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Discussion of Financial Fragmentation

Plan for the discussion

 Why worry about financial fragmentation?
 Reaction to the two papers
* Conclusions

 Don’t forget about net flows and adding up constraints
Do worry about opaque integration and data black holes
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Why Worry?

— IMF: lose efficiency gains from diversification

— But also worry about “fragmentation shocks” ...

— Fair, but
Preempt shock by aligning flows with politics
Increased financial integration can be a
risk factor

— pre-GFC
— IMF reaction to a surge in inflows

COUNCILon
FOREIGN
RELATIONS



Puzzle: why was the financial impact of sanctions the CBR, Sberbank and VTB so small?

Russia: external debt, select line items, USD billion
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Not all integration is healthy

Dwarf Economies, Giant American Profits

Chart shows the ratio of American direct investment income to share of global G.D.P. in
tax havens and in major industrial powers.
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Not all integration is healthy

1. Global External Financial Assets and
Liabilities, 1990-2021
(Percent of GDP)

— Global

—— Advanced economies

—— Emerging market and
developing economies
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2. Cross-Border Liability Flows, 1990-2022
(Percent of GDP)

— Global liability flows
—— Liability flows to advanced economies
30— Liability flows to emerging market and

developing economies (right scale) 20
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The two papers
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Trade Uncertainty and U.S. Bank Lending

Analytically Strong Amazing data Maybe a trade

Paper paper!

Careful methodology Central bank “Uncertainty” =
supervisory data is Trump?

Trade uncertainty = the best

0.5 pp fall in credit v. Longer supply

4% period norm chains, how financed

if not by US banks
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Not all tariffs result in reduced trade

US imports from select Asian economies

trailing 12m sums, USD billions
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Geopolitics and Financial Fragmentation

Does geopolitics
influence cross
border capital
flows?

Answer: Yes

Do geopolitical
shocks hurt
banks?

Answer: Yes,
global banks need
bigger buffers

Does
fragmentation
increase
vulnerability to
shocks?

Answer: Yes —
reduced
opportunity for
diversification
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Not 100% convinced on points 1 and 3:

— Geopolitics impacting financial flows seems obvious

— But ...

— Capital flows uphill, not downhill on net

— Bigger uphill flows after the enormous
shocks of 2020 and 2022

— Studies cited are about downhill flows
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Portes and Rey (2005): “Source countries ... allocate less
capital to recipient countries with which they have
significant disagreement on foreign policy issues”

IMF: increase in geopolitical distance of standard
deviation (US/ China voting gap in UN) = 15% reduction
in portfolio investment and bank claims

IMF: one standard deviation changes in bilateral arms
trade =~ 5% fall in portfolio and bank flows
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China, Russia and the GCC finance the world’s democracies
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China, Russa and Saudi Arabia: Reserve growth v the current account

National sources and author's calculations, USD billion, trailing 4q sums

Brad Setser
cfr.org/blog/Setser
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Autocracies (with geopolitical distance) and the net global flow to the
United States

The simplified global balance of payments
Select economies, USD billion, trailing 4g sums
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Diversification arguments are theoretically sound
But reasons for skepticism

— Are gains to diversification inside the G-7 a function of
having exposure to the United States ...

— Big forward looking issue: increasing global financial
claims on China means more exposure to a geoeconomic
fragmentation shock (also risks from “sequencing”)

— Case has to rest largely on theory because low foreign
holdings of non-FDI claims on China makes
demonstration of gains from past diversification
impossible
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What diversification? Everyone just lends to the United States

1. Net International Investment Position’
(Percent of world GDP)
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Concluding thoughts

Don’t let the narrative trump actual numbers

Need to be open to evidence that fragmentation into blocks hasn’t (yet)
happened, even with trade and financial restrictions

Remember that global capital on net flows from:

— Poor to rich
— Autocracies to democracies

Opacity has increased more than the actual fragmentation.
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Thank you!




