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Executive summary

There has been a proliferation of trade sanctions in the past three
decades, partly driven by their reduction in size and scope. This trend has
also impacted Lithuania, Latvia, and Estonia.

The three Baltic countries’ experience ranges from a full embargo
(Lithuania 1990) and industry-specific sanctions (Russian counter-
sanctions 2014) to product-limited sanctions (Chinese attack 2021)

The visits of the Dalai Lama to all three countries were followed by Chinese
threats of trade retaliation. However, the analysis of trade patterns
indicates that the "Dalai Lama effect" does not appear to have
materialized.

The Chinese attack on Lithuania in 2021 drew global attention to the roles
supply chains play in trade relations and the possibilities of indirect
attacks that may be less conspicuous than direct attacks via bilateral trade
sanctions.

B o N -

To prepare for and mitigate against the impact of informal secondary

5 sanctions carried out via supply chains, countries should conduct an
econometric analysis of final demand exposures to map potential risk
factors.

In terms of direct trade, the most significant export item is agricultural

6 products. Due to the intricate and non-transparent licensing process on
the Chinese side, the Baltic states will continue facing hiccups and delays
in the management of agricultural exports.

Due to the concentration of machinery and vehicle exports among a small
7 number of firms, these sectors remain the most vulnerable to supply chain
attacks.
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Introduction

The 2021 Chinese coercion of Lithuania via supply chains has attracted the headlines both
due to the novelty of the tool and its brazen execution and has since ignited heated
discussions on the management of supply chain-related risks. Calls were made for the
introduction of new policy instruments, and economic de-risking is high on the
policymakers' agenda.

In this paper, we posit that trade weaponization is not a new phenomenon in the Baltic
region and attempt to place Chinese actions within a broader geo-economic context. The
three Baltic countries have been on the receiving end of Chinese trade coercion since at
least a decade ago. The visits of the Dalai Lama to all three countries in the early 2010s
elicited aggravated diplomatic responses from Beijing, followed by economic threats. We
look at the direct exports from Baltic states to China in the months following the Dalai
Lama's visitations in order to determine whether Chinese threats actually materialized in
trade enforcement. Nevertheless, the local wariness toward trade weaponization ran much
deeper, especially in the case of Lithuania, where the country faced a de facto Soviet trade
embargo in the weeks after the country's declaration of independence. The Russian
Federation has continued in its predecessor's attitudes and, on multiple occasions,
imposed sanctions against the Baltic states. The long-term experience of an uneasy
relationship with their major trading partners is thus a defining element of their foreign
economic policy.

The above cases are examples of direct trade weaponization, which is traditionally studied
by using bilateral trade statistics.

The 2021 attack on Lithuania, in a departure from China's previous approach, was an
example of indirect trade weaponization via exploiting Lithuania's indirect supply chain
dependencies on China. To understand the impact of the attack, we assess the scope of
each country's vulnerability to such an attack. An econometric analysis of global value
chains allows us to quantify the volume of indirect exports, both in absolute terms as well
as a proportion to total trade, to locate risks that may be present.

To gain a more complex picture of the trade-embedded vulnerabilities, we drill deeper into
the most exposed sectors. The export of agricultural products, essentially a direct export
commodity, has been central in the trade relations with Russia and also played a role in the
Sino-Baltic economic ties. The exports of machinery and vehicles establish indirect links
between the Baltic countries and China, as they are routed via third countries, mainly
Germany. It should not surprise then that it is precisely this avenue that China used for
conducting its attack on Lithuania in 2021. Again, an econometric analysis of the export
dependencies in these markets allows us to determine the level of vulnerabilities.

The quality of policy instruments is, to a large degree, a function of the quality of the data
they are based on. This analysis strives to provide new insights and data points on trade
that could inform the policy-making process and eventually lead to better policy decisions.

Trade weaponization:
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Economic exposures and security implications
in an interdependent world

This paper is part of a Central European Institute of Asian Studies (CEIAS) research series
into states' exposure and dependencies on China. The first paper, "The China factor:
Economic exposures and security implications in an interdependent world," illustrates the
shortcomings of measuring trade relations solely on bilateral trade statistics. The paper
argues that the final demand of the exported product, rather than bilateral trade, helps
reveal the actual dependence on final consumption. This has important policy implications
as the complex and interdependent nature of indirect trade exposure ties the hands of
policymakers and reduces the scale and impact of tools that can be used to govern and
mitigate the risks. China's coercion of Lithuania in 2021 and Central Eastern European
(CEE) countries' indirect exposure to China via Germany's automobile industry
demonstrate the risks that bilateral trade statistics may not reveal.

By introducing the concept of final demand exposure, together with a macro-level deep dive
into 42 countries and case studies, the paper builds the case for including final demand
exposure in policy discussions and measurements of economic dependencies, resilience,
and risk estimations, as well as reviewing potential policy approaches and recommending
those that could most effectively manage political and supply chain risks.

Figure 1

Bilateral trade vs. final demand exposure

Baltic states' trade with China (2020)

. Bilateral trade with China . Final demand exposure towards China

Estonia 1.8% |pE—m—— i
Latvia 1.2% o 1 1.9%
Lithuania 1.1% |—— J 13.9%
0.0% 1.0% 2.0% 3.0% 4.0% 5.0%
Data: CEIAS calculations
Figure 2

How final demand exposure to China evolved?
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2014 - 2020
Estonia 4.2% > 6.2%
Latvia 1.8% P 1.9%
Lithuania 1:7% > 3.9%
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Data; CEIAS calculations © CEIAS
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Direct trade weaponization

Trade weaponization refers to the use of trade as a foreign policy tool rather than an
economic goal.” The concept has existed over centuries and has been amply applied in
various forms: import and export restrictions, embargoes, denial of foreign aid, or control
of foreign assets.? With the increase in complexity of economic relations and with
deepening interdependence, the most traditional form of trade weaponization - a
wholesale embargo on a particular country or commodity — has become harder to
implement. That gave rise to more narrowly defined, targeted sets of measures that would
only apply to certain companies and individuals. The threshold for triggering such
measures is much lower than the targeting of a whole country, which would require a
substantial amount of political will, power, and international agreement to pursue — as was
most recently visible in the case of Russia in the wake of its invasion of Ukraine in 2022.
The lower trigger threshold has engendered a global proliferation of trade weaponization,
and the Baltic countries have not been spared of its impact.

Among the three Baltic countries, Lithuania has had the most experience with trade
weaponization. This analysis considers the situations in which the countries were on the
receiving end of trade weaponization; however, as part of the European Union, the Baltics
themselves implemented trade sanctions against a number of countries, including Russia.®
While the Baltics' use of sanctions is another example of the global proliferation of
sanctions, their use differs from China and Russia in that they follow international law.

The geographical location, history, and asymmetry in size and power have given rise to a
number of frictions between Russia and the Baltic states. Those have been resolved in a
variety of ways, ranging from peaceful to outright violent. The weaponization of trade has
been used on multiple occasions and would sit in the middle of the scale between peaceful
and violent measures. The Soviet embargo of Lithuania is the first such occurrence in
contemporary history and forms a part of the Baltic country's founding experience.

1990 Soviet Embargo of Lithuania

The 1990 Lithuanian Supreme Soviet election, for the first time, allowed non-communist
candidates to run for office. The majority of the seats were won by candidates backed by
the Sajudis pro-independence movement. On 11 March 1990, the Lithuanian Supreme
Council declared the establishment of the Republic of Lithuania and its independence from
the Soviet Union.* In response, Moscow demanded an unconditional revocation of
Lithuania's declaration of independence. Moreover, the Soviet government passed laws
giving central authorities the power to intervene at will in cases of secession, including
establishing martial law. Since Lithuania refused to comply, the Soviets resorted to sending
paratroopers and surrounding the parliament, even though they refrained from using force.

More importantly, on 18 April 1990, the Soviet Union imposed sweeping sanctions, during
which Lithuania was denied all oil supplies and gas deliveries were reduced by 80%. The
economic blockade was further extended to encompass financial transactions and import

Trade weaponization:
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restrictions on energy resources and raw materials. The Soviets also blocked Lithuanian
borders, rail connections, and sea lines to prevent finding alternative sources of goods.>

Although Lithuania's economic output depended on the Soviet Union, the newly established
country's leadership declined to withdraw the declaration of independence. However, they
eventually settled on a compromise and agreed to introduce a resolution on the
moratorium on the act of independence, which prohibited the passing of new legal acts.
The Soviets responded by lifting the embargo on 2 July 1990, after 75 days.®

The Soviet leadership was hoping that the Lithuanians would be strongly affected by the
economic consequences of the embargo and would reject the idea of independence.” The
embargo failed to yield substantial results for two reasons. Firstly, the Lithuanian
leadership was not in a position to retract the act of independence, as that would result in
power moving back to Moscow and rendering them powerless. At the same time, Soviet
leader Mikhail Gorbachev was facing internal pressure in the Kremlin from his competitors
for the top position. He could not afford to lose Lithuania; therefore, he was eager to find a
compromise with the Lithuanians and demonstrate that he was in full control of the
country.®

The Dalai Lama effect

Meetings between the Tibetan spiritual leader Dalai Lama and government officials or
dignitaries around the world often lead to diplomatic tensions between China and the
countries hosting him. The Chinese government views any reception of the Dalai Lama as
an intrusion into its internal affairs, and prior to each visit, China warns the host countries
that they will face a deterioration in their bilateral relations and potential trade ties. As
Fuchs and Klann's investigation on whether these warnings were actually substantial
discovered, between 2002 and 2008, countries that officially hosted the Dalai Lama were
punished through a reduction in their exports to China, referred to as the "Dalai Lama
Effect." This effect was primarily driven by a decline in machinery and transport equipment
trade and was most significant for meetings at the highest political level. However, the
effects would disappear in the second year following the meeting. It seems that China
sanctions countries that receive the Dalai Lama as a way to demonstrate its resolve and
discourage future receptions of the spiritual leader.

Research by Lin et al. expanded on the Dalai Lama effect and revealed several key findings.
First, the effect resulted in a decrease in the import value by the importer. Second,
significant reductions in trade values came from state-owned enterprises (SOEs) and, to a
lesser extent, foreign-invested firms, but not from domestic private firms. Third, the Dalai
Lama effect was driven by a reduction of trade through direct importers, yet at the same
time, trade intermediaries tended to benefit and filled the gap. The effect was most
pronounced in the second quarter after the meeting and then disappeared. In addition,
there was an average reduction of 10.8% in the imports of machinery and transportation
equipment into China within a year of a government member hosting the Dalai Lama.™

The Dalai Lama visited the Baltic countries multiple times. On his first visit in October 1991,
he visited the newly re-established Lithuania and Estonia. Ten years later, in June 2001, he
paid a visit to all three Baltic countries. He visited Estonia in August 2011 and Lithuania
and Latvia in September 2013. His last visit to the region was in 2018, when he traveled to
Lithuania and Latvia.

Trade weaponization:
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The Chinese foreign ministry was most vocal during the Dalai Lama's trips in the early
2010s when they announced a series of trade-based countermeasures. To examine the
extent to which the sanctions were implemented and impacted the exports of the Baltic
states to China, we analyze individual countries' exports, using a three-month rolling
average to control for outliers. Second, we examine the impact of seasonality on export
patterns. And third, we analyze the data for machinery and vehicles, which were identified
by Lin et al. as the most impacted sectors.

It is noteworthy that Beijing did not respond to each of the visits with the same intensity,
and responses took different forms. The Dalai Lama met President Dalia Grybauskaité
during his visit to Lithuania in September 2013, and the event provoked China's outrage,
with the planned visit by Chinese Vice Minister of Commerce Jiang Zengwei on
cooperation in the field of transportation projects canceled, followed by a two-year freeze
of dialogues. During a bilateral meeting at a summit in Belgrade two years later, Lithuania
ceded and pledged to "[respect] China's sovereignty and territorial integrity, stays
committed to the one-China policy, recognizes Tibet as an integral part of China" as ties
began to resume.

In contrast, Latvia provided no official contact with the Dalai Lama as he visited the country
in the same year, with the Latvian president claiming he was unaware of the visit. Latvian
Foreign Minister Edgars Rinkévics expressed his respect for "China's sovereignty and
territorial integrity" and would "stay committed to the one-China policy, recognizing Tibet
as an integral part of China."" Nevertheless, China is still likely to punish countries for such
acts, as shown by the case of Slovak President Kiska's reception of the Dalai Lama in
20162,

The meeting of the Dalai Lama with the Estonian president Toomas llves was followed by
an immediate Chinese response, which threatened a freeze on high-level political meetings
and on trade. The relations were only restored three years later when China accepted
Estonia's apology.'®

The analysis of direct exports of the Baltic countries to China shows that none of the
countries experienced a drop in exports on the aggregate level. On the contrary, the level
of exports appears to have grown. All downward trends appear to follow seasonal
fluctuation patterns in exports, which is common in most industries. A closer look at the
most commonly impacted industries identified by Lin, Hu, and Fuchs, namely machinery
and vehicles, yields similar results. There was no drop in exports within these industries
even though the total value of exports is comparatively small.

A potential impact of the Dalai Lama effect could be observed in Estonia. While the total
exports grew, mostly owing to the electronics industry, the exports of dairy products
recorded a decrease. However, this was not immediate, as exports dropped only two years
after the Dalai Lama's visit. This is due to the fact that the Chinese have suspended the
issuance of veterinary licenses for the import of dairy products to China until May 2016.™
The exports of Estonian dairy products show significant uptake from February 2018 in the
UN Comtrade database.

Trade weaponization:
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following sections. In this context, it should suffice to say that while China allowed for the
© Visit by Dalai Lama to a Baltic state

total exports to grow, it focused on a ban on a specific industry in order to inflict pain on a

represents a different type of trade weaponization that will be further elaborated in the
certain constituency and convey a message.'®

The ban on new agricultural export licenses, while linked to the visit of the Dalai Lama,

Figure 3
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2014 Russian sanctions

After Russia illegally annexed Crimea in 2014, a number of countries — including all EU
member states — imposed sanctions on Russia.'® The Russian Federation retaliated, and
on 6 August 2014, Russian President Vladimir Putin signed Decree No. 560 to place
economic counter-sanctions against the EU, Australia, the USA, Norway, and Canada in
response, involving an embargo on agricultural and food products, including meat, dairy
products, fruit, and vegetables. The Russian government published the list of products
affected by the sanctions and other details on 7 August 2014."7

The Baltic states have a comparatively high percentage of exports to Russia as a
proportion of their GDP. In particular, in 2013, Estonia and Latvia's exports of goods to
Russia accounted for approximately 8% of their GDP, while Lithuania's exports were nearly
14% of their GDP. Therefore, the Baltic states had the highest proportion of exports of
embargoed goods relative to their GDP, with Poland, Denmark, and Finland following
behind. For Estonia and Latvia, dairy products were the most significant category of goods
impacted by the sanctions. For Lithuania, the most affected categories were fruits and
vegetables.

The impact of Russia's counter-sanctions on trade varies among the Baltic states. In 2013,
the percentage of exports of goods affected by the sanctions was 2.6% of GDP in Lithuania,
0.4% of GDP in Estonia, and 0.3% of GDP in Latvia. However, if one compares the export
data from the Baltic states with Russia's import data, one will discover a significant
proportion of the goods exported by Lithuania were re-exports, and the impact was less
profound in Estonia and Latvia. After adjusting for re-exports, the proportion of trade
affected by the sanctions as a percentage of GDP became much smaller for Lithuania. A
differentiation between exported goods of Estonian and foreign origin will reveal that more
than 77% of goods exported from Estonia to Russia in 2023 were from other countries; 73%
and 61% of goods from Latvia and Lithuania to Russia, respectively, in the same period
were also of foreign origin'®.

Although the economic impact of the sanctions is limited due to the small number of
exports affected, the dairy sector disproportionately took in the impact. Taking into
account intra-EU supply chains, the overall impact on the GDP of all Baltic states is below
0.5%. Lithuania took the most impact, while Latvia took on negligible losses. One way to
mitigate the impact of Russia's counter-sanctions and future export volatility caused by
Russia's political and economic instability is by redirecting food exports to other markets.”

Direct trade weaponization against the Baltic exports

All three Baltic countries have been on the receiving end of trade weaponization by Russia
and China. In 1990, the Soviet government used a severe trade embargo that lasted for 2.5
months. It had a significant impact on the country's economic performance. However, it
only achieved limited goals due to the salience of the issue at stake for the local
government and population.

The Chinese threats following the visit of the Dalai Lama to the region have only
materialized in a short-lived suspension of trade negotiations. The overall trade itself has
not been adversely impacted; on the contrary, the data point to an increase in trade rather
than a decrease. Since the Dalai Lama visited Latvia and Lithuania again in 2018, the

Trade weaponization:
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threats failed to have acted as a deterrent. The Estonian case is slightly different as the
Chinese suspended issuance of new agricultural licenses, which led to a freeze in dairy
exports, while other industries faced no difficulties in selling to China.

The sanctions and counter-sanctions following Russia's 2014 illegal annexation of Crimea
had a mixed effect. While the overall impact on the economy was insignificant due to the
targeted application of the sanctions against particular industries and products, certain
segments of the agricultural sector, especially in Lithuania, felt a hard impact. Lithuania's
ambition to mitigate the impact of Russian sanctions by selling agricultural products in
China will be more closely analyzed in the third chapter of this paper.

As this section demonstrates, the Baltic states have ample experience with trade
weaponization; it is even a part of Lithuania's founding myth. It is nevertheless important
to note that all this experience relates to direct and "overt" measures taken by the
counterparty. However, it was only after the China supply chain attack on Lithuania in 2021
that the impact of indirect and covert measures was felt.

Trade weaponization:
Vulnerabilities in the Baltic exports to China 11



Indirect trade weaponization

During the 2021 Sino-Lithuanian dispute, China attacked Lithuania in three ways. One was
through delisting Lithuania from its customs,?° the second was via informally refusing to
allow imports of Lithuanian goods,?' and the third was through its supply chain.?? The
delisting was resolved rather quickly as it was overt and in direct opposition to the WTO
treaties China signed.?® The informal embargo on imports was more difficult to resolve,
and the Lithuanian exporters were taken hostage in the Sino-Lithuanian spat. In the third
one, German exporters were pressured by the Chinese authorities to stop using Lithuanian-
made components in the goods they exported to China. This type of indirect attack on
Lithuania's exports was unprecedented and resulted in, among others, heightened interest
in exploring indirect trade linkages and dependencies.

Defining indirect economic coercion

Indirect trade weaponization via supply chains combines two elements that have long been
used in trade weaponization. The first is China's use of informal or extralegal coercive
measures, which largely stems from the fact that it has not developed a formal framework
for its use of economic coercive measures. Therefore, the country has relied on informal
mechanisms such as the control of regulatory offices, state-owned enterprises, or media.

While China is not the only country to use informal coercive measures - in fact, many
countries with formally established economic coercive measures, such as the United
States, do occasionally resort to the use of informal ones - it is the scope, size, and
frequency of their application that makes China stand out. The informal measures have a
number of advantages for China. They allow the country to maintain a level of plausible
deniability, allow for flexibility in application, and avoid potential WTO or other trade remedy
challenges.?*

Furthermore, the use of informal measures abroad is an extension of their application
domestically. Ample academic research on the functioning of informal institutions?® and
the informal policy-making processes in China has shown their critical role within
regulatory, economic, social, and other areas of governance.?® Their application abroad
thus appears to be a natural extension of such practices into a new realm of policy-making.

According to research by the Center for a New American Security, there appear to be some
common traits in China's use of informal economic coercive measures. These measures
are applied when China perceives a challenge to its territorial claims or other self-
proclaimed "core interests"; they are deployed in response to certain triggering events, and
they are only used against smaller countries.?” The 2021 dispute with Lithuania did meet
all the criteria.

The second element of indirect trade weaponization is the use of a third party in its
deployment. This has traditionally been done through the use of secondary sanctions. A
secondary sanction is "any form of economic restriction imposed by a sanctioning or
sending state (e.g., the United States) that is intended to deter a third-party country or its

Trade weaponization:
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citizens and companies (e.g., France, the French people and French companies) from
transacting with a sanctions target (e.g., a rogue regime, its high government officials, or a
non-state terrorist entity)."® While secondary sanctions have legal authority,?® they also
contain a problematic element of extraterritoriality, i.e., their application outside of the
country declaring them.

The Chinese pressure on German companies to drop Lithuanian suppliers bears some
similarities with the application of secondary sanctions. It is important to note, however,
that there is no legal mechanism behind the deployment of such measures. The Chinese
government thus combined certain elements of secondary sanctions with informal
practices to exert economic pressure on Lithuania.

Measuring vulnerabilities and dependencies

The analyses of trade relationships between countries have traditionally been based on the
use of bilateral trade statistics. While this method is easy to measure, simple to
understand, and allows for quick comparisons across countries, it comes with a significant
shortcoming as it does not reflect the effects of the decentralized nature of the supply
chain involved in the manufacture and global shipping of intermediate process across the
production vertical, known as fragmentation of production.3® Since the onset of
globalization in the 1970s, multinational corporations have developed complex global
manufacturing supply chains that replaced the previous practice of managing all stages of
a manufacturing process in one place.

A more accurate measurement of trade flows is by considering the value added by each
country in the production of goods and services that are consumed worldwide. This allows
for a more precise mapping of bilateral, inter-and intra-regional relationships, participation
in global value chains, as well as "global orientation” of industrial activity.3' An econometric
analysis conducted by the CEIAS found that for countries deeply embedded in global value
chains, the difference between traditionally used bilateral trade data and a value chain
analysis can reach 250%.%2 In other words, a country might have three times higher
exposure to certain trade partners than what bilateral data would indicate.

The trade relations between the Baltic countries and China are a perfect example of such
differences. While the export volumes to China are relatively low, ranging between 1% and
2% of total exports, the indirect exposure can reach up to 6%. A chart depicting the
difference between bilateral and indirect trade with China places Lithuania second among
the examined countries. This indicates that the ties between the two countries are much
deeper than what bilateral data show.

When looking at the proportion of indirect trade vis-a-vis total trade, Estonia comes first,
with 6.2% of total trade having China as a source of final demand. While the figures for
Lithuania and Latvia are lower, they still point to a not-insignificant materiality. Interestingly,
the proportion of indirect trade has steadily grown, defying the narratives of China being a
small trade partner and not delivering on its promises delivered within the China-CEE
Platform and Belt and Road Initiative frameworks.

The departure of the Baltic states from the China-CEE Platform framework was, to a large
degree, driven by disillusionment over the level of economic engagement with China. While
the Chinese side repeatedly attempted to counter such narratives by assuring the Baltic
countries about their commitment to trade and investment, such assurances were based

Trade weaponization:
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on promises rather than facts. The Chinese side might have fared better had they used
indirect trade data to demonstrate the steady growth in Baltic exports. However, despite
the fact they eventually used supply chains to attack Lithuania, they did not seem to have
the data to support their claims.

The indirect trade figures also show no sign of the Dalai Lama effect. While the growth
figures are steady for most years, a decline can also be observed in some years. However,
they appeared only a few years after the Dalai Lama paid visits to the respective countries
when the relations on the top level were in good shape.

Anchor dependence

The Baltic countries' indirect exports reach China via their major European trading partners,
chiefly Germany and the Scandinavian countries. Germany's role is particularly important
due to the dense network of supply chain interconnections, sometimes termed the Central
European Supply Chain Cluster or Factory Europe.®® The dependence on indirect exports
from Germany creates an additional layer of vulnerability that was exploited during the
Sino-Lithuanian spat.

Figure 4

The supply chain factor A

Change in vulnerability of Baltic and other EU countries (bilateral trade vs. final demand exposure) —
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The phenomenon of anchor dependence3* makes it difficult for the countries within the
anchor's supply chain to measure exposures and devise effective policy tools and risk
mitigation strategies. Tracking the upstream movement of components built in the Baltic
countries all the way to their final customers requires a high amount of resources, and even
then, it might not be able to map all the linkages. An alternative approach, one applied in
this paper, is to conduct an econometric analysis that is able to provide a comprehensive
overview. However, this can only be conducted on an annual basis and with a delay of at
least a year due to the time needed for the collection and consolidation of the underlying
data.

From a policy-making perspective, supply chain-embedded countries have little say over
the foreign and economic policies of the anchor country. The measures they can employ
domestically are of reactive rather than preventive nature. To address vulnerabilities
embedded in the indirect trade, the Baltic countries must communicate and collaborate
more closely with German stakeholders. These include not only politicians but also
business and industry leaders, think tanks, and media, in order to understand their positions
and plans and educate them about their own concerns.

Trade weaponization:
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Sector level vulnerabilities

The above analysis has identified three sectors with heightened trade risk. In terms of
direct exports, the agricultural sector has been targeted by Russia due to its comparatively
high contribution to the Baltic states’ GDP as well as due to a relatively high proportion of
agricultural products in total exports.

Indirect exports have been mostly concentrated in the machinery and passenger vehicles
industries. Both are closely linked to the German supply chains, and Baltic-made
components are often re-exported to China as part of the final products of other countries.

Agriculture

The bilateral trade statistics show that, as of 2020, agricultural products were the top
export article to China from Lithuania and Latvia and the second largest in Estonia. In
Latvia, the proportion reached almost 50%, while it was one-third in Lithuania and one-
quarter in Estonia. The importance of agricultural exports for the Baltic states is the reason
Russia imposed sanctions on this sector, as was discussed earlier. However, the
agricultural trade with China has different dynamics.

While the importance of China as a destination for agricultural exports has grown over the
past decade, it does still account for a small portion of the overall agricultural exports.
Estonia exports 2% of its agricultural production to China, Lithuania 1.5%, and Latvia only
1.4%. Between 2012, when the three countries became a part of the China-CEE Platform,
and 2020, agricultural exports grew between 300% and 400%.

Growth in exports has not been linear, and there are significant fluctuations in the annual
data. While some of the changes can be attributed to the changes in commodity prices on
global markets, a significant drop in exports in 2015 in all three countries is likely linked to
Russian sanctions. Due to the closure of the Russian market for the Baltic agricultural
products, some of the transportation channels would have been made unavailable. For this
reason, certain products might have been routed to China via third countries, and these
would then not appear as China-bound exports in the bilateral trade statistics. Second, the
Russian sanctions resulted in a decrease in the prices of agricultural products, as the
farmers struggled to sell all of their produce due to a sudden decrease in demand.
Therefore, the trade statistics would show a decrease in total dollar value even if the total
volume of produce exported remained unchanged.

The importance of finding new and growing established export markets for agricultural
products is well recognized in the capitals of all three countries. Not only is their export
value significant, farmers are also a vocal and important constituency in domestic politics.
After being hit by the Russian sanctions in 2014, all three countries aspired to increase their
exports in this industry to China. The most active were the Lithuanians, who went as far as
to establish a position of an agricultural diplomat at their Beijing embassy.3® Within the
China-CEE Platform, the only other country to post an agriculture diplomat to China was
Poland, the largest economy in the CEE region.

The volume of agricultural exports to China is also defined by the ability of the exporting
country to acquire Chinese import licenses. These are granted by the General
Administration of Customs; however, the customs officers require supporting documents
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Figure 5

Baltic's agricultural exports to China
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from multiple institutions before they can issue licenses. Navigating this process is
notoriously difficult and lacks transparency. The issuance of licenses can take years, and
inquiries by diplomats are mostly unanswered. The frustration this opaque process creates
is best illustrated by the example of the outspoken Slovak Prime Minister Igor Matovi¢, who
in 2021 threatened not to attend the China-CEE Platform's summit with China's President
Xi Jinping due to China taking a long time to issue import licenses for lamb.3¢

The slow and onerous licensing process has inhibited the growth of Baltic agricultural
exports to China and prevented them from reaching their full potential.3” This, in turn, led
to a growing disappointment among the Baltic politicians, which contributed to the
decision to leave the China-CEE Platform. Nevertheless, agricultural exports do still remain
on the agenda, yet this time in discussion with Taiwan, with which the countries work to
foster closer cooperation after falling out with China.3®

Indirect exports

A large portion of the Baltic countries' products will be sold to Chinese consumers via third
countries. An econometric approach tracing the value-added in individual products helps
uncover such trade patterns. As was established in a study by Seberia, Chan and Simal&ik
(2023), both total volumes, as well as proportions of individual industries look different
when re-exports are considered.

As regards total volumes, Lithuania's exports to China are 3.9% when indirect trade is
considered, which represents an increase of 246%. In the case of Latvia, China is a final
source of consumption for 1.9% of its total exports, an increase of 66% against bilateral
trade statistics. In the case of Estonia, the total is 6.2%, or a 235% increase over direct
exports.

The structure of exports on the industry level changes when indirect trade is analyzed. As
discussed above, the direct trade data place agricultural exports in the first place, followed
by minerals and machinery exports, with the exception of Estonia, where electronics
overtake agriculture. However, in the indirect trade statistics, agricultural exports are
nowhere near as dominant. Though still occupying the first place in Latvia, the proportion
falls from 50% to less than 17%. In Estonia and Lithuania, the exports of electronics and
chemicals dominate, followed by the exports of metals. Interestingly, the proportion of
machinery exports decreases significantly as compared to direct exports, from 15 to 25%
down to 5%. On the other hand, the export of automotive parts increases from negligible
amounts to about 5%.

This has a number of implications for the trade relationship of the three countries with
China. First, agricultural exports are undoubtedly vulnerable to Chinese trade
weaponization. However, the data indicates that such actions would most likely be taken
via direct measures, as it is the direct exports where they dominate. That is precisely what
the Chinese did in 2021 when they deregistered Lithuania from the customs registry and
left Lithuanian agricultural cargo waiting to be processed.

Second, the most vulnerable sectors for indirect exports are electronics and chemicals.
And third, the Baltics automotive companies have negligible direct exports to China, though
a not insignificant part of their products is sold to China via third countries. This is due to
the fact that local automotive manufacturers do not perform the final assembly of cars,
which could be directly exported to China. They are engaged in the upstream production of
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specialized components that are sold to countries like Germany, where they are assembled
into cars and other products. Additionally, China has only a low level of dependence on the
European supply chain for automotive components as they endeavor to keep the whole
production domestically. Therefore, Lithuanian automotive parts are not directly exported
to China.

The fact that the Chinese have selected the automotive sector and not electronics and
machinery for the supply chain attack on Lithuania can best be explained by concentration.
As there are a number of companies re-exporting Lithuanian-made chemical and
machinery components, the pressure through the supply chains would need to be built via
multiple firms. On the other hand, since the re-exports of Lithuanian-made automotive parts
are concentrated in a few German companies, this proved to be the most effective way to
exert pressure and impose damage on Lithuanian manufacturers.

In summary, the ability of China to weaponize indirect trade is determined by the level of
materiality and concentration in the indirect exports. Materiality is defined as the
proportion of certain industry export on total exports, where, applying some rule-of-thumb
principles used in finance, a proportion below 2% indicates low materiality, above 8% is
high materiality, and medium materiality is within the range of 2% to 8%. The lower the
number of exporters in a certain industry, the higher the vulnerability to attack, as the attack
can be more precisely exercised against a small number of targets.

Figure 6
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Policy recommendations

= Employ an exposure approach in the audit of economic relations with China

Economic relations are generally scrutinized from the perspective of bilateral trade and
directinvestment. However, as the results of this analysis have shown, countries integrated
within manufacturing supply chains are likely to have significant indirect exposure to China.
This enhances their sensitivity to economic developments in China - which can be both
positive and negative - and increases vulnerability towards potential adversarial actions by
the Chinese side.

Mapping exposure - quantifying, tracking indirect relationships, measuring concentrations,
and identifying impacted industries and firms - is the necessary first step in the process.
This should be followed by defining various scenarios and options, accompanied by
sensitivity analysis and, optionally, stress testing. Evaluation of results and the subsequent
choice of preferred policy strategy will lead to the selection of an appropriate policy toolkit.

= Consider sectoral specifics

A one-size-fits-all approach is not advisable in navigating the economic relations with
China. Countries have differing economic structures that need to be taken into account.
The dominant industries in some countries may find it necessary to export to China if it
happens to be the world's largest market for certain products. There might also be a
necessity to procure products, services, and commodities from China if they are
unavailable elsewhere, such as rare earths, or if other countries cannot supply them in
comparable quality or quantity, such as solar panels. In such situations, the ability to
decouple is structurally limited.

= Strengthen public-private dialogue on supply chain risks

The relevant government agencies need to communicate regularly with the largest firms
engaged in foreign trade. Private companies tend to be reluctant to share information
about their exposures and vulnerabilities as this constitutes part of their trade secrets.
Nevertheless, from a risk management perspective, there is a need to find a balance
between trade secrets and economic security. To this end, ministries can facilitate the
establishment of industry fora, in which participants could freely discuss and exchange
information on the latest trends in economic security and stability. The governmental
organizations may use such fora to stress the importance of supply chain resilience and
educate the firms about the latest developments and best practices. The governments may
also establish points of contact, through which firm representatives could relay a rapid alert
to the authorities. Additionally, the governments may identify critical industries and
materials, within which they may make disclosure of supply chain issues and exposures
mandatory.
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= Weaponized transparency

Increasing transparency is a key measure to manage and mitigate many security risks
posed by economic relations with authoritarian regimes. Improved transparency of
economic relations can act as a deterrent against potential abuse of existing links, thereby
contributing to the overall security of maintaining trade relations with China and other
authoritarian regimes.

The advantage of these measures is that they are country agnostic and cannot be seen as
a policy tool specially applied against a certain country. Furthermore, thanks to such
measures, policymakers will have the ability to aggregate data on a country level and
actively monitor concentrations and exposures.

= Incorporate the disclosure of authoritarian exposures in ESG reporting

Utilizing the "weaponized transparency" approach, economic exposures to authoritarian
regimes could be disclosed as part of corporate ESG reporting. These figures can include,
for instance, the percentage of revenue generated in authoritarian countries, the location
of supply chains in countries with questionable human rights records, or the share of
ultimate beneficial owners residing in authoritarian countries. This information would
complement other disclosures made under the G(overnance) pillar of ESG reports.

Such disclosures would enhance transparency in dealing with authoritarian regimes, and
governments could aggregate individual corporate disclosures in order to gain a full picture
of their countries' economic relations, dependencies, and vulnerabilities. However, this is a
new regulatory field, and the methodology is not well-defined. There might be
inconsistencies, discrepancies, and frequent changes in methodology. Nevertheless, the
field is expected to mature and stabilize with more experience.

= Promote whistleblower protection on disclosures of coercive action

Companies engaged in business relations with authoritarian states should broaden the
scope of their internal compliance programs to cover the potential impact of corrosive
capital. They should promote the corporate culture of transparency, corporate social
responsibility, and accountability among their employees to encourage them to voice
grievances and to blow the whistle when they come across illegitimate or illegal behavior
connected to corrosive capital and authoritarian coercion.

= Formulate contingency plans for high-exposure entities

Entities with high exposure to other countries, in particular those governed by authoritarian
regimes, should have contingency plans ready for a sudden deterioration of political and
economic relations with the counterparty. As the Lithuanian example demonstrates, such
changes can be abrupt and inflict significant damage.

Governments could actively encourage the creation of contingency plans, institute their
mandatory disclosure for larger companies, as well as offer guidance to the firms in
formulating and implementing such plans.
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= Apply long term view in risk management

While it is prudent to emphasize currently present risks and formulate corresponding
policies, stakeholders should also consider the long-term implications of their economic
decisions, policy choices, and risk management tools. As the example of the changes in
automotive exports illustrates, a slow change might go unnoticed yet, over time, amount to
a creation of considerable vulnerabilities.

A long-term view also enables a more proactive approach, as governments can shape the
development of economic relations. Absent a long-term view, the policymakers are
typically in a reactive position, proposing solutions to remediate immediate issues.
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