Geoeconomic Fragmentation and the Future of
Multilateralism

Shekhar Aiyar, Jiaqian Chen, Christian Ebeke, Roberto Garcia-Saltos, Tryggvi Gudmundsson, Anna Ilyina, Alvar Kangur, Tansaya
Kunaratskul, Sergio Rodriguez, Michele Ruta, Tatjana Schulze, Gabriel Soderberg, and Juan Pedro Trevino

Laura Alfaro

Harvard Business School
NBER & CEPR



What i1s the Paper About: Geoeconomic Fragmentation
Policy-driven Integration Reversal (Strategic Considerations)

1. The State of the Global Economic Integration
1.  Transmissions Channels
iii. The International Monetary System

*  Global Payment System, Reserve Currency, Crisis Prevention,
Mitigation, Solution; Global Financial Safety Net

iv. A Way Forward

*  Geoeconomic fragmentation (GEF): GEF does notinclude fragmentation arising from
autonomous shifts in preferences or technology. The definition also excludes fragmentation
driven by prudential policies that are undertaken in an internationally coordinated
manner, for example, those directed at improving domestic financial stability.



Reactions

 THE topic!

— “Small Open Economy” representative: the only topic!

Comments

1. Positive: Facts vs. Policy Trends
e Antras (2021), Baldwin (2022), Goldberg and Reed (2023):
v" Nuanced analysis

— But agree on major concern: changing sentiment = Alfaro, Chen, Chor (2023)

2. Implications

*  Great analysis

. Self-evaluation: role of the IMF?



Antras (2021)

“De-Globalisation? Global Value Chains in the Post-COVID-19 Age

Cautions about the “over sensationalization”

e “Although the growth of international trade flows relative to that of GDP has slowed
down since the Great Recession, this paper finds little systematic evidence indicating
that the world economy has already entered an era of de-globalisation.

— ..the observed slowdown in globalisation is a natural sequel to the unsustainable
increase in globalisation experienced in the late 80s, 90s and early 2000s.”

* “Case of de-globalization based on technological facts is somewhat weak.”

— [...] “new technologies have and will continue to enhance the ability of economic
agents to trade services at long distances.”

¢ “The risk of policy factors leading to an era of increased isolationism deserves
much closer attention.”



Antras (2021)
FDI: Friend-Shoring

“The bulk of multinational firm activity takes place between countries with similar relative
factor endowments and factor prices.” Horizontal & Vertical (Alfaro and Charlton, 2009)

— “The gains from specialization do not rely solely on factor price differences across countries, but
can also stem from idiosyncratic cross-country differences in productivity in different goods. In
that sense, the possibility of fragmenting production across borders gives rise to a finer
international division of labour and greater gains from specialization.”

Globalization “forces”: complements or substitutes =2 Not all trends then imply de-
globalization
— Trade-Horizontal FDI (substitutes); Trade-Vertical FDI (complements)
¢ Complex FDI (both)

— Overall: Trade-FDI/Capital Flows-Migration: complements or substitutes;

— Technology — Globalization: Complement or Substitute



Baldwin (2022)
The Peak Globalisation Myth

[Trade in goods as a share of GDP]: “not synchronized and some of the largest trading
economies have not peaked”

“60% of the decline was due to a reduction in the value of commodities trade, all of
which was due to a decline in prices from the mid-2010s to 2020. The rest: unwinding, or
reshoring, of international supply chains (Antras 2021).”

“The future of globalization is not goods but services — in particular, intermediate services
(‘telemigration’ ). Trade in services has not peaked in the way goods trade has.”
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Goldberg and Reed (2023)

Is the Global Economy Deglobalizing? And if So, Why? And What is Next?

“Traditional metrics of globalization (trade; capital flows; immigration) still show
no sign of trend reversal — if anything, they suggest that trade has rebounded after the

COVID pandemic.”
— Global Trade Trend is Driven by a Few Large Economies(China, India)

— .. global trade was remarkably resilient during the pandemic and supply
shortages would likely have been more severe in the absence of trade.”

However, the policy environment and public sentiment toward globalization have
fundamentally changed, especially in the largest economies.

— “...there is not yet a quantitative benchmark PR

Phasel  2016-2020 Unfair competition b/w countries Brexit

143 <1+ » 3 : » . ; :
for how much “resilience” is optlmal. Labor market disruption Trump Tariffs
Regional inequality Trade: robust
Phase 2  2020-2022 Supply chain resilience None
Catalyst: COVID-19 Trade: robust
Phase3  2022-present National security Decoupling
Resilience to geopolitical risks from Russia (in

Catalyst: Invasion of Ukraine Europe and
US) and China
(in the US)
Trade: ???



Public Sentiment and Protectionism

Randomized Evidence Based Treatments
Alfaro, Chen, Chor (2022)

Evidence-based information in shaping individuals' preferences for trade policies through
representative annual surveys (2018-2022): randomized facts on how openness to trade
has affected labor market outcomes or goods prices.

Positive and negative research-based information on the link between jobs/price
and trade: raise preferences for more limits on trade.

(1) (2) (3) (4) (5) (6)
Trade Policy Questions:| More limits US tanff rate Support Support Most Pref.: First principal
on imports increase higher tariff more FTAs More limits component
on Imports
Logit Logit Logit Logit Logit
Treatment dummies:
Trade Huris Jobs 0091 0.071* 0.036* 40.038* 0.033*
[0.017] [0.015] [0L017) [0.018] [0.015]
Trade Helps Jobs 0.023 0.023 0.026 -0.006 0.009
[0.018] [0.015] [0.018] [0.019) [0.015]
Trade Helps Prices 0.057 0027 -0.005 -0.001 0.031*
[0.017] [0.014] [0L017) [0.017) [0.015]
Tariff Hurts Prices 0.040™ 0.020 0.017 -0.004 0.023
[0.017] [0.014] [0.017 [0.017 [0.0186]
Most Pref | Randomization Order 0011
[0.002]
Last Pres. Election: 0.003 0.006 0042 0 A124== -0.040**
Supported Democrat [0.014] [0.011] [0.016] [0.014] [0.012]
Last Pres. Election: 0193~ Q22w 0143 40,037 0141
Supported Republican [0.018] [0L013] [0L015) [0.015) [0.015]
Individual, county, week controls? Y Y Y Y Y
Observations 9275 9275 9275 9,275 9275
{Pseudo) R-squared 0.0766 0.0801 0.0471 0.0698 0.0796




Public Sentiment and Protectionism: Implications
Alfaro, Chen, Chor (2022)

Mechanisms? Direct Question

— Individuals’ trade policy preferences are not a symmetric function of the expected
gains and losses from trade but are instead shaped by concerns about US-China
relations, jobs, and political priors.

* Individuals’ preferences over trade policies are not formed in 1solation from
the identity of the US key trading countries.

Public messaging focusing solely on communicating trade benefits is unlikely to
succeed unless they address broader geopolitical concerns and concerns about the
impact on jobs.

Implications?

— Governments: actions to explicitly reduce this dependence fueled by sentiment



Evidence By Definition of Topic: Incomplete and Imperfect
Some Minor Comments

e Actual vs. Sentiment: tariffs increased

— But capital controls did not increase (IMF)

— Role of war in “security” mentions

e Timing: “The intensification of the U.S.—China trade tensions in 2018 led to a surge in global trade
policy uncertainty (Figure 6) and contributed to a paralysis of multilateral trade dispute mechanisms”

— WTO problems precede 2018 (in fact may have fueled) S

*  “Exogenous’: concentration of minerals

— Your draw of the Panageas: + Colonial, history of borders

ources: IEA, USGS, and IMF siaff calculations.
ote: Countries shaded in black are under sanctions; China is denoted in gray.

* No reference (?)

— Rising discontent with globalization has fueled political populism and trade tensions. Complaints have been
growing about some jurisdictions “abusing the system” by enabling tax optimization schemes and
retaining comparative advantage through questionable domestic laws and regulations (for example,
non-observance of labor standards, currency manipulation, undercutting the anti-money laundering
and counter-terrorist financing regulations, active recourse to industrial state subsidies).



Implications

* Payment System = More Fragmented
* Global Reserve Currency =2 Shift in FX reserves

*  Mechanisms Crisis, Prevention, Mitigation, and Solution = More
Severe Crisis, more challenging Crisis Resolution

* Global Financial Safety Net=> Weaker and More Fragmented

Agree, but...

* Concerns about K flows, dollar dominance, and lack/inefficient global
crisis management resolution mechanisms

* At the core, issue has always been geopolitical (IMF)

— Sovereignty=> involvement of governments/sovereigns as explicit
or implicit parties



Role of the IMF

No Bright Light: Prudential vs. Protectionism

Role of subtle objectives, unfocused objectives, extending mandate to other roles?

— Geoeconomic fragmentation (GEF): GEF does notinclude fragmentation arising from autonomous
shifts in preferences or technology. The definition also excludes fragmentation driven by prudential policies
that are undertaken in an internationally coordinated manner, for example, those directed at

improving domestic financial stability. In practice, however, there is often no bright light
between prudential and protectionist policies.

Example: IMF Capital Flows Policy (2012): Mitigate the volatility (prudential) BUT

Controls not used as “ precautionary models” based on externality: (Klein, 2012;
Fernandez, et al. (2013); Acosta, Alfaro, Fernandez, 2021)

— Motivations? Protectionist (Alfaro, Chati and Kanczuk, 2014); allowing for unsustainable
debt, unsustainable exchange rates? (Alfaro, Asis, Chati, Panizza, 2019; Alfaro and Kanczuk,
2008, 2012).

If not used “optimally as in models”: Are controls reducing instability? Are they
increasing resilience? Opening the gates...



Role of the IMF
“All it Takes”

e  “All it takes” ... all the time?

—  EME:s crisis 80s, 90s (Tequila, Asian, ...), 00s (Argentina...), GFC, Covid-19,
Invasion Ukraine, Climate, Inequality ...

* But maybe all these calls for action have released the “Sovereigns”

— Our models (“Benevolent Dictator/Government”): some implicit
assumption of some form of “check and balances/anchot”

* Goldberg and Reed (2023): we don’t have models for new objectives

* In framing a government which is to be administered by men over men,
the great difficulty lies in this: you must first enable the government
to control the governed; and in the next place oblige it to control itself.”

—T'he Federalist, No. 51



The Elephant... (Panda) in the Room
New Kids on the Block: The Quota

Source: WB Development Report, 2022;

Figure 5.4 External debt in low- and middle-income countries, by creditor type, 1980-2019
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Note: The figure shows total public and publicly guarameed extemsl debt by creditor type in low- and middle-income coun-
tries. The data are for 120 low- and middle-income countries, of which 73 are low- and lower-middle-income countries.

Figure 5.5 Composition of creditors in all countries and in low- and lower-middle-income

countries, 1989 and 2019
a. All counfries

b. Low- and lower-middle-income countries
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Note: The figure shows the trends in creditor composition overall (panel a) and in low- and lower-middle-income countries
(panel b). The data are for 120 low- and middle-income countries, of which 73 are low- and lower-middle-income countries.

Bank Syndicates (70s-80s)=> Bond Holders 90-00s = Sovereigns (10-20s)

See also Horn, Reinhart, Trebesch (2021, 2022, 2023)
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