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Supply chains remain global despite the COVID-19 pandemic

2. The twin digital and green transition is the main driver of the reorganization of GSCs
3. GSCs are resilient through agility and flexibility

4., Techno-geopolitical uncertainty is the major concern in the near future

5. Korean firms will have to adjust to the new policy environment
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The Reorganization of Global Supply Chains
in a Changing World
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The COVID-19 pandemic and Russia’s war of aggression against Ukraine have put
global supply chains (GSCs) under considerable stress, GSCs have become the
new buzzword to discuss all problems faced by the global economy, from inflation
to shortages of semiconductors to the energy crisis. In the context of heightened
geopolitical tensions and widespread uncertainty, policymakers around the world
have started to take a closer look at their economic dependencies through GSCs,
Several countries have introduced new legislations aimed at promoting
diversification of supply, reshoring or ‘friend-shoring’. Against this backdrop, this
article provides evidence on recent changes in GSCs, discusses prospects for the
near future and offers recommendations to Korean Firms to navigate these
challenging times,

1. Supply chains remain global despite the COVID-19 pandemic

Since the Financial Crisis in 2008-2009 and its severe trade collapse, there is a debate
on risks related to GSCs and economic dependencies created by international
production networks, The COVID-19 pandemic and recent geopolitical tensions have
revived this debate and triggered new policies based on the assumption that
globalization has gone ‘too far’ and that more resilience in economies could be achieved
by relying less on international sourcing.

However, despite the debate on a potential ‘deglobalization’, data on the international
fragmentation of production do not suggest that there is a general trend towards
reshoring or shorter supply chains, At the global level, Figure 1 highlights that the import
intensity of production (i.e. the value of all trade in intermediate inputs needed to
produce one dollar of output, expressed as a share of gross output) remained at a high
level in 2021.
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Figure 1. Global import intensity of production, 2007-2021 (as a share of gross output)
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While there were many disruptions in supply chains,
the COVID-19 pandemic was a shock that affected
output, including domestic output as a consequence of
lockdowns and stay-at-home policies. Services
activities involving face-to-face contacts or the
movement of people were the most impacted and
services are generally produced with fewer imported
inputs. The demand for some of the goods with the
most global supply chains (such as ICT and electronic
products needed for teleworking) was on the contrary
higher, explaining why the international fragmentation
of production remained at a high level.

The expansion of GSCs started in the 1980s and what
is true is that the import intensity of production is no
longer increasing since the 2008-2009 Financial Crisis,
This slowdown in the fragmentation of production is
partly driven by the evolution of China, which is the
only economy with a significant trend towards more
domestic supply chains, However, this evolution
should be understood in the context of the upgrading
of Chinese value chains and a shift from processing
trade (requiring high imports of intermediate inputs) to

2015 2017 2019 2021
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exports of branded products developed in China and
manufactured with a higher domestic content, The
import intensity of production in China is converging
towards the level observed for the European Union and
is still higher than for the United States or Japan,

The twin digital and green transition is the
main driver of the reorganization of GSCs

The economic literature suggests several explanations
to the slowdown observed in the fragmentation of
production after 2011, First, several authors point out
that new restrictive trade and investment measures
have been introduced after the Financial Crisis and
more recently in the context of trade tensions between
the U.S. and China. But other structural trends are also
mentioned, such as increasing wages in emerging
economies, the spread of digital technologies and
advanced robotics, the servicification of manufacturing,
the ageing of societies or the desire of consumers and
companies to move to more sustainable and inclusive
production methods,
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Recent OECD empirical research indicates that
uncertainty and structural shifts in supply chains
related to technology and changes in specialization are
the main drivers of the reorganization of GSCs.'
Because governments have liberalized trade through
new trade and investment agreements at the same
time they have introduced new restrictive measures,
the overall stance of trade and investment policies did
not contribute to higher costs in GSCs, But the use of
trade instruments to deal with security issues or the
‘weaponization’ of GSCs can be seen as factors that

have led to uncertainty,

The structural changes observed in the sourcing
patterns of countries are mostly related to the twin
digital and green transition, For example, the shift from
combustion engines to electric vehicles in the
automotive industry implies simpler value chains due to
the more limited number of inputs in electric engines,
as well as very different sourcing patterns to produce
batteries, The shift to services and digital technologies
also has an impact on the movement of physical inputs
across countries,
responsibility provide
in countries with higher

while green technologies and
environmental incentives to
produce

standards and access to clean energy.

environmental

GSCs are resilient through agility and flexibility

While there was a debate on the ‘vulnerability’ of GSCs
during COVID-19, the pandemic has actually illustrated
the resilience of international production networks in
face of an unprecedented shock. Spikes in demand for
essential goods, such as face masks, created severe
shortages with dramatic consequences, But
simulations indicate that these shortages would have
been worse in a world of localized production and
domestic sourcing.?2 The efficiency brought by GSCs
was key in ramping up the production of face masks,
COVID-19 test kits and vaccines.® Empirical evidence
confirms that international supply chains sheltered
firms from shortages and contributed to their resilience,
Globally engaged firms recovered faster and had a

higher capacity to adjust to the COVID-19 shock.*
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Also going against simple interpretations provided by
the popular press during COVID-19, lean management
and just-in-time strategies have proven successful in
addressing shortages and disruptions, Toyota, the firm
that invented lean management, was actually the last
automobile manufacturer to cut its production as a
result of the global semiconductor shortage. Lean is a
management system that expects workers to solve
problems immediately on the ground as they occur and
makes firms more resilient and agile.®

The way firms have adjusted to shocks during recent
crises is through agility and flexibility. Agility means
that a firm has a management structure that allows to
quickly take decisions at a decentralized level to adjust
to shocks and changes in the policy environment,
Flexibility involves procedures for a firm to be able to
change the production process, to manage human
resources and to quickly reorganize the supply chain
when there is a change in the environment. Other
dynamic capabilities of firms that are complementary
include the visibility in the supply chain and co-
operation with other firms,

There are many examples of how such capabilities
were used by firms during COVID-19. Global firms
were able to shift production from one location to
another based on the propagation of the virus (such as
Samsung moving part of its smartphone production
from Korea to Viet Nam at the beginning of 2020).
Some other firms quickly changed their business
model to adapt to restrictions on movement of people
(for example by going digital) or their production
methods to implement teleworking. Some firms were
also able to repurpose production to start producing
the essential goods needed during the pandemic.

As illustrated by the unexpected aggression of Russia
against Ukraine, it is difficult to predict where the next
crisis will be and to organize supply chains in advance
to avoid any risk., The supply chain risk management
literature recommends the development of agility,
flexibility and other dynamic capabilities that can allow
firms to mitigate the impact of disruptions and quickly
recover after the crisis.
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uncertainty is the major

concern in the near future

Supply chains are global because there are huge
economic benefits in trade and an international division
of labor that increases productivity and income through
There
alternative to GSCs to create economic efficiency. And

specialization and scale economies, is no
efficiency will be needed to address critical challenges
such as climate change,

Fragmenting production across countries and trading
intermediate inputs across large distances is costly,
There is an optimal level of fragmentation of production
benefits

where there are no further in splitting

production internationally because trade and
transaction costs become too high, As such, we
cannot expect the import intensity of production to
continuously increase over time, However, there are
still many barriers to trade and investment that suggest

that we have not reached this optimal level,

The only reason for supply chains to become shorter or
more domestic in the near future are policies that
governments would put in place to restrict trade in
intermediate inputs or incentivize firms to produce
domestically, Since World War Il, countries have taken
commitments to liberalize trade and to create a rules-
based multilateral trading system. Seventy years later,
countries have not abandoned such commitments, but
some major policy changes are taking place motivated
by national security concerns and geopolitical rivalry.,

Some scholars suggest that international business has
entered a new era characterized by ‘techno-geopolitical
uncertainty’, which can be defined as the ‘propensity of
disruptions caused by significant policy changes taken
by powerful nation states who seek interlocked techno-
nationalist and geopolitical gains vis-a-vis rival states’.®
The assumption is that there is a zero-sum competition
at the world level for technological leadership and the
control of GSCs, Trade and investment policies can be
used to weaken the competitiveness and technological
development of rivals in key industries,

While the twin digital and green transition is a process
that firms are fully aware of and for which they can plan,
the policy uncertainty of this new era is the main
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concern, There are contradictory signals sent by
governments who still promote a rules-based and open
multilateral trading system while engaging into different
policies in sectors deemed as strategic. Operating in
such environment and preserving the gains from GSCs
will be the main challenge for global firms and the way
they will address this challenge will shape the future
organization of GSCs,

Korean firms will have to adjust to the new
policy environment

As governments around the world will introduce new
measures rising the costs of international business and
creating distortions across countries and industries,
global firms will have to constantly re-assess the best
way to organize their supply chains and mitigate the
impact of government policies. For Korean firms, the
challenge will be especially difficult in sectors that are
such as

at the center of U.S.-China tensions,

semiconductors or electric vehicles.

Firms have different strategies to mediate the effect of
restrictive trade policies and inward-looking industrial
policies.” Switching strategies involve changing the
location of production (e.g. from China to Viet Nam),
selling products in alternative markets (e.g. in emerging
markets in South America and Africa) and sourcing
inputs from alternative partners (e.g. from South East
Asia). While reshoring or producing directly in markets
of countries that will adopt protectionist strategies is an
option for the last stage of production (final assembly),
supply chains will remain global. Firms will have to
explore the potential of the network of existing and
new trade and investment agreements or economic
partnerships to reduce the exposure of their supply
chains to restrictive policies.

trade and
upgrading.
Production upgrading involves selling higher quality
products (with higher margins that can absorb higher
costs from protectionist policies) or new products for
which barriers have not been created yet. In their
competition with catching-up Chinese companies,

Another
investment

way of circumventing new

restrictions is  through

Korean firms have been successful in the past decade
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in relying on product upgrading to maintain their
competitive edge. Similar strategies will be required to
compete with new national champions supported by
public interventions in partner economies, The second
type of upgrading is functional upgrading where firms
change their role and specialization in the supply chain,
for example abandoning manufacturing and focusing
on design, marketing and branding. While Korea has a
strong specialization in manufacturing, shifting to
services might be required for the firms the most

exposed to trade restrictions on goods,

But more importantly, Korean firms will have to
promote the dynamic capabilities previously mentioned,
such as agility and flexibility, Moreover, they will have
to increasingly monitor geopolitical risks and dedicate
resources to corporate diplomacy and lobbying to limit
the impact of new regulations and legislations that may
affect their GSCs, Co-operation with other firms and
partnerships are also part of the toolkit available to
firms to circumvent restrictive trade policies and to
preserve the benefits of international production, Co-
operation with leading technology players from OECD
countries could help to defuse some of the techno-

geopolitical disruptions, While the position of Korea
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looks uncomfortable with high economic stakes both in
the U.S. and in China, there are other countries that
will not want to choose between the two partners and
to engage
opportunities for alliances and partnerships to mitigate

into a costly decoupling. There are

the impact of techno-geopolitical disruptions,
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