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Geoeconomic fragmentation is a risk anciegatability, but Regional Financing
Arrangements (RFAs) are well plagf’to mitigate isk.[ In this blog, we outline the
effects of geoeconomic fragmegétion on trade and ial flows. Such fragmentation
distorts trade flows and disr 5" supply chains, but it haS{ B0 led to new patterns of
economic integration wit@ S Creased importance on regionai{_§gperation. Europe’s
economic and financigf penness creates the need for sustain€g ooperation in an
increasingly multipgt¥" global system. Regional financing arrange s and the
International Mg xary Fund (IMF) have contributed to building trust & tability over the
years, demagg Wating that their cooperation and support will remain crucki

gfyeconomic fragmentation on the rise... as are

financial integration due to political and military conflict as well as deliberate and strategic
policy decisions, is on the rise. [2l This year's RFA research seminar offered different
regional and international organisations across the world the opportunity to examine this
phenomenon from their varied perspectives. Collaborative efforts of the multilateral
institutions that are part of the global financial safety net, the IMF and RFAs, help bolster
global and regional resilience and safeguard financial stability.[3]

Globalisation has, in some respects, already slowed over the past decade. Merchandise
trade as a share of global gross domestic product (GDP) increased rapidly between 1990
and 2010, flattening to stable since. Major shocks to the world economy, the global
financial crisis, and the Covid-19 pandemic exposed the vulnerabilities of an
interconnected world. Heightened geoeconomic frictions, particularly tensions between

1 | Blog | May 2024



https://www.esm.europa.eu/profile/nicola-giammarioli
https://www.esm.europa.eu/profile/rolf-strauch
https://www.esm.europa.eu/press-releases/global-fragmentation-agenda-8th-joint-rfas-research-seminar

the United Stat. 3(US) and China, have become a persistent and strug® ‘al challenge to
the global econol Armed conflicts, notably Russia’s war on Ukra® “"and the crisis in
the Middle East, ca agic losses of human lives and destrug and, economically,
disrupt trade routes, di upply chains, lead to a misallo of resources, and
ultimately undermine trust."¢_wsequently, price pressuregf nerge, and global growth
suffers.

We see the impact of the US-China ions, thed "edominant global friction, on trade.
China’s role in world trade has increase. war!f .y over the past few decades,
particularly in merchandise exports. Mean: e, the US remains the key source of global

demand. The US has historically been & ‘na imary export destination, but dynamics
have shifted notably since the trade flict bega. ¥ China’s trade with other regions has
been impacted too. [5]

Fragmentation also has img® itions for capital flows and™ wncial stability through
increased credit risk,© rat Ced diversification, and a decline apital buffers. It can
tighten financial condi "is and raise risk premia, thereby incread »a vulnerabilities. The
European Centra k has also pointed to how geopolitical risk ca: wapair financial
markets and ngt vely impact the funding, lending, solvency, asset qu. ‘ty,[l and
profitability 44 sanks and non-banks such as insurance funds.[8]

Ouri se analysis corroborates that in such a geopolitically tense environ there
is af gher risk of capital outflows from the euro area. Euro area assets tend to hav, safe
.en characteristics, but portfolio inflows appear to change across different asset
asses and geopolitical risk regimes. Increased geopolitical tensions or political

the euro area.

More broadly, barriers to trade and capital mobility increase the risk of sudden stops,°
generate suboptimal capital allocation, and reduce investment globally. Geopolitical
alignments within a subset of countries can limit a country’s choice of financial partners
and increase its dependence on more concentrated sources of financing. Financial
fragmentation may also have serious implications for global imbalances, as the rise of
competing large economic blocs linked to different currencies can complicate the
balancing of global financial flows in the long term. [10]

However, the emergence of distinct economic blocs can be mitigated or even
counteracted by other new or strengthened patterns of economic cooperation. The

2 | Blog | May 2024




economic logic, &diversification and the geopolitical desire for securit “n act
beneficially in tanc. m. Trade patterns have become more complexf it less
concentrated.

A closer look at re-globalis¢ wmn reveals that integration hag ideed continued to advance
along several dimensions. (11 er than the emerge of solid blocs, trade between
countries takes the form of chang_ % global value ch and international production
networks. As US-China direct trade’,_ smmeted gf ."the years, some countries emerged
as crucial connectors. [121 In addition, tfic. yme ce of geoeconomic fragmentation has
strengthened the importance of intra-regio. integration, especially in Europe, which
helps offset external pressures.

Cooperation and adgotability — K@ to success

The shifting environme gs a more multipolar system to"«. afore, making it crucial
whether the system igf "anaged cooperatively or competitively. & Rarticularly for Europe,
the most open am¢ J the advanced economies, ensuring a stable'y. “hal economic and
financial systest 5 vital. The euro area’s trade with other regions amouG. %.to more than
60% of its @° ', compared to close to 30% of GDP for the US. [14 Europe™_ s an interest
in cooped .on where it can be preserved and backed by a rules-based syste

econs and financial relationships.

> IMF and RFAs form the financial backbone of a multilateral global financial safety
et, making the work of regional rescue funds like the ESM pivotal to navigating

First, regional funds have a role to play in supporting multilateralism. The antidote to
heightened uncertainty and mistrust among countries is continued dialogue. It sends a
strong message of stability when the IMF and RFAs continue to cooperate closely. The
landscape in which RFAs operate is changing, most notably in recent years with the
enlargement of BRICS. Maintaining cooperation supports the functionality of the system
when a crisis emerges.

Second, as risks increase, the IMF and RFAs strengthen their economic monitoring,
lending, and capacity within their respective remits to remain fit for purpose in a more
shock-prone and volatile world. The IMF has recently concluded a review of its
precautionary instruments and different RFAs are assessing how to strengthen their
toolkits in view of these new challenges. At the ESM, we will soon conclude the review of
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our financial a ance instruments that considers the changing eco landscape.

Over the past decac. ithe ESM has cultivated and nurtured an @ and candid dialogue
with its global and regic¢ peers to share knowledge and strg® jthen interinstitutional
ties. The organisation of t nual RFA research semina ce 2017, which brings
together experts from arouna world, the joint analyti€ studies, and the annual high-
level dialogue among the RFASs ¢ he IMF every @ Uber, are the tangible examples of
enhancing mutual understanding ari. sternatio ooperation, in a more fragmented
geoeconomic environment.
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ootnotes

Contingent Reserve Arrangement, the Chiang Mai Initiative Multilateralisation and its
surveillance unit the ASEAN+3 Macroeconomic Research Office, the Eurasian Fund for
Stabilization and Development, the EU Balance of Payments facility and the EU Macro-financial
Assistance facility managed by the European Commission, and the Latin American Reserve
Fund.

[2] Shekhar Aiyar, Andrea Presbitero, Michele Ruta (2023), Geoeconomic Fragmentation:
The Economic Risks from a Fractured World Economy | CEPR

[3] Together RFAs form the regional layer of protection of the Global Financial Safety Net,
which helps prevent and mitigate crises.
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