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Abstract

Seen from the perspective of the distribution of labor, interna-
tional fragmentation was once a promising idea as it would cre-
ate efficiency gains through an international distribution of pro-
duction processes. However, it has now fallen into disrepute.
Due to a series of geopolitical events, the main global economic
blocks are now affected by the process of geoeconomic frag-
mentation that reshapes global trade and investment flows.

Zusammenfassung

Unter dem Gesichtspunkt der Arbeitsteilung war die internatio-
nale Fragmentierung einst eine vielversprechende Idee, da sie
durch eine internationale Verteilung der Produktionsprozesse
Effizienzgewinne bringen wiirde. Inzwischen ist sie jedoch in
Verruf geraten. Aufgrund einer Reihe von geopolitischen Ereig-
nissen sind die wichtigsten globalen Wirtschaftsblécke nun von
dem Prozess der geodkonomischen Fragmentierung betroffen,
der die globalen Handels- und Investitionsstréme umgestaltet.
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Two shapes of international fragmentation

International economic fragmentation was once seen as a natural by-product
of intensifying global trade flows and international re-organization of pro-
duction. The process implied that “segments (production blocks) are located
in different geographical areas, perhaps in different countries, and that they
may be undertaken by different firms.”! The fathers of the concept also
noted that “[a]n important advantage of fragmentation is that it allows pro-
duction blocks to be moved around so that components are produced in the
best possible location.”?

The current meaning of fragmentation has changed radically. Today experts
in the field speak about geoeconomic fragmentation to refer to “a policy-
driven reversal of global economic integration often guided by strategic con-

siderations” .2

This paper documents the recent developments in geoeconomic fragmenta-
tion in the three major economic blocks — the EU, the US, and China — across
the two main economic dimensions — trade and foreign direct investment
flows.

A global view at the cracks to trade and investment

The first discernible fractures in the global economy began to surface in the
aftermath of the 2007/2008 great financial crisis. Both cross-border trade
and investment flows were strongly affected by the underlying financial and
economic turmoil (Fig. 1).

But these trend reversals have been significantly reinforced by a series of
more recent events, predominantly rooted in geopolitics. A pivotal role in
sparking economic cracks to the global economic order played the Brexit
vote, the US-China trade dispute, the COVID-19 pandemic, and Russia’s inva-
sion of Ukraine.

1 Arndt, S. W., & Kierzkowski, H. (Eds.). (2001). Fragmentation: New production patterns in
the world economy. Oxford University Press, Oxford, p. 3.

2 |bid., p. 4.

3 Aiyar, S., Chen, J., Ebeke, C., Garcia-Saltos, R., Gudmundsson, T, llyina, A., Kangur, A., Ro-
driguez, S., Ruta, M., Schulze, T., Trevino, J., Kunaratskul, T., & Soderberg, G. (2023). Geoeco-
nomic fragmentation and the future of multilateralism. IMF Staff Discussion Note
SDN/2023/01.
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Figure 1. Global merchandize trade and foreign direct investment (FDI) flows
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Source: Own elaborations by Flossbach von Storch Research Institute, based on data from the IMF World
Economic Outlook, World Trade Organization, and World Bank

Policy-driven measures are on the rise

Heightened geopolitical tensions have recently contributed to an increase in
protectionist relative to liberalizing measures in international trade (Fig. 2).
The bulk of these interventions directly relates to trade of goods and ser-
vices, e.g. via export or import ban, tariffs and quotas, or cross-border invest-
ment through foreign investment policy measures. However, indirect inter-
ventions can also affect trade and investment flows through, e.g. capital con-
trols and exchange rate policy or localization policy. There is also an increas-
ing reliance on cross-border restrictions justified on grounds of public health
and national security.

Figure 2. Number of announced government interventions affecting foreign jurisdictions
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Source: Own elaborations by Flossbach von Storch Research Institute, based on data from the Global
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The involvement in policy interventionism of the three main economic
blocks, the EU, China and the US, has been strong and intensifying. However,
whereas the EU is more intensively affected by harmful interventions of oth-
ers than it imposes against others, the opposite is true for China and the US.
For both countries, the number of harmful measures implemented exceeds
the number of measures affecting them by a large margin. In the United
States, there has been a notable surge in protectionist interventions, partic-
ularly evident since Donald Trump assumed the presidency in 2017, but the
trend continued under the Biden Administration (Fig. 3).



O

Figure 3. Number of announced government interventions affecting or implemented by the EU, China and the US
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Cracks are evident, but the big three are differently affected

The proximate result of the rise in protectionism in the three major economic
blocks is visible in the changing intensity of their respective cross-border
trade and investment relations. But the underlying impact differs much
across the blocks and categories of flows.

For trade flows, Figure 4 shows the evolution of the trade openness, ex-
pressed in terms of the sum of exports and imports as a percentage share of
GDP. The EU’s relatively high trade openness remained stable, despite the
growing geopolitical tensions. At the same time, both the US and China have
recently experienced a non-negligible retreat in their respective trade open-
ness. Figure 5 shows that this process regarded both imports and exports.

In the US, this trend reversal corresponds with the more general ‘slowbaliza-
tion’ process, observed on the global scale. For China, the reversal began ear-
lier. The likely drivers of this are substantial economic policy adjustments,
aimed at rebalancing the economy towards domestic consumption and away
from export-driven growth, as well as at focusing on strategic industrial pol-
icy goals, including the reduction of dependence on supply of intermediate
products from abroad. Indeed, the importance of both exports and imports
relative to domestic value generation diminished over the years (Fig. 5).

Figure 4. Trade openness in the EU, China and the US (calculated as the sum of imports and
exports as a percentage share of GDP)
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Source: Own elaborations by Flossbach von Storch Research Institute, based on data from the IMF World
Economic Outlook, World Trade Organization
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Figure 5. Exports (left panel) and imports (right panel) in the EU, China and the US (as a percentage share of GDP)
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Signs of (geo)economic fragmentation become much more evident when
looking at the trade flows through a magnifying glass. An illustrative case re-
gards Europe’s energy sector. While the EU's overall reliance on external en-
ergy sources has remained relatively stable, the origins of its energy imports
have undergone significant shifts. In the aftermath of Russia’s invasion of
Ukraine, the EU has significantly diminished its direct imports of Russian gas
and shifted towards imports from the US and Norway. Whereas the EU nat-
ural gas import from Russia accounted for almost 24% in the second quarter
of 2022, this share declines to 13% in the second quarter of 2023 (Fig. 6, left
panel). A similar reversal away from Russia occurred for other energy sources
(Fig. 6, right panel). Finally, with a remarkable exception of Austria and Hun-
gary, all other EU members answered decisively to the Russia’s aggression
with a substantial curb on exports to Russia (Fig. 7).

Figure 6. EU imports of natural gas (left panel) and other energy sources (right panel), monthly averages in value (billion

EUR)
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Figure 7. Exports to Russia from EU member states, % change between 2019 H1 and 2023 H1
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Source: Own elaborations by Flossbach von Storch Research Institute, based on data from Macrobond and IMF DOTS

The setback in cross-border long-term financial investment activity in the
three economic blocks is less pronounced than for trade relations, although
the evidence for the EU is telling (Fig. 8). Since 2017, the degree of financial
openness — measured as the sum of FDI assets and liabilities as a percentage
share of GDP — has moved sidewards, likely driven by policy efforts aimed at
limiting investment that could jeopardize security or public order. But also in
China, there has been a slowdown in financial openness, the timing of which
broadly corresponds with the EU’s experience. More precisely, the FDI stock
of liabilities as a percentage of GDP reached its peak of 26% in 2009, moved
sideward until 2016, and declined subsequently to 20% at the end of 2021

(Fig. 9).

Figure 8. Financial openness in the EU, China and the US (calculated as the sum of FDI assets

and liabilities as a percentage share of GDP)

120%
China

100% — esmm—JSA

80% == EU (right scale)
(]

60%

40%

20%

0%

1980 1985 1990 1995 2000 2005 2010

Source: Own elaborations by Flossbach von Storch Research Institute, based on data from the External

Wealth of Nations Mark Il database

300%

250%

200%

150%

100%

50%

0%
2015 2020



O

Figure 9. Outward and inward FDI stock as a percentage share of GDP in China
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Source: Own elaborations by Flossbach von Storch Research Institute, based on data from the External
Wealth of Nations Mark Il database

Concluding remarks

Various geopolitical events have brought a shift towards geoeconomic frag-
mentation, involving intensified use of policy-driven measures and impacting
major global economic blocs. As the evolving geopolitical landscape contin-
ues to shape trade and investment flows, it becomes increasingly evident
that geoeconomic fragmentation is a new phenomenon of cross-border eco-
nomic relations. Indeed, adapting to the underlying geopolitical changes is
imperative for ensuring economic stability and security in an uncertain
world.

Regarding the EU, it has already initiated some appropriate adaptation ef-
forts, including, for instance, a more transparent and detailed framework to
measure its (strategic) trade dependencies or an FDI screening framework
based on a de-risking rather than a decoupling approach. These efforts are
important as they strive to alleviate the impact of high-risk occurrences,
thereby serving as a form of self-insurance against potential upfront eco-
nomic burdens.

However, two sets of implications are still obvious. First, more concrete steps
within the adaptation already undertaken and new initiatives are required.
For the FDI screening mechanism, better coordination between member
states is needed to prevent that the current patchwork of national rules and
actions results in unnecessary uncertainty for — actual and potential — inves-
tors.* Second — and foremost — the overemphasis of the EU’s very high stand-
ards especially with regard to environmental sustainability likely impedes the
shaping of geoeconomic fragmentation such that it best serves the EU’s

4The European Commission seems to be aware of these drawbacks and has already formulated plans in
this regard in the proposal for a new regulation on the screening of foreign investments, available at:
https://ec.europa.eu/commission/presscorner/detail/en/ip_24_363.
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interests. Specifically, it dampens potentially attractive cross-border diversi-
fication opportunities. More importantly, however, it also puts excessive cost
burden on domestic businesses, which are obliged to comply with a plethora
of ever new and more stringent regulatory obligations. Such an approach is
detrimental in two important ways. It not only threatens a timely achieve-
ment of environmental goals but also the EU's geopolitical cohesion. But
since the latter is a fundamental prerequisite for the former, it would be ad-
visable for the EU to reassess its priorities.

10
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LEGAL NOTICE

The information contained and opinions expressed in this document reflect the views of the author at the time of publica-
tion and are subject to change without prior notice. Forward-looking statements reflect the judgement and future expecta-
tions of the author. The opinions and expectations found in this document may differ from estimations found in other docu-
ments of Flossbach von Storch AG. The above information is provided for informational purposes only and without any obli-
gation, whether contractual or otherwise. This document does not constitute an offer to sell, purchase or subscribe to secu-
rities or other assets. The information and estimates contained herein do not constitute investment advice or any other form
of recommendation. All information has been compiled with care. However, no guarantee is given as to the accuracy and
completeness of information and no liability is accepted. Past performance is not a reliable indicator of future performance.
All authorial rights and other rights, titles and claims (including copyrights, brands, patents, intellectual property rights and
other rights) to, for and from all the information in this publication are subject, without restriction, to the applicable provi-
sions and property rights of the registered owners. You do not acquire any rights to the contents. Copy-right for contents
created and published by Flossbach von Storch AG remains solely with Flossbach von Storch AG. Such content may not be
reproduced or used in full or in part without the written approval of Flossbach von Storch AG.

Reprinting or making the content publicly available — in particular by including it in third-party websites — together with
reproduction on data storage devices of any kind requires the prior written consent of Flossbach von Storch AG.
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