits and rent and tax holidays. These
made the interventions of the global
financial crisis, and the Marshall Plan, which
helped rebuild Europe after the Second
World War,* look small in comparison.

In the US, President Joe Biden approved
a US$1.9trn relief package in March
2021, adding to a US$200bn bill passed
by Congress in December 2020, and
another US$2.5trn of aid approved

by former President Donald Trump
during his last year in office.*? Stimulus
packages in the UK equated to over 17%
of GDP.* Some estimates put Japan’s
fiscal outlay at over 50% of GDP.#

Figure 8: Committing to environmental Higher numbers Lower numbers
sustainability: Sectoral measures with clear of measures of measures
positive environmental implication . . .
Other,
s e Ground Maritime Heavy P . Waste multiple or
Energy Aviation transport transport Industry Buildings Agriculture  Forestry Management economy- Total
wide
Tax
reduction/ 16 1 16 0 2 5 2 1 2 18 63
other subsidy
Grant/Loan
(including 3 6 39 176
interest-
free loans)
R&D
subsidies ! 2 2 0 ! ! 40
Regulatory 14 0 5 0 2 1 1 0 2 33
change
Skills training 0 0 0 0 0 0 0 1 0 10 n
Other or not 13 1 2 1 4 6 4 44 102
specified
90 7 90 6 18 37 19 15 16 127 425

Source: OECD'
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These measures staved off the immense
economic damage that would usually
follow a recession and averted the
potential obliteration of whole industries. As
Covid-19 stimulus programmes wind down,
governments have drafted new plans to
“Build Back Better”, giving the state a bigger
role in shaping the economy-often towards
the priority areas of green growth and
digital innovation. In the US, that involves
investing in clean energy manufacturing, to
meet a goal of 100% carbon pollution-free
electricity by 2035.45 Under a Ten Point Plan
for a Green Industrial Revolution launched
in 2020, the UK government committed

£12 billion to clean growth industries, such
as hydrogen, offshore wind and electric
vehicles, with the aim of creating up to
250,000 skilled green jobs by 2030.4

To some extent, that builds on recent
trends. States had already started taking

. Total regulatory changes %
Figure 9: Policies matter:
Number of investment policy
measures adopted globally
between 2008-2020

- Restriction/regulation
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a bigger role in their economies before
the pandemic-as digital technologies
have come to underpin more economic
activity, ICT, in particular, has become
the target of increasingly proactive
industrial policy. According to UNCTAD,
101 countries, representing more than 90%
of global GDP, adopted formal industrial
development strategies in the decade
from 2008, predominantly focused on
technological innovation.*” While China’s
government has pursued this approach
for several years, it is a relatively new
development for Western governments.
“Strategic public investments to shelter
and grow champion industries is a reality
of the 21st-century economy. We cannot
ignore or wish this away”, warned Brian
Deese, President Biden’s top economic
advisor in 2021, while calling for the US

to launch a “national industrial strategy”
to shore up its manufacturing base.*

Liberalisation/promotion

4l Neutral/Intermediate

2020

Source: United Nations Conference on Trade and Development (UNCTAD)
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There are signs, however, that this is linked
to rising protectionism in many parts of the
world. Supply chain vulnerabilities and the
risk of predatory takeovers of strategic and
sensitive industries are also under scrutiny
from regulators in the US, Europe and Asia.
In February 2021, President Biden kicked off
his “Build Back Better” strategy by signing
an executive order, “Securing America’s
Critical Supply Chains”, which aims to
reduce reliance on foreign-made inputs.
Meanwhile, capital flows face growing
controls. According to the OECD, over half
of its 38 member states had cross- or multi-
sectoral investment screening mechanisms
in place in 2018, compared to less than a
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third a decade earlier.” UNCTAD finds that
the number of investment policy measures
adopted in 2020 rose by 40% compared
with 2019. The share of restrictive or
regulatory measures over measures dimed
at liberalising or facilitating investment
reached 41%, which was the highest on
record.*® How much further those trends
might run as the pandemic passes remains
an open question. However, they are likely
to have an uneven impact on the flow of
trade and investment in the years ahead,
with the potential to both accelerate growth
in domestic companies as they respond

to new trade opportunities whilst also
deterring FDI and cross-border commerce.
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