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AND TROUBLESOME TAIWANESE TUG-OF-WAR

INTRODUCTION

On 2 December 2016, fresh presidential election
winner Donald Trump tweeted: ‘The President of
Taiwan CALLED ME today to wish me congratulations
on winning the Presidency. Thank you!’1 This tweet
may seem pretty benign especially by Trump’s
standards. However, the 10-minute call was the
first between Taiwanese and American leaders
since 1979, when the US Government based its
diplomatic relationship with China on its embrace
of the ‘One China’ policy, which assumes the
Chinese Government is the only legitimate
government, and Taiwan is a breakaway province
that will one day be reunified with the mainland.
The tweet caused China’s Foreign Ministry to lodge
a diplomatic complaint with US officials, warning
that the One China policy forms the basis of the
relationship between the two economic
superpowers.

Meanwhile, China, under the leadership of
President Xi Jinping, is continuing to seek ways to
increase its global dominance and has been openly
defiant in this endeavour. China’s crackdown of
political freedoms in Hong Kong and the
imprisonment of the Muslim Uighur population
illustrates the country’s brazenness in the face of
international scorn. The approaches adopted by
the US and Chinese governments have caused
their diplomatic relationship to deteriorate to the
worst it has been in decades; the tensions are
supercharged by the jostling between them for
global economic supremacy. While US President
Joe Biden is expected to adopt a more traditionally
diplomatic approach to foreign affairs than his
predecessor, he has pledged to be tough on China,
especially with regards to China’s commitment to
fair trade and human rights.

Days later, Trump tweeted: ‘Did China ask us if it
was OK to devalue their currency (making it hard for
our companies to compete), heavily tax our products
going into their country (the US doesn’t tax them) or
to build a massive military complex in the middle of
the South China Sea? I don’t think so!’2 This series
of tweets foreshadowed Trump’s controversial
approach to China, which was inflammatory and at
times hostile, on everything from trade, intellectual
property theft, the militarisation of the South
China Sea, and relentlessly throughout 2020, the
origins of COVID 19.

In recent months, in its pursuit for achieving global
superpower status, China has seemingly shifted its
focus to its long-term goal of reunifying Taiwan.
Taiwan split from mainland China in 1949
following years of civil war. China has never
recognised Taiwan’s government, and has
repeatedly indicated that it plans to reunify Taiwan
with the mainland by 2049. Meanwhile, Taiwan
has become a thriving democracy, and its
population’s support for official independence
from mainland China has reached record highs.
America’s official diplomatic relationship with China
but implicit military backing of Taiwan complicates
the dynamic.
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Taiwan’s pursuit of independence and China’s
pursuit for reunification are clearly incompatible.
China would prefer peaceful reunification but
appears to be prepared to resort to force if
required. The increase in Chinese military activities
in the Taiwan Strait over the past few months is
being interpreted as a show of force. The activities
have become increasingly bold, and highlights that
the relationship between China and Taiwan has
become a meaningful geopolitical flashpoint.

In this month’s article, we unpack the risk of
conflict between China and Taiwan. We begin by
providing an overview of the complicated
relationship between China, Taiwan and the US,
and why conditions are growing increasingly
favourable for conflict. We then touch on the
significant economic and financial market disruption
such a conflict could have, not only because of the
importance of the region in global trade routes,
but also because of the possibility for the
weaponisation of trade.
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A FRACTURED RELATIONSHIP

Taiwan’s global standing in the world is
complicated. Taiwan split from the mainland in
1949, following years of civil war between two
rival political parties – the Chinese Communist
Party (CCP) and the Kuomintang (KMT). The
KMT fled to Taiwan, along with two million
civilians. The leader of the CCP, Mao Zedong,
proclaimed the founding of the People’s Republic
of China (China), while the KMT established its
own breakaway government called the Republic of
China (Taiwan). China has never recognised
Taiwan’s government, and has previously claimed
that it would reunify the breakaway island with the
mainland by 2049. Conversely, in its 1949
constitution, Taiwan’s government claimed China
as a territory of Taiwan.

3

The ambiguity and animosity involved in the
relationship between the two entities makes
foreign diplomatic relations incredibly challenging.
Most countries, including Australia, recognise China
as the sole legal entity, but have extensive, yet
informal, trade relationships with Taiwan.
Currently only 15 countries recognise Taiwan as a
sovereign nation,3 however, as a result, most do
not have official diplomatic relationships with
China.
The notable events that have occurred since 1949
between China, Taiwan are the US are outlined in
Figure 1 overleaf.

Refer to https://www.dfat.gov.au/geo/taiwan/Pages/australia-taiwan-relationship
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Figure 1: Timeline of Significant Events Related to the US, China and Taiwan Relationships
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Recent Developments
China envisions itself being a dominant world
power in the coming decades. To mark the
nation’s centenary, the CCP has set itself the goal
‘to build a modern socialist country that is prosperous,
strong, democratic, culturally advanced and
harmonious’ by 2049. To achieve this goal, China is
focussed on strengthening its domestic economy,
reducing its dependence on other nations,
insulating itself from the influence of what it
considers to be hostile foreign forces and
reunifying Taiwan.
Meanwhile, Taiwan has become a thriving
democracy, and one of the most liberal and
progressive countries in Asia. In early 2020,
President Tsai Ing-wen won a second presidential
term, with an impressive 57% of the popular vote.
Tsai and her party – the Democratic Progressive
Party (DPP) – are far more interested in Taiwan
independence than the more pro-Beijing KMT.
Internal support for Taiwan independence is
growing – in a 2020 survey conducted by the
Taiwanese Public Opinion Foundation, 54% of
respondents support official independence, 23%
support the status quo and only 12% support
unifying with the mainland.4
Taiwan plays an important role in the global
technology landscape, being the dominant
manufacturer of semiconductor chips (which are
the ‘brains’ of most electronics). The Taiwanese
company TSMC produces half of the world’s
annual supply of chips.5 As such, in the race for
global technological supremacy, Taiwan plays a
very consequential role. China has been rapidly
accelerating its technological development and
rollout but is still considered inferior to America in
this area. The reunification of Taiwan would allow
China to control the critical semiconductor

industry, which would serve as a very useful plug in
China’s technology gap.
China has been rattling Taiwan’s cage for a while,
but its efforts have been amplified in the past
several months. China has initiated ‘grey zone
warfare’, increasing the frequency of military
exercises in the Taiwan Strait and flying into
Taiwan’s air defence zone on several occasions,
prompting a response from Taiwan’s military. The
goal of such tactics is typically to wear down and
intimidate the opposition, rather than sparking
immediate conflict.
The gravity of the escalating China/Taiwan tensions
is dramatically magnified given the likely role the US
would play if military conflict does eventuate.
While China and the US have formal diplomatic
ties and a significant trade relationship, through the
1979 Taiwan Relations Act the US implicitly backs
Taiwan in the event of military conflict with China.6
In his first days in office, President Biden described
America’s commitment to Taiwan as ‘rock solid’.7
Australia would also be expected to be drawn into
the conflict, consistent with the ANZUS Treaty,
which is a non-binding agreement for cooperation
among Australia and the United States and,
separately, Australia and New Zealand, on military
matters in the Pacific Ocean region.8

Refer to https://www.taiwannews.com.tw/en/news/3951560
Refer to https://www.lowyinstitute.org/the-interpreter/semiconductor-industry-where-politics-gets-real-taiwan
6
Refer to https://www.congress.gov/bill/96th-congress/house-bill/2479
7
Refer to https://www.aljazeera.com/news/2021/1/24/us-support-for-taiwan-rock-solid-after-china-sends-warplanes
8
Refer to https://www.aph.gov.au/Parliamentary_Business/Committees/Joint/Completed_Inquiries/jfadt/usrelations/appendixb
4
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What are the chances of a conflict?
There are opposing views as to the likelihood of a
military conflict between China and Taiwan (and its
allies). Some consider that an attack could be
imminent (including the top US military
commander for the Asia-Pacific region and former
Australian Defence Minister Christopher Pyne9),
hinged primarily on the increased intensity of
China’s grey zone warfare, the importance
President Xi has placed on reunifying Taiwan to his
own legacy, as well as the potential desire to build
on the momentum of its recent actions in Hong
Kong. Many academics say China has time on its
side and may benefit from delaying any significant
move while it continues to grow its economy and
its military.10 A third view is that the intensified
pressure from China is not necessarily a precursor
to war, but rather a long-term strategy to
undermine confidence in the Taiwanese
Government and its ability to stave off China.11
Finally, the reunification of Taiwan is an important
issue to China in its own right, but it is also just
one piece of the puzzle in terms of the clash
between China and the US in their competing
pursuit for global supremacy and control.
Reunifying Taiwan may be seen as a catalyst for

China to initiate a period of more aggressive
confrontation between it and the US. The
deteriorating diplomatic relationship between
China and the US may increase the immediacy of
any potential conflict.
In any case, in late January 2021, a spokesperson
for China’s Ministry of Defence said: ‘Those who
play with fire will burn themselves, and ‘Taiwan
independence’ means war.’12 China has been rapidly
expanding its military prowess and is investing in
new military technology at a record pace.
According to the US Defence Department’s latest
annual China Military Power Report, China now
has the world’s largest navy, has been expanding its
advanced missile arsenal and is capable of seizing
Taiwan’s outlying islands.13
Taiwan has also been undertaking a considerable
program to boost its military capabilities over the
past several years, including through the purchase
of arms from the US (approximately US$5 billion
worth in 2020). However, its military continues to
be dwarfed by the size of its Chinese counterpart,
per Table 1.

Table 1: Comparison of Military Sizes
Metric
Military Budget ($)
Military Budget (% of GDP)
Active Personnel
Reserve Personnel

China

Taiwan

United States

US$230 billion

US$105 billion

US$610 billion

1.9%

2.5%

3.1%

2.3 million

0.3 million

1.3 million
0.8 million

8 million

2.8 million

Number of Tanks

~7,800

~1,300

~6,400

Number of Aircraft

~4,200

~800

~12,300

~800

<100

~500

Number of Naval Vessels

Source: ArmedForces.eu

Refer to https://www.afr.com/world/asia/the-gloves-are-off-when-it-comes-to-taiwan-20210415-p57jjw
Refer to https://www.norwich.edu/news/3059-norwich-university-peace-war-summit-taiwan-china-relations
11
Refer to https://www.npr.org/2021/04/08/984524521/opinion-dont-help-china-by-hyping-risk-of-war-over-taiwan
12 Refer to https://www.bbc.com/news/world-asia-55851052
13
Refer to https://media.defense.gov/2020/Sep/01/2002488689/-1/-1/1/2020-DOD-CHINA-MILITARY-POWER-REPORT-FINAL.PDF
9
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Many experts consider that China currently has the
military capability to take Taiwan, but not
overpower Taiwan and the US (and its allies). If
true, China would want to be confident it could
overpower Taiwan and deter the US from getting
involved before initiating an attack. Presently, the
US appears committed to Taiwan, however, over
time, America could become exhausted by this
security commitment. Alternatively, China’s
military prowess could strengthen to the point it is
confident it could overpower both Taiwan and the
US. Importantly, China’s military capabilities
already outrank America’s in many areas, most
notably in hypersonic missiles (cruise missiles that
are faster, less detectable and harder to intercept
than long-range ballistic missiles). While the US
has increased spending to improve its defence
capabilities, including the development of
hypersonic missiles, China may not see the US as

big of a threat as many experts believe. Taken
together, however, armed conflict between China,
Taiwan and the US may not be an imminent risk
but should certainly be considered a medium-term
risk.

A FRACTURED RELATIONSHIP

However, there are other, potentially more
imminent, scenarios to consider. One is that China
may not immediately go for a military takeover of
Taiwan, initiated by a direct attack on Taipei, for
example. Instead, it could involve occupying the
Kinmen Islands, just off the Chinese mainland, of
which both China and Taiwan have laid claim
(region depicted in Figure 2). The previously
mentioned US Defence Department’s report
confirms that China currently is capable of doing
so. This could be enough to bring Taiwan to the
bargaining table, and not enough to prompt the US
to be militarily involved.

Figure 2: Map of Kinmen Islands

Source: The Washington Post
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Even if China’s action was more aggressive towards
Taiwan than occupying the Kinmen Islands, the US
may not necessarily immediately react with military
force, given that it could set off a major war.
Instead, America’s first reaction may be to
implement punishing economic and political
sanctions on China. However, China may be
willing to weather any sanctions given the
importance it has placed on reunifying Taiwan.

It is worth noting that China may not necessarily
use military force in the first instance. China’s
growing economy and its importance in global
supply chains and international trade mean that
China could resort to punishing economic coercion
against Taiwan and its allies. The US (and others)
would be expected to retaliate with its own
economic sanctions. China’s role in global trade
and the predominantly USD-denominated global
financial markets means both sides have significant
economic ammunition.

A FRACTURED RELATIONSHIP

Another scenario to consider is an inadvertent and
premature escalation of conflict due to
miscalculations or missteps in the grey zone
warfare that China is currently conducting. While
China is using the tactics as a form of intimidation
and to exhaust the Taiwanese military and civilians,
a misstep either in China’s tactics, or Taiwan’s
response, has the potential to initiate an all-out
conflict.

8

THE
ECONOMIC
COST
MODERN
SLAVERY
IN OF
CONFLICT
INFRASTRUCTURE ASSETS

We consider two scenarios to understand the
impact that a conflict between China, Taiwan and
the US could have on the global economy - the
first being armed conflict and the second being an
escalation of tensions through reduced economic
cooperation or the weaponisation of trade.
Importantly, these two scenarios are not mutually
exclusive.

Armed Conflict
According to a study by the National Bureau of
Economic Research (NBER) released in November
2020, around 80% of global trade is carried by sea;
estimates of the volumes carried through the
South China Sea range from 20-33%.14 As such, a
conflict in the Taiwan Strait, that extends into the
South China Sea, would be expected to have a
dramatic impact on global trade between
Southeast Asia and the rest of the world.

According to the study, if the conflict is severe, it
would be expected that shipping from Europe, the
Middle East and Africa that is destined for
Southeast and East Asia and the US west coast,
would need to be rerouted around the south of
Australia. The Torres Strait that runs between
Australia and Papua New Guinea is not a
reasonable alternative for shipping because of its
shallow depths and abundant coral reefs. This
would have a dramatic impact on shipping costs,
global trade and economic activity. The
implications of the recent week-long blockage of
the Suez Canal should provide an indication –
around 12% of global trade passes through the
canal, translating to more than US$9 billion worth
of goods per day.

Figure 3: Map of Southeast Asia and Australia

Source: US Central Intelligence Agency
14

Refer to https://www.nber.org/papers/w28048
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Asian countries with ports in the South China Sea
would be expected to be most economically
harmed by a conflict in the region. Chart 1 shows
the modelled results of the NBER study, which
assumes that all shipping through the South China
Sea is rerouted around Australia. The predicted
fall in GDP calculated in the study estimates the
trade and welfare impact due to the cease of trade
through the South China Sea, as well as expected
military spending due to the conflict.

increased wartime spending, low inflation and an
increase in unemployment - economic settings
consistent with a global recession. The likely total
impacts on GDP would be expected to be far
worse than the trade impact alone, although a very
wide range of scenarios are plausible.
It is important to note that countries outside of
those in close proximity to the conflict stand to be
greatly affected as well. The supply shock caused
by the forced closure of a significant portion of
China’s manufacturing sector in an effort to stem
the spread of COVID-19 in the first quarter of
2020 exposed the interconnectedness and rising
interdependence of global supply chains,
particularly the reliance on China. China is the
largest trading partner of many nations, including
Australia, Taiwan and the European Union (when
considered as a single entity). Disruptions to
supply caused by armed conflict in the region
would be expected to cause economic trouble for
any country who is heavily reliant on China for
trade.

Countries expected to be most gravely impacted
are Taiwan and Singapore. The importance of
shipping through the South China Sea to Australia
would be expected to cause a 2% fall in Australia’s
annual GDP. Meanwhile, the contraction in
China’s economy could be limited to as little as
0.7%, thanks to the abundance of Chinese ports
outside of the South China Sea and the strength of
the domestic economy. This analysis demonstrates
China’s strong positioning in the conflict.
The discussion above and the analysis presented in
Chart 1 only considers the trade impact of the
conflict. It is worth noting here that there would
be plenty of other economic implications, such as

Chart 1: Predicted Fall in GDP in Event of Armed Conflict in South China Sea
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Source: NBER
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Trade as an Instrument of Power

There is a long history of countries using economic
sanctions for political gains. The US has exploited
its extraordinary influence over other countries’
economic wellbeing by limiting a country’s access
to USD-based financial systems. China is increasing
its use of sanctions as it expands its global
economic footprint. China’s use of bans and tariffs
on select Australian imports in 2020 due to the
Australian Government’s calls for an inquiry into
COVID-19 is a recent example.

With or without armed conflict, an escalation of
geopolitical tensions between China, Taiwan and
the US and its allies, could bring about considerable
use of economic sanctions and the weaponisation
in trade as a means to inflict harm.
China is well-poised to use trade as an instrument
of power. For so many countries, China accounts
for a significant portion of their total trade but they
only account for a very small portion of China’s
total trade. China is therefore able to interrupt
trade, and thus economic and financial outcomes –
allowing it to exert significant coercive power over
other nations.
Chart 2 shows the extent of the trade relationship
between China and a selection of relevant
countries.

Chart 2: Trade Relationships with China
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To illustrate the effect China relying on economic
coercion could have on any one country, we use
Australia as an example. Australia has an incredibly
asymmetric trade relationship with China – as
shown in Chart 3, China is by far Australia’s largest
export market, accounting for more than a third of
its exports. Meanwhile, the significance of Australia
to China’s export markets is relatively minimal –
Australia is China’s 12th largest export market,
accounting for only 2% of total exports. It is
worth noting that the only Australian market of
significance to China is minerals – according to the
World Bank, Australia supplies about 37% of
China’s minerals imports overall. In August 2020,
Australia’s Deputy Prime Minister Michael
McCormack claimed: ‘We need China as much as
China needs us.’15 Based on the nature of the trade
relationship, this assertion is questionable.
China targeted Australia’s barley, beef and lamb,
wine, cotton, lobster, timber and coal in 2020
through its use of tariffs, blacklisting and boycotting.
While the measures did not have a significant
impact on Australia’s overall level of economic
output, the significance of China as an export
market to each of these products was felt among
the various industries. In the event of Australia
supporting Taiwan and the US in some sort of
conflict with China, it is likely that China would
target more industries with more severe sanctions.
Taken together, this could have a meaningful
impact on Australia’s trade and economic activity.

One Australian export that stands out from the
rest is iron ore. China sources two thirds of its
imported iron ore from Australia, which accounts
for approximately half of all iron ore consumed in
China. If China were to implement tariffs or bans
on Australian iron ore, it would likely have
devastating consequences for the Australian
economy. But iron ore is one of the only
commodities where there is mutual
interdependence – China does not have another
source ready to fill the gap of Australian iron ore,
in the short term anyway.
However, China is clearly trying to diversify its
sources of iron ore. Africa has a similar level of
iron ore reserves as Australia, the majority of
which are untapped. In May 2020, major Chinese
steelmakers called on the government to increase
both domestic iron ore production and invest in
the exploration of iron ore deposits in Africa. In
June, the Global Times, China’s state-controlled
newspaper, claimed that if required or pushed,
China was willing to curb Australian iron imports
and would pay more to seeking alternatives from
Brazil or Africa.
The Australia example is one of many. If conflict
ensued, whether armed or not, China would be
expected to use all the tools in its toolbox, and its
standing in the global economy and its outsized
influence over so many countries is certainly a
powerful tool. The full extent of the implications is
ultimately dependent on the nature and duration
of the conflict.
Chart 4: China’s Top Export Markets
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Refer to https://www.michaelmccormack.com.au/media-releases/2020/8/26/transcript-parliament-house-press-conference-26-august-2020
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A Change to the World Order?
Embedding global supply chains in China has been
happening for the past few decades, marked by
multinationals offshoring their manufacturing
processes to China, largely to take advantage of
cheaper labour conditions. The Trump-led trade
wars, and the impact that tariffs had on the price
of intermediate manufactured goods made in
China, brought about increased costs for
multinational companies. Then, the COVID-19
outbreak caused headaches of a different kind to
multinational companies, through major supply
disruptions. These two issues caused multinational
companies to reconsider, or at the very least
better appreciate, the complexity of their supply
chains.

However, at this juncture, it is important to note a
scenario where multinationals do not have the
choice about their supply chains. An extensive
conflict between China and the US and its allies
could lead to a formal separation in the existing
world order. A landscape where it is China and its
allies versus America and its allies is not entirely
inconceivable. A fulsome discussion of this
scenario is beyond the scope of this article,
however it is worth noting that this would be an
incredibly monumental shift in global politics and
global economics.

An armed conflict, or an economic conflict, could
be the straw that breaks the camel’s back in terms
of multinationals choosing to diversify their supply
chains. As we previously discussed, either type of
conflict would be expected to have significant
implications on trade, supply chains and economic
activity. Reworking supply chains to avoid China
would be an expensive and taxing endeavour,
impacting profit margins, and thus equity returns,
as new supply chains would be expected to have a
higher cost base.
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WHAT THIS MEANS FOR
THE RISK FOR INVESTORS
INVESTORS

The financial market implications of conflict are
obviously highly dependent on the nature of the
conflict, which is inherently difficult to predict.
There have been wars in the past that have not
had any substantial widespread financial market
impact because the wars have had little impact on
the global economy, whereas others have caused
significant market sell-offs and volatility.

Table 2 shows that share markets were often
rattled in the lead-up to, or in the early days of,
conflict, but rebounded well before a resolution
was reached. It is important to note however, that
often the share market implications were not just
the result of war, but of other influences on the
market.

Table 2: Historical Periods of Conflict and Equity Market Implications (in US dollar terms)
Event

World War II

Korean War

Vietnam
War

Cuban
Missile Crisis

Iraq War I

Iraq War II

Date

Sep 1939 –
Sep 1945

Jun 1950 –
Jul 1953

1955 - 1975

Oct 1962

Aug 1990 –
Jan 1991

Mar – May
2003

Change in
S&P 500
from conflict
onset to
market low

-34%

-8%

N/A

-7%

-11%

-14%

Time from
market low
to conflict
resolution

34 months

36 months

N/A

5 days

19 days

51 days

Change in
S&P 500 six
months after
market low

+25%

+29%

N/A

+30%

+21%

+21%

Change in
S&P 500 12
months after
market low

Comment

+54%

US shares fell by 34% from the outbreak
of WWII, with a 20% fall following the
attack on Pearl Harbour. The share
market low was three years before
resolution in 1945. By the end of the war,
shares were up by 108% from the midwar low.

+31%

The US share market initially fell by 8% at
the start of the war, but this coincided
with the recession that was happening
at the same time. Shares were at their
low point in the first half of the conflict,
and trended upwards in the second
half.

N/A

The Vietnam War lasted for so long that
the US share market went through both
bull and bear markets throughout the
war. A secular bull market ended in the
1970s, in part because of the end of the
war, but also because of rising inflation.

+36%

Shares initially dropped by 7% over eight
days as the crisis escalated, but this
coincided with a concurring bear
market. As soon as it became clear that
the situation had been resolved, share
prices rose sharply.

+34%

Shares fell by 11% from when Iraq
invaded Kuwait to their low in January
1991, but this was part of a much bigger
fall that was associated with a
concurrent recession.

+34%

Shares fell by 14% as war seemed
imminent in early 2003, but bottomed
nine days before the first missiles landed
and then rose substantially, although this
was in part because of the end of the
bear market at the time.

Source: AMP Capital, Whitehelm Advisers
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In the case of conflict in Taiwan, the Taiwan Strait
and the broader South China Sea, we would
expect to see an initial ‘flight to safety’ in markets,
with investors moving capital towards the more
traditional and robust safe haven asset classes such
as US Treasuries and gold, as well as safe haven
currencies such as the US dollar, Japanese yen and
Swiss franc. These are all typically stable and highly
liquid asset classes that have proven to be strong
performers during risk-off events in the past (a
notable outlier being the COVID-19 market
turbulence in March 2020 which led to
unprecedented illiquidity in US Treasuries). Asian
currencies and equities would likely sell-off
aggressively, especially if conflict were to lead to
the disruptions in regional trade, manufacturing
supply chains and investment flows.

expect to see low inflation and high
unemployment, and with that, falls in cash rates
(assuming they are at higher levels at the time of
conflict than they are today!) and bond rates as
they respond to the deteriorating macroeconomic
environment. Australian government bonds would
be expected to perform well, on the basis that
markets continue to assume a high degree of
creditworthiness of the Australian government,
despite its involvement in the conflict.
As investors consider the weaker medium-term
outlook and contemplate the implications for
supply chains as China severs trade links with the
US and its allies, we would expect large falls in a
range of risk assets, including substantial falls in
listed equity, particularly Australian and emerging
market shares, and to a lesser but still notable
extent, developed overseas shares. The Australian
dollar would be expected to depreciate sharply, so
for Australian investors, foreign currency exposure
would offset a degree of the fall in overseas shares.
Assets that are bond proxies would likely have a
mixed journey, depending on the nature of the
assets. Those with GDP-exposed business models
(and thus, a greater degree of economic exposure)
would likely struggle.

The impact would likely be much more severe for
countries that are directly involved – particularly
Taiwan and China. This would have significant
implications for the performance of emerging
market equities given that Chinese and Taiwanese
shares account for 38% and 14% of the MSCI
Emerging Markets Index respectively, per Chart 5.

Aside from the impacts to specific markets and
industries caused from trade restrictions, the
impact on other equity markets, such as US and
Depending on the result of the conflict, particularly
Australian shares, and investment markets more
if we see a shift in the world order, such as the
broadly, is also dependent on the extent to which
division of countries into the US and its allies and
these nations get involved in the conflict, and the
China and its allies, markets would be expected to
sentiment surrounding their involvement.
be volatile while countries and investors alike figure
Outcomes are also dependent on the length and
out what the new landscape means for geopolitics
and business models.
intensity of the conflict. However, if there is
sustained military and economic conflict, we would
Chart 5: Country Split of MSCI Emerging Markets Index, as at 31 March 2021
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CONCLUSION

We began this article by noting that the current
tension between China and Taiwan is a concerning
geopolitical risk. This is not a new risk the
potential for escalation of tensions, and all-out
conflict between the two entities, has existed for
decades. Yet, the invasion that Taiwan has feared
has not yet come. It is easy to say ‘this time is
different’. Is it?
China has certainly become more brazen on the
global stage. Paired with the four tumultuous years
of Trump’s presidency, the relationship between
the two largest and most influential countries has
deteriorated to the worst it has been in decades.
President Biden will not be a quick fix either. But
the tension has not distracted China from making
headway on its Taiwan reunification ambition.
While China’s grey zone warfare tactics in recent
months may not be intended to incite an armed
conflict, it has certainly had the effect of making us
believe this time could be different.

Our central case investment environment outlook
for the short to medium term does not involve an
all-out armed conflict between China, Taiwan, the
United States and its allies (including Australia).
However, we consider it is an important scenario
to not overlook when determining investment
strategy settings. Australian investors need to be
particularly mindful because of the outsized impact
that Australia’s involvement in either military or
economic conflict with China could have. The
importance to Australia of its trade relationship
with China highlights the vulnerability (nearly 35%
of Australia’s exports go to China).
Conflict, whether intentional or precipitated by
strategic miscalculations, would be expected to
escalate quickly and financial markets would react
in a similar fashion. Thus, considering portfolio
positioning while the scenario is still a risk and not
a reality increases investor preparedness. This
geopolitical risk will exist until there is a clear
resolution to the matter – when that happens is
anyone’s guess.
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