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1 Introduction

Lili Yan Ing and Dani Rodrik

No one could have foreseen the unprecedented pace at which the global economy,
technology, and climate change have evolved. Since the First Industrial Revolution,
spurred by the invention of the steam engine in 1712 (with its modern patent
granted in 1776), the world has experienced transformative shifts in production
processes and the broader economic landscape. The steam engine served as a
catalyst for a cascade of innovations across various technologies, ranging from
mechanised looms for textile manufacturing to steam-powered locomotives,
iron smelting, and the engines that drove them. This era marked the advent of
modern industry in Europe and North America. The Second Industrial Revolution,
spanning approximately from 1870 to 1914, was characterised by advancements in
steel production, which enabled the mass manufacturing of locomotives, telegraph
systems, industrial machinery, and a wide array of component parts.

The Third Industrial Revolution, commencing in 1969, heralded an era defined
by the rise of electronics and transformative advancements in information and
communication technologies (ICT). This period saw the advent of computers,
the creation of the internet, and the application of nuclear energy, reshaping
industries and accelerating global economic progress. These successive waves of
industrialisation stimulated an extraordinary expansion of the global economy,
with GDP surging from $2.6 trillion in 1870 to $29.3 trillion by 1970,' (Bolt and
Van Zanden, 2024a), underscoring the immense economic transformation wrought
by technological progress over the past few centuries.

The Fourth Industrial Revolution, which began in 2011, is characterised by
the development of cyber-physical systems (CPS). By 2023, approximately 67%
of the global population, or 5.4 billion people, were connected to information
and communication technologies (ICT), representing a 4.7% increase over the
previous year (International Telecommunication Union, 2024). Global technology
company spending is projected to grow by 5.3% in 2024, reaching an estimated
$4.7 trillion, with growth occurring across all regions. Two key factors driving this
expansion include increased investment in software and IT services—particularly
in areas like generative Al (GenAl), cloud computing, security, and digital
services—and continued economic growth in the Asia Pacific region (Forrester,
2024).
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As latecomers in technology, emerging economies have been advantaged by
the latest developments. Over the past five decades, global output has increased
sixfold, rising from $29.3 trillion in 1970 to $174 trillion in 2022 (Bolt and Van
Zanden, 2024b). This remarkable growth has been driven largely by the economic
advancement of developing countries, supported by robust exports, increased
investment, and technological innovation.

Alongside advancements in technology, the process of opening global markets
and promoting international trade was initiated at the end of the Second World War.
Since then, the global economy has undergone profound transformations. The collapse
of the Bretton Woods system further reshaped the world economic order, and the
establishment of the World Trade Organization (WTO) and the General Agreement
on Tariffs and Trade (GATT) catalysed further shifts in the international economic
landscape. During the 1970s, the notion of the new international economic order
(NIEO) was proposed to address the economic challenges faced by the least-developed
and developing countries. The initiative sought to empower these nations economically
and politically, with the aim of enhancing the welfare of large portions of the global
population (Gebremariam, 2017). On May 1, 1974, the UN General Assembly formally
adopted the NIEO declaration and its corresponding programme of action. Rooted in
the principle of “trade, not aid,” the NIEO called for fundamental changes in global
trade, industrialisation, agricultural production, finance, and the transfer of technology.
As the global economy advanced toward deeper integration and interconnectedness,
international trade and the policies shaping it became central to influencing the
trajectory of global economic dynamics (Schwab and Smadja, 1994).

Over the subsequent decades, the global economy became increasingly
interconnected, with international trade in goods expanding atan unprecedented pace.
This expansion has fostered deeper multilateral engagement and a proliferation of
trade agreements—ranging from bilateral to regional and multilateral frameworks.
Both theoretical and empirical studies have consistently underscored the pivotal
role of international trade as a driver of economic growth, as long as appropriate
industrial restructuring policies were in place at home, particularly in emerging
East Asian economies (Lucas, 1988; Barro, 1991; Frankel, Romer, Cyrus, 1997,
Frankel and Romer, 1999; Yew, 2013; 1t6 and Rose, 2005; Ing and Yu, 2018). The
ascendance of middle-power and emerging economies has further reshaped the
contours of the global economic order, reflecting their growing influence in driving
economic growth and integration (World Bank, 2007).

However, while globalisation and technological advancement have generated
significant benefits, they have also introduced substantial costs, including rising
inequality and the exacerbation of climate change.

First, as global integration has progressed, with factors of production
increasingly moving freely across sectors and borders, rising inequality has
become evident. This trend, particularly noticeable since the 1980s in developed
economies (Stiglitz, 2014) and since the late 1990s in developing nations (Zhu
and Trefler, 2005; Ing, 2009), has led to significant increases in income and wealth
disparities. By 2020, more than 75% of the global population resided in countries
where income inequality has worsened since the 1990s (United Nations, 2020;
UNDP Bureau for Development Policy, 2013).
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The widening inequality has been further exacerbated by recent economic
and financial crises, particularly the global financial crisis of 2008-2009 and the
sovereign debt crisis of 2010, which significantly impacted the United States,
Europe, and Russia. These crises led to widespread job losses and financial struggles,
disproportionately affecting unskilled workers and the poor, while the upper class
remained largely insulated from their effects. Over the past decade, the wealthiest
individualshaveseensubstantial increasesinwealth, whilemiddle-andlower-income
groups have faced rising living costs (Christensen et al., 2023). These growing
disparities have fueled the rise of anti-globalisation sentiments not only in
developed economies but also in other parts of the world.

Second, since the Industrial Revolution, industrialisation and economic
development have profoundly shaped global economic trajectories while
simultaneously exerting significant and enduring impacts on climate change. Central
to this dynamic has been the escalation of greenhouse gas emissions, forced by the
extensive reliance on fossil fuels during the industrialisation process. Empirical
evidence underscores the magnitude of these trends: global CO- emissions across
all sectors have risen substantially since 1850, with the combustion of fossil fuels
serving as the primary contributor (Myhre, Alterskjer, Lowe, 2009; Andres, Boden,
Higdon, 2014).

The environmental repercussions of industrialisation manifest across diverse
regions, particularly through the expansion of industrial land use, which has been
identified as a critical driver of CO: emissions. Such developments illuminate the
intricate interplay between industrialisation, economic growth, and environmental
sustainability, emphasising the imperative for adopting sustainable practices to
mitigate adverse ecological outcomes (Cole, 1999; Beg et al., 2002; Akimoto et
al., 2012; Ferraz et al., 2021). The industrial sector remains the most COz-intensive
among end-use sectors, accounting for nearly half of global final energy consumption
and emissions. Recent data highlights the sector’s continued contribution to global
emissions, with approximately 10 gigatonnes (Gt) of CO: emissions recorded in
2023—equivalent to over 40% of total energy-related CO- emissions (International
Energy Agency, 2024). This persistent linkage between industrial activity and
environmental degradation underscores the urgency of integrating sustainability
into industrial and economic policy frameworks to address the dual challenges of
economic growth and climate mitigation.

As a result of eight decades of globalisation and successive industrial
revolutions, the contours of a new economic order was beginning to take shape.
The waning dominance of the United States and its allies signals a potential
realignment of global power as China’s economic ascendancy continues to
reshape the balance of influence. This transition reflects a broader geopolitical
and economic shift, compounded by the pronounced weaknesses currently
facing the major engines of global growth, including the United States, Western
economies, and China itself (World Bank, 2023a). At the same time, the emergence
of middle-power nations—such as Australia, Brazil, India, Mexico, the Republic
of Korea, South Africa, Southeast Asian countries (particularly Indonesia), and
Tirkiye—is exerting a growing influence on the trajectory of the global economic
order. These nations are leveraging their strategic positions, economic dynamism,
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and regional integration to assert themselves as critical players in the evolving
landscape of global governance. This confluence of shifting hegemonies, economic
vulnerabilities, and the rise of middle powers underscores the complexity of the
global economic transition.

The recent trade war unleashed by U.S. President Donald Trump has thrown the
future of the world economy in doubt. The populist backlash against the prevailing
global order is largely a result of its distributional consequences—within and across
nations. The deepening of economic, social, and political cleavages within nations
has been reinforced by the rise of China as an economic and geopolitical rival, and
perceived threat to the U.S. and other advanced nations. Trumpism fails to offer
a serious remedy to these imbalances while exacerbating their negative impacts.
The time is ripe, therefore, to reimagine what a healthier, more inclusive, and more
sustainable global economic order might look like. We are at a pivotal moment for
multilateral cooperation and reconfiguring the structures that will underpin the next
phase of globalisation.

Our book aims to explore the evolving dynamics of the global economic order,
highlighting the historical progression from the post-World War II era to the
present day. It examines the shifting balance of power, with particular focus on
the rise of middle-power nations and the role of international trade, governance,
and technological advancement in shaping future economic trajectories. It is
structured into three main sections, each addressing a distinct aspect of the
global economic order and proposing comprehensive global solutions. It begins
with Chapter 2, which provides a concise historical overview of the global
economic order, tracing its evolution from the 19th century to the present. The
first section, encompassing Chapters 3 to 5, delves into the framework of global
rules and governance, examining the principles and institutions that have shaped
international economic interactions. The second section, spanning Chapters 6 to 9,
explores growth and structural transformation, offering insights into the dynamic
processes driving economic development across regions and industries. The last
section, comprising Chapters 10 to 12, focuses on global resource mobilisation,
recommending mechanisms and strategies for harnessing resources to support
sustainable economic growth and resilience.

Chapter 2 by Kevin Hjortshaj O’Rourke provides a brief history of the global
economic order. The author invites us to reflect on the metamorphoses undergone
by the global economic order since the early modern period, concluding with some
brief reflections on what the past might have been to teach us about our current
situation. The mercantilist period was essentially anarchic and characterised
by constant warfare between the leading powers, as well as activist trade and
industrial policies that have to be understood in that context. The 19th century
saw the gradual emergence of a generally liberal international order, although
independent states protected both industry and agriculture. Elsewhere, imperialism
implied low tariffs. A “system” characterised by the gold standard and the MFN
principle emerged as a result of individual countries’ monetary policy choices and
the bilateral trade deals they entered into. The system fell apart between the wars,
but not before the gold standard helped spark the Great Depression, and the MFN
principle was de facto abandoned as the world splintered into blocks.
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The post-1945 settlement attempted to remedy these defects with fixed but
adjustable exchange rates and capital controls, on the one hand, and a GATT
committed to trade liberalisation with MFN as a key principle on the other. A new
economic system emerged that was, for the first time, underpinned by multilateral
treaties and institutions, although the trade liberalisation it implied was largely
Western. Capital mobility and the move to floating by the major currencies, global
trade liberalisation, the end of the Cold War, and intellectual changes led to a
transition toward our current system, one marked by less domestic policy flexibility.
This is now changing as a result of financial crises, pandemics, war, and domestic
inequality. None of this is surprising in the light of history. The international order
has always been geopolitical, and when rules become too constraining, they are
abandoned.

Section 1: Rules and Governance

Chapter 3 by Joseph E. Stiglitz and Dani Rodrik examines the complexities of
global governance in an interconnected world, emphasising the need to focus on
areas of international cooperation with maximum potential impact to address global
challenges such as pandemics and climate change. There are many demands for
global governance, but the reality is that the world has limited global cooperation.
The authors highlight that while globalisation has increased economic and political
interdependence, existing institutions like the WTO, IMF, and UN have struggled
to adapt to changing global dynamics. The chapter critiques the one-size-fits-all
approach of current global governance, which often prioritises market liberalisation
and globalisation over national contexts and equitable development. They argue
for a more pluralistic model of governance that respects national sovereignty
while fostering international collaboration to tackle global challenges such as
climate change, economic inequality, and pandemics. Taking into account political
realities—the presence of nation-states as primary political units and the uneven
distribution of power in the global economy—a more circumscribed, less ambitious
global agenda may be preferable.

Accordingly, they propose a framework for a minimal global governance
architecture. They outline some general principles that should govern the design of
global governance and provide their justification. The authors propose a framework
for a new global governance model that balances global cooperation with local
needs, emphasising flexibility, inclusivity, and fairness. Key findings suggest that
successful global governance must be built on mutual respect for diverse economic
systems and cultural contexts rather than imposing a rigid, universal set of rules.
They advocate for multilateral agreements that address pressing global issues while
enabling nations to chart their paths to development. They underline the need for
enhanced democratic accountability and transparency in international institutions
to regain trust among member states and populations. Their work provides a
roadmap for building a more sustainable, equitable, and cooperative global order
that aligns with the shifting balance of power in the 21st century. The authors also
draw the implications in a variety of areas, such as intellectual property rights, trade,
financial flows, monetary policy, investment agreements, and debt management.
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Chapter 4 by Shujiro Urata assesses the roles of bilateral, regional, and
plurilateral economic cooperation. Economic globalisation through the expansion
of trade and investment contributed to rapid economic growth in the world from
the 1990s through the mid-2000s. He argues, however, that increased uncertainty,
mainly resulting from continuing and escalating geopolitical tensions in the world
involving two major powers, the United States and China, has resulted in reduced
trade and investment by fragmenting the world economy. Urata argues that there
is a possibility that further escalation of geopolitical tensions between the United
States and China will result in the division of the world economy.

The troubled global trade and investment environment has been exacerbated by the
malfunctioning of the global trade system under the WTO in the areas of rulemaking
and dispute settlement. To deal with the situation, a group of WTO members has
established new types of trade agreements: enlarged regional trade agreements with
comprehensive policy coverage, plurilateral agreements, and an alternative dispute
settlement mechanism by the name of Multi-Party Interim Appeal Arbitration
Arrangement (MPIA). These developments reflect the view of many WTO members
that establishing and managing a rules-based trade system is crucially important
for maintaining an open and stable trade and investment environment, avoiding
the division of the world economy, and achieving economic growth through the
expansion of trade and investment. Faced with fierce competition between the
United States and China, which have violated WTO rules, a group of middle-power
countries such as Australia, Japan, and Korea, and a group of countries belonging
to the European Union, Association of Southeast Asian Nations (ASEAN), and the
Global South have to lead these new developments toward the establishment of a
rules-based trade system through bilateral, regional, and plurilateral cooperations.

Chapter 5 by Danny Quah explores how the relationship between trade
interconnectedness and geopolitical tensions influences the current global order.
During the so-called centripetal era (1980-2010), economic integration and
geopolitical alignment played a crucial role in bridging the interests of developed
and developing nations, contributing to a relatively stable world economy. However,
the author notes a significant shift that began in the early 2000s, primarily driven
by factors such as China’s economic rise (i.e., ‘China shock’), the emergence of a
multipolar world, and evolving practices in multilateral cooperation. These changes
have disrupted the previous alignment of interests and played an instrumental part
in ushering in the so-called centrifugal era of world economy, where economic and
geopolitical forces work in ways that exacerbate global fragmentation.

To mitigate the growing fragmentation, the author offers three key proposals.
First, he suggests fostering inadvertent cooperation, whereby mutual benefits
emerge even without deliberate collaboration. Second, he advocates for breaking
political gridlocks among the Great Powers to mitigate tensions. Finally, the chapter
emphasises the potential of plurilateralism and innovative multilateral frameworks
to restore global unity in a fractured world. By implementing these strategies, the
author argues, the international community can begin to counteract the divisive
impacts of current economic and geopolitical dynamics.
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Section 2: Growth and Structural Transformation

Chapter 6 by Lili Yan Ing and Justin Yifu Lin illustrates economic transformation
in the last half-century and lessons learned drawn from it. Throughout the 20th
century, global economic governance was predominantly shaped by major
developed countries. However, over the past five decades, the world has undergone
a profound economic transformation. This shift is clearly reflected in the changing
global shares of developed and developing nations across four key economic
indicators: total output, trade in goods, manufacturing value added, and foreign
direct investment.

The central argument of the chapter posits that the substantial transformations
in the global economy are not predominantly driven by significant shifts in
the growth performance of developed countries, but by the rapid catch-up of
select developing nations. Sustainable economic growth is an ongoing process,
encompassing technological innovation, improvements in labour productivity,
and industrial upgrading. Drawing on growth and structural transformation
patterns observed in both developed and developing countries, the chapter argues
that achieving sustainable economic growth requires (i) optimising comparative
advantage and enhancing infrastructure, (ii) managing gradual economic and
political transitions, and (iii) leveraging digital transformation to maximise
efficiency.

Chapter 7 by Dani Rodrik and Joseph E. Stiglitz addresses the evolving
challenges faced by developing economies in the current global landscape.
The authors argue that traditional growth models, which heavily emphasise
industrialisation and export-led strategies, are becoming less effective due to
factors such as technological advancements, climate change, and shifting global
demand patterns. The chapter assesses that the world is currently at a turning
point in development strategy. Key findings of the chapter highlight the necessity
for developing nations to adapt their economic policies to the changing global
environment. Development strategies that worked well in the past are unlikely to do
so in the decades ahead. In particular, the manufacturing- and export-based growth
strategies that drove East Asia’s development miracles are no longer very effective
in today’s low-income countries. They highlight the importance of investing in
sustainable technologies and infrastructure to address environmental challenges
while fostering economic growth.

New technologies, the climate challenge, and the reconfiguration of globalisation
require a novel approach to development. They also advocate for the development
of labour-absorbing service sectors, such as health care and education, to create
employment opportunities and enhance human capital and green investments to
achieve sustainable and inclusive economic development. Additionally, the authors
suggest that strengthening domestic markets can reduce vulnerability to external
shocks and promote more resilient economic structures. This comprehensive
approach aims to equip developing nations with the tools needed to navigate the
complexities of the modern global economy effectively.
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Chapter 8 by Daron Acemoglu advocates that there is a critical need for
multipolar governance in artificial intelligence. The author examines the potential
adverse effects of Al technologies, particularly concerning labour markets and
economic inequality. He argues that without appropriate governance, Al could
exacerbate existing disparities and lead to significant job displacement. He cautions
against the concentration of Al control in the hands of a few large technology
companies, which could undermine democratic processes and societal well-being.
By promoting a more distributed governance model, he believes that Al can be
harnessed to benefit a broader segment of society, ensuring that technological
progress contributes to shared prosperity rather than deepening inequality.

Acemoglu argues that to redirect Al research and development in a more socially
beneficial direction, a multipolar governance structure is essential. The current
direction is shaped by the priorities of the tech industry, which do not coincide with
pathways that would lead to beneficial outcomes for workers and democracy, and to
alesser extent, by the regulatory oversight coming from the United States and China,
which is either weak or inadequate. It is particularly important to have a voice and
influence from workers in the industrialised world and the citizens of developing
nations because these are the groups that are most likely to suffer under the current
direction, and a broadly beneficial direction for Al research needs to incorporate the
priorities, interests, and knowledge of these groups. Acemoglu closes the chapter by
advocating for a multipolar approach to Al governance, underscoring the need for
inclusive institutions that can effectively regulate Al development and deployment.

Chapter 9 by Alessio Terzi presents the consequences of the Green Industrial
Revolution. Achieving climate neutrality demands a complete overhaul of fossil
fuel-dependent economic activities, encompassing energy, agriculture, transport,
and more. Terzi draws parallels between the current shift toward sustainable
practices and past industrial revolutions, stressing that such transitions historically
involve significant economic and social upheavals and social structures. He
argues that while green technologies hold promises for economic growth and job
creation, they also pose challenges, including potential short-term disruptions
and increased inequalities. Terzi highlights the inevitability of the green
transition, pushed by the unsustainable nature of fossil fuel dependence and the
pressing need to address climate change. By learning from historical precedents,
Terzi’s analysis provides valuable insights for policymakers striving to balance
economic growth with environmental sustainability in the context of a green
industrial revolution.

Despite the promising prospects of green technologies fostering economic
growth and job creation, potential short-term disruptions and growing inequalities
will pose significant challenges and inevitably unleash some political and economic
forces. Consequently, the new economic order can be expected to be marked by
(i) proactive government involvement acknowledging that state intervention has
historically played a crucial role in guiding industrial transformations, (ii) trade
fragmentation, (iii) limited voluntary transfer of technology, and (iv) limited
financial transfers between countries. Within the contours of this emerging economic
framework, policy decisions can still have first-order repercussions on the speed of
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climate action, growth, human lives, and livelihoods within and between countries.
He concludes by articulating broad recommendations for policymakers in rich and
poor countries, suggesting that a coordinated international approach is essential
and should be designed to maximise the advantages of the green transition while
mitigating its adverse impacts.

Section 3: Resource Mobilization

Chapter 10 by José Antonio Ocampo discusses international financial and tax
reforms. The chapter analyses the international financial and tax reform agenda.
It first looks at the need to significantly increase financing by the multilateral
development banks (MDBs), including supporting the contribution of developing
countries to the provision of global public goods. This would require concessional
credits, including to finance the contributions by middle-income countries and the
private sector, and therefore, funds to support those concessional elements and the
capitalisation of the MDBs. The chapter then deals with international monetary
reform, an issue that has not been central to recent debates. It underscores the need
to develop more precautionary instruments, continue to support capital account
regulations, streamline conditionality, and, particularly, a more active use of IMF’s
Special Drawing Rights (SDRs).

On developing countries’ sovereign debt, he points out the need to develop both
a permanent institutional mechanism to negotiate sovereign debt restructuring and
an ad hoc instrument to manage the debt crises that several countries are currently
facing—such as the ones that have been used in previous crises. On international
tax cooperation, he points out the very limited advance made in the OECD
Inclusive Framework and, therefore, the need to support the ongoing negotiations
of a UN tax convention with a much broader agenda and the transformation of the
UN Committee of Experts on International Cooperation in Tax Matters into an
intergovernmental organ. Finally, Ocampo foregrounds four critical institutional
issues: continuing to enhance the voice and participation of developing countries
in the Bretton Woods institutions; creating a representative committee in the UN
as the main mechanism of international economic cooperation; developing global
institutions in sovereign debt and tax cooperation; and the need to have strong
regional institutions in all areas, including in the international monetary system
and tax cooperation, reproducing the system that is already in place in the MDBs.

Chapter 11 by Jayati Ghosh assesses global resource mobilisation, specifically
highlighting health and economic recovery. She starts by sharing the fact that though
health has become a global concern, it is still treated and managed in the national
context. The current international economic architecture is an active constraint
on required health spending, both in terms of absolute levels of spending and its
direction and quality. Low and middle-income countries (LIMCs) are constrained
in terms of fiscal space because of debt repayment stress, fear of capital flight,
and inability to raise revenues through adequately taxing corporations and rich
individuals. Food security and nutrition that directly impact health conditions have
been hit by profiteering, speculation, and volatility in primary commodity markets
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that affect food-importing countries. Important international institutions that could
coordinate efforts are significantly underfunded.

International financial institutions must change the way they operate, beginning
with a regular but more flexible, generous, and directed issuance of Special
Drawing Rights by the IMF, whose distribution is not by quota but according to
need. Debt distress has to be overcome through urgent and transparent efforts to
reduce the repayment burdens without further pressure on embattled populations.
Intellectual property regimes need to be reformed to enable greater access to
essential knowledge. Fiscal space has to be enhanced through more appropriate
rules on international taxation. The quality of finance also has to change from
a siloed and short-term approach in both public and private finance to a more
comprehensive, inclusive, and cooperative approach for both national governments
and international institutions.

Chapter 12 by Vera Songwe explains the importance of the private sector and
market-based mechanism inresource mobilisation. Emerging markets and developing
economies need $5.3 trillion between 2023 and 2030 to meet the Sustainable
Development Goals. Successive crises have left traditional donors in fiscally
difficult positions. These have led to a massive contraction in the resources available
to LMIC:s to respond to the development challenges the COVID-19 pandemic and
subsequent crises have brought to the fore. To compound the situation, increases
in interest rates by advanced economies have precipitated the flow of capital from
LMICs to advanced economies. In the meantime, the climate crisis also requires
urgent and scaled-up resources. Against this challenging backdrop, the role of
the private sector has become central to resource mobilisation and deployment.
Governments must create the right governance environment to attract private-sector
funding at affordable and sustainable rates. Undercapitalised MDBs must work with
the private sector to leverage their resources for better development outcomes.

Concerted collaboration between the private sector, MDBs, and sovereigns is
needed to achieve this objective. But more resources will be needed. Countries
must look to the regulatory environment to unlock barriers to resource mobilisation
that have historically created asymmetries. Unlocking these and creating a level
playing field would help improve resource mobilisation in many LMICs. These
include abiding by the IMF articles of agreement that call for the issuance of new
Special Drawing Rights in times of crisis, SDRs for climate. Most LMICs are nature
rich and can monetise these resources, but the market for carbon credits is lack of
transparency and accountability, and countries are not benefiting to their fullest.
Prudential regulation meant to build financial sector resilience has also resulted in
frictions in capital flows to emerging markets. Finally, remittances and important
sources of foreign exchange reserves remain costly to transfer, with G20 countries
not meeting their pledge to keep costs below 5%, diverting substantial resources
away from LMICs. The chapter highlights the costs of these policies to revenue
mobilisation. It concludes by proposing policy changes that could deliver better,
more transparent, and enforceable global governance systems for improved revenue
mobilisation.
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Note

1 Data are expressed in US$ at 2023 prices. GDP Deflator based on World Economic
Outlook, accessed on December 19, 2024.
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2 The Global Economic Order
A Brief History

Kevin Hjortshaj O ’Rourke

2.1 Introduction

The global economic order has undergone several mutations over the past two
centuries. This chapter begins with a brief description of international economic
relations during the mercantilist era and then considers the late 19th-century,
interwar period—the ‘Golden Age’ of economic growth (i.e. 1950-1973)—as well
as the present. Certain features of the historical record are highlighted that are
particularly relevant to the circumstances of the present day.

2.2 Emergence of the Global Economic Order

2.2.1 The Mercantilist Period

The mercantilist era—which occurred during the 17th and 18th centuries—was
characterised by almost constant warfare amongst the leading powers in Europe,
which acquired increasing global significance as European empires expanded
overseas. The economic policy of the time cannot be understood without this context
(Wilson, 1978). Trade was seen in zero-sum terms; countries were competing for
and were willing to go to war for control over lucrative overseas trade routes.
Dominating these brought in revenue, an important consideration in an era of ever
more costly warfare. A strong merchant marine was also a source of ships and men
that could be mobilised in wartime. Countries engaged in widespread industrial
policy, encouraging the growth of economically strategic sectors such as textiles
and paying particular attention to certain industries vital in times of war, notably
metallurgy and chemicals. Contrary to Whig Party claims that the government’s
role in sparking the Industrial Revolution was limited to protecting intellectual
property rights, activist industrial policies and military procurement played critical
roles in promoting growth in textiles, metallurgy, and—in France—chemicals
during this period, while patents were essentially ineffective (Kelly and O’Rourke,
2024). Supply chain fears led to both investment in naval capacity and import
substitution, with the development of the French artificial alkali, saltpetre, and beet
sugar industries particularly notable.
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At this time, the global system was thus largely anarchic, although occasional
bilateral trade treaties emerged such as the Methuen and Eden treaties signed in
1703 and 1786 by England and Portugal, and Britain and France, respectively.
Domestically, the capitalism of the age co-existed with more or less undemocratic
regimes, which Schumpeter (1943) regarded as logical. Countries adopted a variety
of specie standards without this becoming a global exchange rate system; they
often attempted to restrict emigration, especially for skilled artisans embodying
technological knowledge. In addition, capital was surprisingly mobile. East India
Company conquests in India foreshadowed the vast late 19th-century overseas
empires, but the end of the mercantilist era also saw the United States, Haiti, and
most countries in Latin America gaining independence.

2.2.2 The Late 19th Century

The conflicts of the mercantilist era culminated in devasting wars between Britain
and France that lasted almost a quarter of a century, dragged many other countries
into the conflict, involved fighting on several continents, and significantly disrupted
global trade (O’Rourke, 2006). One consequence was the post-war settlement
agreed at the Congress of Vienna of 18141815, which largely kept peace within
Europe for several decades. Another was the rise of Britain to a position of political
and naval dominance that it retained for the rest of the century. This would have
systemic global consequences when Britain, then the world’s leading economy,
unilaterally adopted free trade in the mid-19th century—as did Britain’s dependent
colonies. Imperialism was generally a force for free trade during the late 19th
century, and those remaining outside of European empires—such as China, Japan,
the Ottoman Empire, Persia, and Siam—were obliged to sign treaties restricting
their ability to raise tariffs. Free trade, falling transport costs, and rising commodity
demand in industrialised countries contributed to a terms-of-trade boom in
the periphery, accompanied by de-industrialisation (Williamson, 2011).! This
period of globalisation coincided with the Great Divergence as well as the Great
Specialisation, which established north-south patterns of trade that would only
begin to unravel in the 1960s (Robertson, 1938).

As empires promoted free trade in Africa and Asia during the late 19th
century, independent states in Europe and the Americas pursued independent
trade policies. In Europe and North America, these generally involved
import-substituting industrialisation; in Europe, tariffs were used in many
countries to cushion the losses of landowners exposed to falling transport costs
(O’Rourke and Williamson, 1999). Agricultural protection has been a notable
feature of European trade policy ever since. Towards the end of the century,
this anarchic non-system was tempered by a wave of bilateral trade treaties,
beginning with the 1860 British-French Cobden-Chevalier Treaty, which
lowered tariffs and included unconditional most-favoured nation (MFN) clauses.
With some exceptions (e.g. Canada after 1898), European colonies also adopted
non-discriminatory trade. As a result of bilateral treaties reflecting individual
country calculations, an international trade ‘system’ spontaneously emerged
that combined non-discrimination with fairly high—especially from the 1880s
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onwards—Ilevels of protection in the industrialised core. The major exception
was the United States, whose commitment to non-discrimination was conditional
rather than unconditional. These treaties were generally signed for fixed periods
of time and had to be periodically renegotiated. Countries were thus not locked
in forever.

Another feature of the late 19th century was the gradually expansion of
franchises in wealthy countries as well as the adoption of various labour market
regulations and social insurance schemes that were the precursors of the welfare
states that would emerge after World War II (Huberman, 2012). Several trade
treaties included clauses that levelled up these welfare standards in trade partners,
which presumably enhanced their political acceptability (Huberman and Meissner,
2010). Nevertheless, trade policy remained a contentious political issue, especially
when treaties had to be renewed.

The late 19th century also witnessed the emergence of a global fixed exchange
rate system, not as a result of multilateral negotiation but of individual countries’
decisions to peg to gold. The lack of exchange controls during the period meant
that countries forewent the benefits of independent monetary policies, but this
was generally not seen as a problem by politicians or economists, even during the
quarter-century-long deflation of 1873—1896. That episode eventually gave rise to
a powerful democratic protest movement in the United States, which demanded
an end to the gold standard, stronger anti-trust policies, a nationalised rail service,
and a graduated income tax. While the Populist Party in the United States faded in
part because new gold discoveries led to a recovery of prices, many of its reform
proposals were adopted by mainstream political parties.

In Europe, adjustment to the constraints of the gold standard was facilitated by
mass emigration, which helped restore internal and external balance, as emigrants
sent remittances home (Esteves and Khoudour-Castéras, 2009). Poorer economies,
tempted by gold in the hopes that this would make it easier to attract capital inflows,
sometimes adjusted through the simple expedient of abandoning the peg altogether
(Catao and Solomou, 2005).

Mass migration at this time was also relatively liberal, especially for Europeans
who moved in large numbers to the frontier economies of the United States and
Oceania. This helped the continents adjust during their phases of rapid population
growth associated with a demographic transition (Hatton and Williamson, 1998).
Towards the end of the period, however, New World immigration restrictions
tightened, a trend that would continue during and after World War I until borders
were effectively closed. These restrictions were motivated by labour market
competition as well as racism and bigotry. Other regions of the world saw large
outflows as well, but these occurred within a racially segmented international
labour market famously analysed by Lewis (1978). Capital was extremely mobile,
with very large outflows from capital-abundant Europe to the resources-abundant
globe, in particular the Americas. By helping cultivate land, these flows were
economically productive, but they were primarily directed towards richer countries
rather than poorer ones. Extensive capital flows were also associated with periodic
financial crises, foreshadowing the experience of the 20th and 21st centuries
(Bordo, Meissner, Stuckler, 2010).
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2.2.3 The Interwar Period

World War [ saw unprecedented devastation and loss of life. In its wake,
a new multilateral international organisation was created—the League of
Nations—although the United States, which had played a leading role in drafting
its covenant, never joined. While the League of Nations’s main function was to
preserve peace, the covenant also called on its members to secure and to maintain
freedom of communications and transit as well as equitable treatment of commerce.
It was not, however, expected to play a major role in international economic affairs.
Yet the legacy of war, various revolutions, and reparations soon led to a series
of financial crises in Central Europe. Economists from the League of Nations’s
Secretariat oversaw International Monetary Fund (IMF)-style stabilisation plans,
which were widely seen as successful—although they provoked hostility in the
countries affected. This facilitated an expansion in the resources of the League of
Nations’s Economic and Financial Organization (Clavin, 2013). Although there
were no treaty commitments obliging countries to pursue particular monetary or
trade policies, the Economic and Financial Organization spent the 1920s trying to
coordinate a voluntary reconstruction of the pre-war economy, holding a series of
conferences dedicated to restoring the gold standard and liberalising trade. This
was a multilateralism-as-coordination device rather than anything binding.

The attempt to restore the gold standard was more successful than the attempt
to liberalise trade, reflecting the conviction of politicians that sound money was
essential to economic recovery. Importantly, a belief in the virtues of the gold
standard also correlated with the conviction of balanced budgets; economic rules
could be self-imposed, with this certainty the result of the prevailing idea that
formal legal obligations need not dictate an economy.

International capital started flowing from the United States to Latin America and
Europe, especially in the wake of the 1924 Dawes Plan, which stabilised the German
currency and specified that commercial credits be senior to government debts
(Ritschl, 2012). Countries, like Germany, used the money to finance reconstruction
and reparation payments to Britain and France—which in turn owed the United
States money as a result of loans incurred during the war. The combination of
fixed exchange rates and large-scale capital flows—seen as essential by liberal
internationalists and most economists—would prove to be very costly, however. The
gold standard transmitted tight monetary policies in the United States and elsewhere
around the globe and prohibited monetary and fiscal policies that may have prevented
the slump (Temin, 1989; Eichengreen, 1992). Large-scale capital flows led to ‘the
mother of all sudden stops’ (Accominotti and Eichengreen, 2016), as the United
States ceased lending, which transformed a deep recession into a global depression
in 1931.

Countries responded by abandoning all constraints on their policy independence.
They left the gold standard, defaulted on their debts, and imposed capital controls.
These actions worked. Leaving the gold standard was clearly associated with
recovery, in part by replacing expectations of deflation with those of inflation
(Temin and Wigmore, 1990; Ellison, Lee, O’Rourke, 2024). Defaulting on
international debts did not appear to have hurt countries either, although they
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would end up paying 20 basis points extra on their borrowing when global capital
markets re-opened 40 years later (Eichengreen and Portes, 1989; Ozler, 1993).

There were two problems, however. While some democratic governments
(e.g. Britain) chose to abandon the gold standard early, others (e.g. Germany)
stuck to the rules of an out-of-date system, leaving it to demagogues to change
policy direction and to reap the resultant rewards. The policy framework of the
1920s was eventually rejected everywhere, but the attempt in some countries to
delay the inevitable would have fateful consequences. Where democratic parties
advocated the radical reform that was needed (e.g. Sweden), they reaped the
electoral rewards; where democrats failed to offer an alternative vision of how
to manage the economy (e.g. Germany), they were ejected from power (Berman,
2006).

The second problem was that countries left the gold standard at different
times, exacerbating the economic difficulties of those that remained pegged
to gold. Britain’s decision to leave the gold standard in September 1931, in
particular—while beneficial in the long run both to itself and to its trading partners
by spurring recovery—Ied to a spate of protectionism in countries fearing the
consequences of overvaluation (Eichengreen and Irwin, 2010). More generally,
the Great Depression led to a wave of tariff and non-tariff barriers to trade, with
an increase in protectionism being most noticeable in those countries remaining
on the gold standard the longest. Ironically, persisting with a monetary institution
thought to symbolise a commitment to an open international economy deepened
the breakdown in international trade.

The world was still connected by a web of MFN agreements, strengthened by
the commitment of the United States to this unconditional principle. This made
liberalising trade even more difficult; in its retrospective history of interwar trade
policy, the League of Nations concluded that

instead of facilitating [trade], the clause tended to obstruct the reduction
of tariffs by means of bilateral or multilateral agreements, owing to the
reluctance of governments to make concessions which would be generalised
by it. This was the result, mainly, of two causes: first, the refusal of the
United States to reduce its own very high tariff by negotiation while claiming
to benefit from any tariff reduction negotiated between European countries;
secondly, the opposition of certain countries—notably the United Kingdom,
the United States and the British Dominions—to derogations from strict
M.F.N. practice permitting the conclusion of regional or similar agreements
for tariff reduction, the benefits of which would be limited to the participants.

(League of Nations, 1942: 119)

Belgium, Luxembourg, and the Netherlands, for example, tried to negotiate
mutual tariff reductions but were prevented from doing so by Britain’s refusal to
waive its MFN rights in this matter. Moreover, as the Economic and Financial
Organization explained, the MFN clause could lead to free-rider problems that
arose during the 1930s.
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A legalistic insistence on other countries’ MFN commitments did not imply
that Britain was committed to non-discrimination; on the contrary, Britain and its
colonies adopted a policy of imperial preference that would continue until Britain’s
accession to the European Economic Community (EEC), upsetting the United
States in particular. Other empires, would-be empires, and soon-to-be empires
formed similar blocs.

While MFN clauses in existing treaties were an obstacle to liberalising trade
during the 1930s, the breakdown of the principle was geopolitically harmful.
The shift from multilateral trade to trade increasingly channelled within mutually
hostile blocs exacerbated international tension and heightened the desire to become
as self-sufficient as possible—a tendency that had been evident ever since World
War I, which saw the successful blockade of the Central European powers by
Allied navies (Zahra, 2023). When countries did not possess the resources to
become self-sufficient, a logical response was to try to become so via conquest.
These tensions were clearly a contributory factor to the outbreak of World War II in
Asia and played a role in Adolf Hitler’s calculus as well (Tooze, 2006).

The interwar period never saw the international pre-1914 labour mobility, although
in the immediate aftermath of World War I, there were attempts to institutionalise
a commitment to open international labour markets. During peace negotiations,
the Government of Germany submitted a proposal that would have given a right
to workers to live and to work wherever they could find jobs. Several European
delegations also argued that international migration should be brought under the
auspices of the newly created International Labour Organization (ILO), which,
in principle, had the power to enforce international conventions regarding labour
standards. However, these proposals were vetoed by countries of immigration; ILO’s
scope remained limited to issues such as unemployment insurance, child labour, and
the length of the workday. Its effectiveness to enforce even these standards would
eventually collapse after the onset of the Great Depression (James, 2001).

The international economic system of the 1920s and 1930s still involved
large European empires in Africa and Asia, and north-south trade focussed on
the exchange of northern manufacturers for southern primary products. Colonies
remained open to trade with their colonisers, although some—notably the British
Dominions and India—were free to protect infant industries, and their trade policies
were no longer non-discriminatory. The Great Depression marked the beginning of
the end of empires, however, as falling product prices and incomes and attempts
by colonisers to force the burden of adjustment onto local shoulders increased
nationalist sentiments (Rothermund, 1996).

2.2.4 The Post-War World

The post-World War II era marked a decisive break with the past, in that new
multilateral institutions emerged that imposed legal obligations on member
states—especially in trade. To a large extent, these undertakings were designed to
avoid the catastrophe of the 1930s. Thus, instead of the discriminatory trade blocs
of the 1930s, Article I of the General Agreement on Tariffs and Trade (GATT)
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decreed that all signatories would become each other’s MFN; non-discrimination
was to become the central principle underpinning international trade. There were,
however, a number of exceptions. Unlike in the 1930s, MFN obligations would
not prevent countries from forming free trade areas or customs unions, subject
to the condition that these do not increase the average level of protection facing
non-members. Moreover, much to the frustration of the United States, existing
empires were allowed to retain their preferential trade agreements. The empires
eventually disappeared, but in 1971, the new Generalised System of Preferences
emerged, under which rich countries—including the United States—agreed to
unilaterally extend tariff preferences to poorer ones.

A series of negotiating rounds convened by the GATT led to tariffs being
progressively revised down. Reflecting preferences of the United States, these
negotiations involved commodity-specific deals and were based on the principle of
reciprocity. At first, bargaining was bilateral, with concessions made by importers
to their principal suppliers of particular goods being generalised to other countries
via the MFN principle. The temptation to ‘free ride’ meant that this approach ran
into diminishing returns in the late 1950s, with bargaining becoming multilateral.
By the 1990s, however, with the number of GATT members rising sharply, the
limitations of the latter approach were also becoming increasingly visible.

In the monetary sphere, policymakers adopted a system of fixed but adjustable
exchange rates, but the experience of the Great Depression had taught them the
importance of monetary policy autonomy. The logical conclusion was capital
controls, which were widely adopted. IMF was set up to help manage the new
fixed exchange rate system and balance-of-payments issues that could arise.
Currencies were to be made convertible, although this was only achieved at the
end of the 1950s. Migration was severely restricted by governments, although the
1951 Refugee Convention forbid signatories from returning refugees to countries
where they may face significant threats to their lives or freedom.

While the aim was to create a new global economic order, in reality, the Cold
War meant that the classic Bretton Woods mix of fixed but adjustable exchange
rates, convertible currencies, capital controls, and tariff reductions was largely
limited to the West and its allies. Indeed, this geopolitical context explains why the
United States allowed the British to retain their imperial preferences and not only
tolerated—but actively encouraged—the formation of the EEC in the 1950s. The
GATT’s MFN obligations did not extend to the treatment of non-members, and
the Cold War implied tight controls on trade between West and East, where trade
was highly controlled in line with the Communist doctrine. From 1949, the United
States and its North Atlantic Treaty Organization (NATO) allies restricted the
export of strategic goods to Communist countries via the Coordinating Committee
on Multilateral Export Controls, an informal institution that was only disbanded
in the 1990s. In addition, former European colonies often used their new-found
legislative freedom to educate their workforces—as well as to pursue the same
protectionist trade policies that wealthy countries had adopted in earlier decades.
The 1950s and 1960s actually proved to be a period of deglobalisation when viewed
in a global—as opposed to a Western—perspective (Findlay and O’Rourke, 2007).
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The transformation from Bretton Woods to the present system occurred in
several stages. First, beginning in the late 1960s, capital controls were progressively
undermined; in the early 1970s, the fixed exchange rate regime was abandoned.
Major currencies now floated against each other, although many smaller countries
continued to peg. Remaining capital controls in wealthy countries were abandoned
under the influence of free market doctrines, a trend that later spread to the developing
world. A series of international financial crises associated with sudden stops
ensued, most recently in the Eurozone. In theory, floating may have implied greater
macroeconomic policy flexibility; in practice, monetary policies were increasingly
delegated to independent central banks with mandates to control inflation.

Second, developing countries opened to trade and foreign investment, whether
because of disillusionment with previous policies, in the hopes of emulating their
peers that had successfully pursued similar policies in the past, or pressure from
multilateral agencies and creditor governments in the wake of debt crises. In some
cases, notably China and South-East Asia, this shift was associated with very rapid
economic growth; in others, the 1980s and 1990s saw a decline in growth rates
compared to the 1950s and 1960s. Third, the international economic system became
truly global, with China’s opening to trade and the collapse of the Soviet Union being
key turning points. Democracy, capitalism, and a commitment to openness no longer
were associated with each other; capitalism and autocracy occurred together in several
countries, while the global economic system now spanned geopolitical divides and
would, some hoped, help erase these. Fourth, bilateral trade and investment deals
proliferated and increasingly involved behind-the-border provisions, leading to more
fears of democratic accountability in countries where that was an issue. Fifth, the
conventional wisdom regarding appropriate economic policy changed, becoming
far more market oriented. While there was considerable variation across countries,
marginal tax rates fell, trade unions weakened, privatisation and deregulation were
encouraged, and industrial policy became taboo in many countries.

On balance, therefore, the international system evolved in a way that implied
less domestic policy flexibility than had previously been seen. The macroeconomic
policy constraints—implied by mobile financial capital, microeconomic policy
constraints considered a requirement to attract foreign direct investment, and
changing views regarding what constituted appropriate economic policy—all pulled
in this direction. The COVID-19 pandemic has thus marked a significant break with
the recent past in terms of the scale of government intervention involved. The Biden
Administration’s Inflation Reduction Act in the United States may, in time, come to
be seen as a major turning point similar to the transformations of the early 1980s.

2.3 Discussion

2.3.1 Rules, Discretion, and Democracy

The rules of the gold standard and MFN treatment principle governed the
international economic order of the late 19th and early 20th centuries. In the former
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case, these rules reflected a consensus regarding appropriate monetary policy; in
the latter, they arose from a spontaneous process of bilateral treaty-making. Rules
reflecting the conventional wisdom of the day can, in practice, be as binding
as international legal obligations—a proposition symbolised by Sidney Webb’s
shocked reaction to Britain’s 1931 decision to quit the gold standard: ‘Nobody
told us we could do that’. Heinrich Briining’s austerity budgets for Germany in
the 1930s may have had devastating consequences, but he believed that he had
no choice. When the conventional wisdom shifts, however, it can do so quickly.
Nearly every country returned to the gold standard in the 1920s, and nearly
all abandoned it again in the 1930s. Whether today’s taboos concerning—for
example—industrial policy will be overturned as a result of the pandemic and
Inflation Reduction Act remains to be seen, but it would be unsurprising if
they were.

The post-warworld was novel because of the extentto which rules—particularly
in the sphere of trade—were codified in multilateral (rather than bilateral) treaties
that were, in principle, binding. This legalisation of economic rulemaking
was further enhanced by the strengthened dispute settlement mechanisms of
the World Trade Organization. In the monetary sphere, this shift towards rules
took a different form. The old multilateral fixed but adjustable exchange rate
regime was replaced with a floating regime managed by central banks that were
independent and had tightly circumscribed inflation-fighting mandates.? The
rules, however, were generally imposed by governments that retained the power
to change them.

The shift to rules came in part from a desire to avoid a repetition of the
interwar period. The United States was particularly focussed on eliminating trade
discrimination; this goal was one of the eight enumerated in the 1941 Atlantic
Charter signed by President Franklin Roosevelt and Prime Minister Winston
Churchill. Yet the shift to rules also reflected views that democracy could not be
trusted to produce market-friendly, open economic policies. Economists sometimes
rationalise rules by appealing to the prisoner’s dilemma, need to avoid mutually
destructive behaviour, problems relating to time inconsistency, or short time
horizons of democratically elected politicians. As Slobodian (2018) noted, some
economists also distrust politicians and voters, as they can be seen as excessively
willing to intervene in the economy in ways regarded as undesirable. For example,
few, if any, economists would today use the language employed by economist Fritz
Machlup in 1969, who wrote the following:

Let me recall Mill’s dictum that there can be no liberty for ‘savages’. Replace
this harsh word by ‘politically and intellectually immature people’ and reflect
on the proposition that full democracy may not be the most suitable system
of government for such people; that, for example, the unlimited right to vote
and elect the men who will govern the country may lead to the destruction of
many other freedoms and also of any real chance for economic development.

(Slobodian, 2018: 146)
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However, many probably sympathised with the former president of the European
Commission, Jean-Claude Juncker, who said, in 2007, that ‘We all know what to do,
but we don’t know how to get re-elected once we have done it’. Seen in such a
perspective, the attraction of making rulemaking structural reform—or macroeconomic
policy, trade policy, or even fiscal policy—democracy-proof is apparent.

The problem is that politicians such as Juncker—and the economists whose
policy advice they follow—may not always know what exactly to do. The
historical record suggests that in such circumstances, discretion will eventually
triumph over rules, whether self-imposed or outlined in treaties.* The gold
standard and its associated mentalit¢é was once seen as inviolable, but when its
destructive consequences became apparent, it was swiftly abandoned. The only
issue was whether it would be abandoned by democratic politicians or by their
opponents. Whenever open trade has become too costly politically, governments
have eventually intervened in the market, whether during the generally liberal 19th
century, generally illiberal 1930s, or generally liberal early 21st century.

Again, questions have centred on the form that the interventions would take and
what kind of politicians would take them on (e.g. whether the early 21st-century
return to discretionary policies with implications for international trade flows
would predominantly involve politicians like President Donald Trump imposing
tariffs or politicians like President Joe Biden introducing the Inflation Reduction
Act). Given the increasing political strains of the last 20 years, history suggests that
it would be strange if the status quo were maintained. Moreover, what has already
happened in the United States will have a global impact. While many in Europe and
elsewhere doubt that the Inflation Reduction Act is compatible with World Trade
Organization rules, the Biden Administration will continue to pursue it, and the
implicit rules governing state behaviour everywhere will change as a result.

Where rules are too constraining, they are eventually abandoned. Where
inappropriate rules are maintained in place for too long, democracy can be made
fragile and international cooperation discredited. In a world that needs global
cooperation more than ever, it is dangerous when liberal internationalism becomes
excessively identified with a particular economic policy, as during the 1930s. It is
crucial to distinguish amongst rules that are essential, rules that are not, and rules
that are potentially damaging, and accept that democratic governments require
policy flexibility to cope with changing circumstances.

2.3.2 Geopolitics and the International Economic Order

Examples exist of multilateral conventions solving collective action problems, such
as the 1999 Montreal Convention that is combatting the hole in the ozone layer. It
is less clear that international trade agreements have, in fact, been adopted to rule
out mutually destructive prisoner’s dilemmas. Rather, as Gowa (2015) argued, they
have typically been motivated by geopolitical considerations. The central role of
the MFN principle in post-war planning was due to the perception of the United
States that trade blocs had destabilised the interwar world geopolitically; the fact
that the United States nevertheless allowed Britain to enter the GATT with its
imperial preferences intact was due to the onset of the Cold War and fear that the
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Soviet Union would exploit any differences amongst the major Western powers.
The United States saw European integration as politically beneficial, which
outweighed the economic costs to the United States of trade diversion. Subsequent
European moves to deepen integration have reflected a political commitment to a
closer union. Moreover, as Gowa emphasised, there is an asymmetry between trade
with allies and trade with potential enemies. While the former implies positive
security externalities, the latter may involve negative security externalities. Thus,
trade deals are typically between allies rather than potential enemies; Western
exports of sensitive goods to the Soviet bloc were restricted throughout the Cold
War, and exports of certain advanced chips to China are banned today:.

The globalisation of the post-1990 period is due to the collapse of the Soviet
Union and China’s opening to the West. It would be utopian and unrealistic to
expect current levels of globalisation to survive a serious escalation of geopolitical
tension. Nor does the historical record support the view that trade will prevent
those tensions from escalating, as the world was extremely globalised in 1914.
Indeed, once war becomes a possibility, then import dependencies can be a factor
increasing tension, as was the case during the 1930s (Bonfatti and O’Rourke, 2018).
This is particularly true if the post-1945 taboo on seizing other countries’ territory
by force is abandoned, which is one of several reasons why Russia’s invasion of
Ukraine is so concerning.

On the positive side, China has not completely aligned itself with Russia, which
would have threatened a complete breakdown of the international economic order.
Perhaps that is in part due to its economic connections with the West, which would
be consistent with the liberal peace theory. Yet the world has arrived at a very
dangerous juncture, and a major issue facing policymakers is how to manage a
global economy straddling a widening geopolitical divide. If integration goes into
reverse, what rules should all sides respect?

2.3.3 International Migration

Discussions of the global economic order typically cover trade, investment, and
monetary arrangements. Migration is rarely examined, although the potential
benefits of labour flows from low- to high-wage destinations are enormous not
only for the individuals involved but for their families and home regions. Global
remittances are over twice the level of official aid from Organisation for Economic
Co-operation and Development (OECD) countries; remittances from the Gulf
Cooperation Council alone are equivalent to more than half of all OECD aid.

The obvious problem is that public opinion in wealthy democracies will never
accept the open borders that some economists call for. Yet policymakers can design
schemes that allow a greater level of legal migration, managed in such a way that
would be acceptable to public opinion. The potential gains seem significant enough
that such attempts should be made.

Notes

1 Atleast in countries, such as India, where there had been significant industrial production.
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2 As former Italian Minister of Economy and Finance Tommaso Padoa-Schioppa noted,
central banking has shifted from being internationalist and Keynesian to nationalist and
monetarist.

3 Furthermore, where acceding to rules would have been too constraining, governments
have generally not signed onto them in the first place. This is particularly true of more
powerful countries; the United States did not join the League of Nations, objected to the
proposed International Trade Organization, and more recently blocked the appointment
of judges to the World Trade Organization Appellate Body.
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3 Rethinking Global Governance

Cooperation in a World of Power

Joseph E. Stiglitz" and Dani Rodrik

3.1 Introduction

Today, the world is highly integrated and interdependent. Climate change affects
all; emissions from one country can have devastating global effects. Viruses know
no international borders. For more than 200 years, a basic lesson of economics
has been that lowering trade barriers contributes to higher standards of living
by allowing for greater specialisation and taking advantage of comparative
advantages. Knowledge produced in one country can be of benefit to the whole
world.

While these areas and many others demand global governance, the world
possesses limited global cooperation. Policies are determined by domestic
politicians based on ‘national interest’; the nation-state remains the principal locus
of political accountability. Taking into account such a political reality, a more
circumscribed, less ambitious global agenda may be preferable. This chapter thus
advances a framework for minimal global governance architecture.

First, some general principles that should govern the design of global governance
are outlined, and their justifications are provided. The next section discusses the
reasons—both positive and normative—for the minimal conception of global
governance. In the remaining sections, implications of these ideas are drawn from
a variety of arenas—intellectual property rights, trade, financial flows, monetary
policy, investment agreements, and management of debt. Principles help examine
the possibility of good agreements (green-lighted), areas where agreements should
be widely circumscribed (red-lighted), and areas where agreements should occur
under extreme caution (yellow-lighted).

3.2 Four General Principles?

A minimalist global governance architecture should be based on the following four
principles. First, international rules should generally allow countries to do as they
please as long as they do not engage in explicitly beggar-thy-neighbour (BTN)
policies® or, in the case of advanced countries, impose significant costs on poorer
countries. It is remarkable how many provisions of global agreements violate this
principle. Typically, the behaviours of small developing countries have no impact
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on the global economy, yet this is an arena in which international agreements have
had perhaps the most binding effects—precisely because these countries are small
and powerless. Countries may engage in actions that the West suggests are foolish
(e.g., various domestic regulations, investment policies, or social policies), but they
bear the consequences. Hence, the first principle restricts international discipline to
policies that have a specific BTN nature.*

The second principle is that there are marked variations amongst countries, so
any international agreement must reflect these differences in circumstances. These
differences may arise from different national preferences, historical trajectories, or
economic conditions (e.g., levels of income). If national regulations or standards
reflect the provision of public goods, countries may differ in their ideals regarding
the type of public goods. Financial regulations, for example, may entail a trade-off
between promoting financial innovation and securing financial stability. Similarly,
various nations will put different weights on the contending goals of privacy,
convenience, and innovation when regulating new technologies such as artificial
intelligence (AI).

The third principle is that global agreements should be consistent not only with
global efficiency but also with global fairness. A focus on global public goods and
the avoidance of BTN policies, with due regard to differences across countries,
is not enough. Addressing climate change or global health, for example, requires
significant resources. Poorer nations should not be asked to pay for more than
their fair share—especially as in the case of carbon, the advanced economies are
responsible for the bulk of historical emissions. In both cases, the standard of global
fairness would require significant resource and technology transfers from the North
to the South. Similarly, policies in advanced countries such as the United States
can have significant adverse effects on developing countries. A minimal standard
of fairness requires that such countries formulate their policies with due regard
to negative spillovers, especially for poorer nations. This principle also implies
that developing countries and emerging markets should be wary about signing on
to agreements that give them a small share of the surplus generated—especially
because of the high levels of uncertainty associated with the future evolution of the
global economy. A small gain can easily be turned into a large loss.’

The final principle is that all economic arrangements have some sort of broad
social and political consequences that must be considered. Economics does not
stand outside of society. International economic arrangements can produce
redistributive effects across income groups or regions that can produce unforeseen
consequences. Limitations on the autonomy of national policymakers can undermine
political accountability and produce a backlash against mainstream political
leaders, increasing support for right-wing, authoritarian populists. Capital market
liberalisation—allowing the free flow of money in and out of a country—has not
only large and potentially adverse financial and economic consequences but also
political consequences. Global agreements affect the policy space and democratic
governance within a country. Economic arrangements may also shape individuals
and social arrangements. A society where cooperatives play a more important
role may lead to more accommodating individuals; neoliberal capitalism, with its
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emphasis on the unwavering pursuit of self-interest, may generate more selfish
people and institutional arrangements that condone such behaviour.®

3.3 Central Tensions in Global Governance

The centre of political activity and political accountability remains the nation-state.
Even in the European Union, which has witnessed a significant transfer of
policy-making powers to Brussels, Frankfurt, and Strasbourg, politics takes place
mostly in the national capitals. This can be—and often is—seen as a hindrance to
global economic cooperation and governance in the face of common challenges
such as the provision of global public goods. Furthermore, the multiplicity of
sovereigns creates jurisdictional discontinuities, which produce transaction costs
and impede global economic integration, reducing efficiency. Now that import
tariffs and capital controls have largely—but not entirely—receded into the
background, differences in legal regimes and regulatory practices are often the
chief obstacles to a unified global economy.

Historically, the nation-state has played a significant and positive role in
promoting economic development. It is associated with curbing local violence,
expanding social solidarity beyond communities, mobilising mass education,
fostering industrialisation, and spreading representative political institutions.
Moreover, if the facts are accepted that (i) markets have to be embedded in
non-market institutions to provide regulation and to address market failures, and
(i1) there is no single, universal mapping between markets and those institutions
due to historical contingencies and locally differing trade-offs amongst contending
values such as equity versus efficiency, there is a strong normative case for the
nation-state even in an age of globalisation. From this perspective, the nation-state
can be seen in a more positive light as the site of experimentation amongst diverse
institutional forms of market economies. Institutional diversity at the global level
and international economic integration are both valuable. An optimum set of global
arrangements would not maximise one at the expense of the other, leaving ample
policy autonomy for the nation-state.

The design of global governance must consider the tension between two forces.
On one hand, global governance can act as a framework to create a fair, just, and
efficient world. This includes providing global public goods, limiting negative
externalities, promoting positive externality-generating activities, engendering the
cooperation necessary to reap the potential rewards of globalisation, and creating
a global rule of law (i.e., a rules-based system where every country is treated
fairly).” On the other hand, global governance can be a mechanism to exert power
and for the powerful to extract rents from the least powerful. There is a clear parallel
between the first vision of global governance and the standard arguments for the rule
of law within countries—and the tensions identified globally parallel those existing
within countries. Although economists have traditionally championed the rule of
law, the consequences depend on whose rules and for whom the rules are designed.

The rhetoric surrounding global governance typically focuses on the first force,
while the reality more often seems linked to the second force. Global agreements
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often propel developing countries into actions through which there is (i) no evident
significant externality to justify such exertion of power and (ii) little desire to
circumscribe advanced countries from actions (e.g., in their monetary policies)
associated with large externalities. The absence of enforcement mechanisms
means that typically, when the United States or European Union violates a global
regulation or norm, there are no consequences as long as the impacts are only or
mostly on the less powerful. When a small country violates a global regulation
or norm, however, the consequences may be significant. Thus, in practice, the
rules-based system operates markedly differently from the way it is supposed to.

3.3.1 Good and Bad Outcomes

Some countries—most notably those in East Asia—have nonetheless managed to
take advantage of globalisation. They have grown rapidly, so the disparity between
their incomes and that of advanced countries has markedly decreased. They did
not obey the dictates of the Washington Consensus concerning the policies that
countries should adopt to maximise growth; yet they still existed within the rules,
which were largely written by—and for—advanced countries. Africa’s experience
has been different, as it experienced premature de-industrialisation under the
structural adjustment programmes of the International Monetary Fund and World
Bank and saw incomes stagnate for a quarter of a century, which was even worse
than Latin America’s lost decade.

In the Uruguay Round of negotiations establishing the World Trade Organization,
advanced countries obtained most of their demands, while developing countries got
few. The subsequent round—known as the Development Round—was supposed
to rectify the imbalance (e.g., Stiglitz and Charlton, 2007). However, that round
collapsed after 14 years of futile negotiations in December 2015.

3.3.2 The End of the Neoliberal Order

Another reason to rethink global governance centres on the fact that today’s global
architecture was created largely in an era of neoliberalism, where a certain set
of ideas prevailed. Free trade and unfettered capital movements were desirable,
but these ideas have now largely been discredited, and the policies based on them
are being rethought. The benefits of free trade seem less than were claimed, and
the costs that were imposed, especially on workers—including lower wages, large
adjustment costs, and high levels of uncertainty and vulnerability—are greater. The
same is true for capital market and financial market liberalisation.®

3.3.3 Self-Interest of Nations

A realistic agenda for global governance must be based on the national interests
of individual countries if it is to be self-sustaining. A complication arises because
the concept of self-interest is ambiguous; what may matter is not the self-interest
of the country as a whole but that of powerful interests within the country.
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Thus, one may argue that it is in the unilateral self-interest of the United States to
abolish many tariffs, reduce emissions, and push for agreements where others do.
However, producers (e.g., those in the fossil fuel industry) may have a different
view, and it may be politically impossible to design compensation schemes that
would induce them to go along with policies in the national interest. Those heard
in international trade negotiations are typically not ordinary citizens but producers
(Rodrik, 2018). After an agreement is made, it may also be those interests that
determine compliance.

Sometimes, the overall gains to society are sufficiently large and broad that
special interests are overcome, possibly by some form of compensation. Indeed,
agreements can be viewed as ways of restraining special interests, featuring some
coalescence of disparate weaker forces against more powerful special interests.
Many international agreements—reflecting this battle between special interests
and broader national interests—do compel countries to undertake actions in their
own interests unilaterally. More commonly, however, rather than trade agreements
serving to restrain special interests in favour of the general interest, powerful
special interests use international agreements—typically made in secret with
relatively weak public discussion—to tie the hands of governments in favour of
the special interests. For example, in recent negotiations over digital trade, the
digital giants have been attempting to forge agreements that would circumscribe
the ability of governments to impose regulations concerning privacy, digital harm,
competition, and national security.

3.3.4 Externalities

Even in areas where there are large externalities, and, in principle, global
cooperation would enable better outcomes, cooperation may be difficult to achieve.
Advanced countries exert negative externalities on others, and they do not want to
be circumscribed in their actions; it is thus difficult—if not impossible—to obtain
the cooperation of those adversely affected to compensate (i.e., bribe) the powerful
countries not to exert their negative externalities in a Coasian solution.

3.4 Towards a Minimalist Global Architecture

The preceding sections provided an argument for a minimalist global architecture;
this section illustrates this system of global governance. Two areas are
highlighted—climate change and public health—in which the costs of global
cooperation could be low, benefits large, and special interests limited under a
minimalist global governance. Then, an area is examined in which an ambitious
global reform agenda—multi-national taxation—has mixed results, with successes
and failures consistent with pursuing a minimalist agenda. Investment agreements
are then discussed, in which the world seems to be moving towards a minimalist
agenda. Next, a minimalist trade agenda is outlined; finally, debt, which has long
had a minimalist agenda that has failed, is reviewed. In each arena, some elements
of a minimalist agenda are suggested; no agenda is comprehensive.
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3.4.1 Climate Change

There is now almost universal agreement that global action is necessary to deal
with climate change, most emissions going forward will come from developing
countries and emerging markets, and additional finance is required if developing
countries and emerging markets are to make the investments required to reduce
emissions. An easy source of funds exists—the issuance of Special Drawing Rights
by the International Monetary Fund (IMF). Special Drawing Rights are essentially
IMF-printed money, which—as long as there is sufficient excess capacity in the
global economy—are close to costless. Despite the low or no cost, however,
resistance continues, perhaps because the issuance of public money may reduce
the returns of those in the financial sector. A global agreement for climate change
and Special Drawing Rights would be of enormous benefit.

3.4.2 Public Health

An important part of global governance concerns knowledge and intellectual
property. Accordingly, since 1995, the Trade-Related Aspects of Intellectual
Property Rights (TRIPS) Agreement has provided strong protections, the terms
of which were set by advanced countries—as well as special interests (e.g.,
pharmaceutical and entertainment industries) within those countries. The
provisions largely echoed those within the United States and European Union and
were designed to maximise profits rather than to enhance innovation or well-being
(e.g., Stiglitz, 2006). A single regime was imposed on all countries. For example, it
called for compulsory licenses for health, the importance of which was reinforced
during the HIV/AIDS epidemic. The pharmaceutical industry resisted and, in
subsequent years, embraced multiple dilatory strategies, which resulted in millions
of US dollars in profits. The deaths and suffering were only collateral damage.

The issue came to a head with the COVID-19 pandemic. There was an urgency
to develop the vaccines, therapeutics, and associated products and to ensure that
they were widely distributed. No one knew how long the pandemic would last,
how bad the consequences would be, nor how it would mutate. Governments
(especially that of the United States) spent billions of US dollars to rush research
and production, building on government-supported basic research to create the
mRNA platform for COVID-19 vaccines.

Due to the urgency of the moment, South Africa and India requested a waiver
of intellectual property under the TRIPS Agreement to increase the manufacturing
capability for vaccines, therapeutics, and associated products. Users would still
have to pay royalties, but the underlying legal framework would be unchanged.
US President Joe Biden appeared persuaded, but the grip of the pharmaceutical
companies in Germany, Switzerland, and the United Kingdom proved to be an
insurmountable barrier. The waiver was never enacted.

A minimalist trade agenda would recognise that the appropriate intellectual
property regime for each country depends on its circumstances—in particular,
that the TRIPS Agreement does not always advance the well-being of the global
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economy and society. Moreover, there needs to be, at a minimum, automatic
intellectual property waivers in the presence of any pandemic declared by the
World Health Organization—as well as compulsory licenses for technologies
related to climate change.

3.4.3 Taxation of Multi-National Corporations

An important aspect of globalisation is multi-national corporations operating in
multiple countries. Ascertaining how taxing rights should be allocated has been
difficult, and corporations often strive to ensure that their income is attributed
to jurisdictions with low tax rates. The transfer price system, which has been in
place for a century, has been inadequate for new digital technologies. The system
attempts to allocate profits to where income arises by pretending that there are
arms-length prices at each stage of production. Yet as such prices do not, in fact,
exist, prices can be easily made up. Profits can thus be shifted to, for example, a
tax haven like Panama. The abuses of the system are enormous; for example, all of
Apple’s profits in Europe originate from a few employees in Ireland.

As the world sank into the Great Recession of the late 2000s, the need for more
tax revenues became urgent, and the diversion of profits to tax havens became
increasingly problematic. Digital giants appeared to be amongst those not paying their
fair share of taxes. The Organisation for Economic Co-operation and Development
(OECD) thus began working to improve the global tax regime through base erosion
and profit shifting (BEPS), which has two pillars: (i) ensuring firms pay a minimum
tax of 15% (yet often lowered through exceptions and exemptions to 12%—13%,
less than half the rate of taxation in Latin America); and (ii) allocating tax rights
for the largest firms for a small portion of their profits (based on no economic
theory). In return, countries would have to forego imposing unilateral measures,
like digital taxes. The revenues that most developing countries could expect from
BEPS was miniscule, and when offset by the potential for growing digital taxes,
almost surely negative. Although it began as an initiative to raise more revenues
for developing countries, ensure that the multi-national corporations pay their fair
share of taxes, and simplify the taxation of multi-national corporations, BEPS
failed on all accounts, except one—guaranteeing that multi-national corporations
pay at least a very low minimal tax.

OECD claimed BEPS as an important first step that would eventually generate
the desired results. Yet it is undeniable that multi-national corporations from the
United States and European Union—especially the digital giants—had triumphed
with a minimal tax. Moreover, thanks to a small additional tax on a small portion
of their income, they would be protected against additional taxation, such as digital
taxes.

From this, it can be discerned that the locus of global decision-making needs
to be in a venue where the voices of developing countries and emerging markets
are stronger than in OECD, the club of advanced countries. The G24,° a group
of developing countries, has put forward a coherent set of reform proposals,
which was ignored in favour of those put forward by advanced countries.
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A minimalist agenda that would focus on setting a minimum tax rate, curtailing
tax havens, reforming the double-tax regime, and preserving rights to taxation may
lead to a better global tax regime.

3.4.4 Investment Agreements

Investment agreements began as a seemingly innocuous effort to protect investors
against expropriation. Investors could buy insurance against expropriation at a
low cost through a branch of the World Bank Group and national insurers, but
expropriations had become rare by the time that investment agreements started to
proliferate.

In practice, the agreements gave foreign investors more rights than domestic
investors, protected investors against changes in regulations and taxes, and
compensated them exorbitantly for any losses incurred. Disagreements were
settled through investor-state dispute settlements that involved highly paid private
arbitrators, not subject to modern standards (e.g., concerning conflicts of interest
and transparency) and without a framework for appeal. By 2016, the agreements
started to be used against the United States; a critical difference between the North
Atlantic Free Trade Agreement (NAFTA) and the US-Mexico-Canada Agreement
that succeeded it was the elimination (for the most part) of investor-state dispute
settlements. Within Europe, there has also been a move against these agreements,
as it has become clear that they are likely to be an obstacle to the green transition.

Investment agreements are a clear manifestation of powerful companies
advancing their interests over the well-being of society. Although it now appears
unlikely that any new agreements will be signed, there is a legacy of such
agreements; a minimalist global architecture would work to terminate them.

3.4.5 Trade and Industrial Policy

It is easier to specify what should not be in a good trade agreement than what should
be. The principles enunciated earlier imply (i) providing more scope for countries
to tailor their intellectual property regimes to their economic circumstances than the
TRIPS Agreement allows; (ii) not imposing digital rules until after there is greater
clarity about the regulatory regime that is appropriate for each country; and (iii)
not circumscribing a country’s regulatory framework unless there is compelling
evidence that it is a BTN policy.

The issue is that it is not easy to classify whether industrial and/or trade policies
are BTN and against international commitments. For example, industrial policies
in the form of subsidies to encourage the development of particular industries,
particularly those aimed at enhancing the green transition, have emerged as
problematic. Reducing emissions is a global public good; actions of countries
towards green production and consumption should be welcome. Yet these may
distort trade patterns, giving countries a comparative advantage in the production
of, for example, a particular green product. China created a marked advantage
in the production of solar panels, originally through government subsidies and
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eventually because of it acquired technological superiority and scale economies.
Other countries have not been able to compete; the United States and European
Union thus have imposed tariffs on Chinese exports, including the panels. Under a
minimalist approach, China’s subsidies and, thus, cheaper panels would be viewed
as globally welfare-enhancing, while the United States and Europe may have
potential job losses in these sectors.

Another example of the US’s Inflation Reduction Act (IRA) subsidies is
also actually directed at enhancing green investment. Some are investments in
non-tradeable sectors (e.g., energy) whose impact on the global trade regime is
only indirect (e.g., subsidised electricity). The objective of the measure is to green
the economy but in ways that do not cost jobs (i.e., that maintain and strengthen
current competitive relations based on the current implicit carbon subsidy arising
from not charging a carbon price). The same is true of green subsidies for tradables,
like electric batteries. In both cases, jobs in the United States may come at the
expense of jobs in developing countries. This may make the Inflation Reduction
Act a BTN policy, although that is not its goal.

However, we should take note that some provisions of the Inflation Reduction
Act, such as domestic sourcing requirements, are indeed BTN, which are explicitly
discriminatory vis-a-vis trade partners. If the United States seeks to divert jobs
that may be created elsewhere to the United States and is successful in doing so,
the result would be a clear BTN practice. Green policies targeting climate change
mitigation cannot be neatly separated from trade policies, and often, domestic
political bargains will necessitate advanced countries adopting messy policies
that are good for the climate but potentially problematic from a trade perspective.
Developing countries, however, do not have the fiscal space to respond to this.
Even if they could, there would be significant adverse consequences for the global
distribution of income, with corporate profits increasing at the expense of everyone
else. Countervailing duties would be of limited benefit since they would only affect
imports into the country imposing them—not competitiveness in other countries.

Similar trade-offs exist with the CHIPS programme of subsidies for advanced
technologies in the United States. To the extent that this programme targets
important market failures (e.g., innovation spillovers and national security
externalities), there is little reason for disciplining the United States through global
rules, even if the benefits accrued primarily to the United States. The programme
could be used as a source of geopolitical leverage over other nations to alter their
technology-sourcing decisions, penalising them for using Chinese technology, in
which case it would be more objectionable. The United States has deployed a broad
range of export controls on advanced semiconductors and equipment, purportedly
for national security reasons. To the extent that these controls aim to undermine
the technological capabilities of China—as many observers believe they do—the
policy is BTN (Rodrik and Walt, 2024).

On the other hand, the United States is clearly violating existing international
agreements with impunity. In the absence of a functioning appellate body, there is
no way to hold it to account; even if there were such a body, it would be a slow and
drawn-out process. At the same time, the European Union is attacking developing
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countries that attempt to use industrial policies (i.e., Indonesia, which has banned
the export of unrefined nickel). The minimalist trade agenda suggests that weighing
national and global benefits against the trade-diverting effects of such subsidies
is too much to ask of a global governance system ruled by power. Indeed, some
fundamental assumptions of the post-World Trade Organization trade order are no
longer tenable.

Moreover, China’s economic growth has not led to greater convergence between
its economic model and that of the West; instead, it has fuelled greater geopolitical
tensions and triggered the prioritisation of national security over efficiency and
comparative advantage considerations. Supply chain resilience has become a critical
objective for all nations. These, along with other challenges, such as pandemic
preparedness, imply that deep economic integration on the hyper-globalisation
model is no longer feasible. Markets on their own do not account for concerns,
and governmental interventions—including through subsidies and trade
restrictions—may be warranted.

There is no longer a presumption that any governmental intervention is an
unwarranted and unfair trade intervention—particularly one designed to gain an
advantage over a trading partner. The focus on trade should move from stricter,
common rules seeking policy harmonisation to a more minimalistic approach that
expands national policy space while avoiding the worst BTN policies and ensuring
the poorest countries are not systematically left behind.

3.4.6 Debt

Debt has always been a problem for the poor and for poor countries, but in the
aftermath of the COVID-19 pandemic, war in Ukraine, and post-pandemic inflation,
it is becoming critical. Several countries are in debt distress, and a few have gone
over the brink. There is no international framework for resolving sovereign debt
problems, such as bankruptcy procedures that help overindebted individuals and
corporations within each country restructure their debts. These procedures help
protect households and jobs and incentivise lenders from pushing excessive
indebtedness. The United Nations General Assembly overwhelmingly approved
the creation of such a framework in 2014 and followed this with a set of principles,
again endorsed by the General Assembly in 2015. A few key creditors—the United
States and the United Kingdom—voted against it, however, so it was never realised.

The G20 has recognised the problematic nature of current minimal arrangements.
At the beginning of the pandemic, it created the Debt Sustainability Initiative to
allow for the suspension of debt payments for those in the most distress. The
arrangement proved ineffective, with private sector creditors refusing to participate
and debtors being reluctant to ask for debt suspension, lest it lead to a credit
rating downgrade. This initiative was thus followed by the Global Sovereign Debt
Roundtable, which seems equally ineffective. Most countries do not only need a
suspension of debt servicing; they need either greater access to liquidity or debt
restructuring. Much literature has shown that the cost of delay can be enormous
(e.g., Guzman, Ocampo, Stiglitz, 2016).
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The current minimalist architecture is too little—debt negotiations have
become a power game in which powerful financial interests overcome others. It is
unclear if an international bankruptcy court recommended by the United Nations
Commission to be established in the aftermath of the 2008 global economic crisis
is achievable (Stiglitz, 2010). Therefore, a more modest mediation service, with the
IMF providing benchmark calculations of how much restructuring is necessary if
debt is to become sustainable, is perhaps more realistic.

3.5 Concluding Remarks

Global agreements and institutions reflect the imbalances of global power amongst
countries and deficiencies in democratic governance within the major countries.
Outcomes reflect the interests of large and powerful players within advanced and
influential countries. While within democracies, an imperfect system of checks and
balances is designed to curb the excesses of power, nothing comparable operates
at the global level. There are occasions when the voice of global civil society is
heard, but those are more the exception than the rule. Its inability to curb ‘vaccine
apartheid’ during the COVID-19 pandemic illustrates the limitations.

A ‘good’ system of global governance must take these realities into account.
Discussions have value to help define aspirations. Yet realpolitik entails designing
a global architecture that balances the benefits of the provision of global public
goods and regulation of global externalities with the risks of abuses from the
exertion of power by special interests. Today, those who are engaged in trying
to construct a global architecture that benefits rich and formidable companies in
wealthy and dominant countries have learned how to cloak their self-interest in the
language of virtue. The aspiration of a comprehensive and strong agenda for a fair
and efficient global architecture has, in many respects, led to a more dysfunctional
global architecture—such as premature de-industrialisation and deregulation of
capital and financial markets—resulting in deeper economic and financial crises
and increasing disparities between the richest and poorest within and amongst
countries.

The minimalist global architecture is based on the presumption that the rich and
powerful cannot be effectively constrained, so weaker countries (i.e., developing
countries and emerging markets) must discern the agreements and institutions that
work best for them with the knowledge that when it is convenient for the rich and
powerful to break the rules or to subvert the institutions to work for their own
interests, they will do so.

Rivalry between blocs of countries, particularly between the United States and
China, may result in a competition for the hearts and minds of those in the developing
world that will circumscribe the worst behaviours imaginable. Within democratic
countries, there are strong movements in support of social and economic justice as
well—not only within the boundaries of a country but extending across the globe.
The stronger the competition for influence in the developing world and the more
robust the movements for social and economic justice within powerful countries,
the greater the possibilities for advancing beyond a minimalist global architecture.
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Notes

* The author acknowledges financial assistance from the Hewlett and Sloan Foundations
and valuable discussions with Martin Guzman and David Vines.

1 While climate and public health have long been recognised as global public goods,
knowledge, too, is a global public good (Stiglitz, 1999).

2 Some of these principles were more fully articulated in Stiglitz (2024), Rodrik (2020),
and Rodrik and Walt (2024).

3 BTN policies are defined as those that provide benefits at home only to the extent that
they impose costs on other countries. They are policies whose benefits are the direct
and intended result of that harm. Applying import tariffs or export restrictions to extract
monopoly rents from other countries, competitive devaluations under conditions of
unemployment, or paper-profit shifting through tax havens are some examples.

4 Yet countries whose policies have a disproportionate effect on the global monetary,
financial, regulatory, or trade context should face a higher degree of accountability and
responsibility; ideally, this should occur even under a minimalist global architecture.
Arguments entailing political realism that force a focus on this minimalist vision suggest
that such accountability is unlikely to occur. Advanced countries should accept some global
oversight over policies that have significant and adverse effects on the economic prospects
of lesser-developed nations. More expansive global governance would attempt to address
externalities more generally; today, this more expansive view is necessary. As an example,
the intent of those using fossil fuels is to lower their energy costs; climate change, harming
everyone everywhere, is the unintended consequence. Their lowered cost of energy comes
at the expense of the well-being of everyone on the planet. Within countries, actions that
harm others are regulated, whether the benefits of those actions are the direct and intended
result of that harm. Intentions play no role; it is only the effects of actions that matter.

5 A tax agreement recently proposed by the Organisation for Economic Co-operation and
Development (OECD) illustrates this. Developing countries were offered a pittance, but in
return, they would have to give up rights to impose a digital tax as well as other ‘unilateral
measures’. Some countries signed on, believing that even some revenues are better than
nothing. Yet, almost surely, with the growth of the digital economy, what they had agreed
to forego would be of increasing importance. If this OECD agreement were ever to come
into force, developing countries and emerging markets would actually be worse off, with
the gains from the global agreement going largely to the advanced countries.

6 This was a central theme of the recent literature on endogenous preferences and how
preferences are shaped by society and, in turn, help shape it (Hoff and Stiglitz, 2016;
Demeritt, Hoff, Stiglitz, forthcoming). These ideas were derived from a long tradition.
See, in particular, Polanyi (1944) and Polanyi (2001), with a foreword linking his work
with globalisation by Stiglitz.

7 This vision of global governance sees it as protecting small- and medium-sized countries
from the arbitrary exercise of power by advanced countries.

8 Theory and evidence have long been sceptical of many neoliberal claims. See, for
instance, Newbery and Stiglitz (1984), showing that in the absence of good risk markets,
everyone may be worse off due to free trade; Stiglitz (2004), showing that capital market
liberalisation may decrease welfare; Stiglitz (2003); and Stiglitz (2017).

9 Algeria, Argentina, Brazil, China, Colombia, Congo, Cote d’Ivoire, Ecuador, Egypt,
Ethiopia, Gabon, Ghana, Guatemala, Haiti, India, Iran, Kenya, Lebanon, Mexico,
Morocco, Nigeria, Pakistan, Peru, Philippines, South Africa, Sri Lanka, Syria, Trinidad
and Tobago, and Venezuela.
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4 Roles of Bilateral, Regional, and
Plurilateral Cooperation

Shujiro Urata

4.1 Introduction

Globalisation of economic activities in the form of trade and investment expansion
heavily contributed to the rapid economic growth of the global economy from
the 1990s to the latter half of the 2000s, improving allocation of resources and
promoting innovation and technological progress. However, economic growth
slowed after the 2008 global economic crisis. Faced with this difficult economic
situation, many countries implemented protectionist policies, resulting in the
slowdown of trade and investment.

In the mid-2010s, the United States began to perceive challenges by China, as
China continued its high economic growth, catching up to the United States. To
deal with this situation as well as an increased trade deficit vis-a-vis China, US
President Donald Trump imposed additional high tariffs on imports from China in
2018. Chinese President Xi Jinping retaliated by imposing additional high tariffs
on imports from the United States. Several subsequent rounds of additional tariff
imposition from both countries have resulted in a tariff war. The US-China conflict
accelerated as both countries also began to restrict bilateral trade and foreign direct
investment (FDI) to protect their economies, particularly technological capability.
The United States has also asked its allies and other countries to follow its policy
towards China. The US-China trade war not only has had a negative impact on
global trade but has damaged the world trading order under the World Trade
Organization (WTO), as both of their actions have violated WTO rules without
consequences.

The COVID-19 pandemic, which began in China in 2020 and quickly spread
throughout the world, resulted in the further slowdown of trade and FDI, as
restriction of people’s mobility reduced economic activity—particularly in the
distribution sector, a key sector in conducting trade. Furthermore, the trade and
FDI environment has been damaged by increasing geopolitical tensions in several
other parts of the world in the 2020s, most notably US-China confrontation in the
Indo-Pacific and Russia’s invasion of Ukraine.

Furthermore, the United States, China, and many other countries have begun
to pursue inward-oriented nationalistic economic and industrial policies under the
auspices of protecting national security. One notable example is the development
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of the semi-conductor industry, including by the United States, China, the
European Union, Japan, and South Korea through government subsidies. These
policy developments have resulted in the division of the global economy into the
US-led group and China-led group, further hindering global trade and FDI. If the
confrontation between the two groups escalates, the global trade and investment
system may break down, potentially resulting in a dire situation, such as occurred
before World War II.

Faced with this contemptuous global trade and FDI environment, various
types of trade and FDI cooperation schemes—as well as bilateral, plurilateral,
and regional schemes—have been created to avoid the destruction of the global
trade and FDI system and to achieve healthy and sustained economic growth. This
chapter reviews these schemes, specifically regional trade agreements (RTAs)
and plurilateral trade agreements, and presents several policy recommendations
towards their use. Moreover, an alternative dispute settlement mechanism, known
as the Multi-Party Interim Appeal Arbitration Arrangement (MPIA), has also been
proposed and is examined in this chapter.

Section 4.2 studies the problems of the current global trading system under
WTO with a focus on the dysfunction of the Appellate Body in the dispute
settlement mechanism. Section 4.3 reviews two types of emerging international
cooperation activities on trade and FDI—RTAs and plurilateral trade agreements.
RTAs cover a wide range of policy areas and involve a limited number of members,
while plurilateral trade agreements involve a large number of participants and
focus on one policy area. Section 4.4 assesses the development of the MPIA, an
alternative to the Appellate Body. Section 4.5 concludes by providing some policy
recommendations.

4.2 Dysfunction of the World Trade Organization

The General Agreement on Tariffs and Trade (GATT) entered into force in 1948;
eight multilateral trade negotiations were concluded under it, resulting in a freer
and more open world trading system. The Uruguay Round, the last multilateral
trade negotiation under the GATT, concluded in 1994.

Under the GATT, WTO was established in 1995 and has subsequently contributed
to strengthening the world trade system. While the GATT is an agreement, WTO
is an international organisation. Indeed, the GATT was created due to the failure to
develop the International Trade Organization after World War II, which had been
expected to provide a free and open world trading system to promote international
trade with an aim of avoiding protectionism, a factor that led to World War II.

Many ‘improvements’ were incorporated into WTO to solidify and to strengthen
the world trading system. They may be classified into two groups: (i) introduction
of new rules and (ii) strengthening of existing rules. Regarding new rules, reflecting
the increased importance of intellectual property, services, and investment in
international economic activities, the rules of intellectual property rights (i.e. the
Trade-Related Aspects of Intellectual Property Rights [TRIPS] Agreement), trade
in services (i.e. General Agreement on Trade in Services [GATS]), and investment
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(i.e. Agreement on Trade-Related Investment Measures [TRIMS]) were added to
the GATT, which covers trade in goods.

Another improvement was the strengthening or facilitation of the dispute
settlement mechanism.! Under the GATT, first, a complainant must query the
dispute settlement body for consultation. If the issue is not resolved within 60 days,
then the complainant can request the dispute settlement body to establish a panel,
which can only be established if all contracting parties agree. The panel then
submits a report, and the adoption of the report requires a positive consensus as
does the authorisation of countermeasures against a non-implementing respondent.
Because of this method, a respondent can block the process, making it difficult to
resolve disputes efficiently. During 1948—1994 under the GATT, the number of
consultations, establishment of panels, issuance of panel reports, and adoption of
the reports were 317, 158, 136, and 96, respectively.’

Under WTO, two fundamental changes were made: (i) adoption of a negative
consensus and (ii) establishment of the Appellate Body, creating a two-tier dispute
settlement system. The Appellate Body was established to receive an appeal from
a complainant that disagrees with the conclusion of the panel. The Appellate Body,
consisting of seven persons, can uphold, modify, or reverse the conclusions of
the panel. In addition, by adopting a negative consensus, the dispute settlement
body automatically establishes panels and adopts both panel and Appellate Body
reports, unless there is a consensus not to do so. The number of consultations and
establishment of panels thus increased substantially under WTO. During 1995-2023,
the number of consultations and panels were 621 and 372 , respectively. However,
currently, the Appellate Body is not functioning due to vacancies.’

Today, WTO has two important functions for managing the global trading system
to promote trade: (i) rulemaking and (ii) dispute settlement. Rulemaking includes
market opening or trade liberalisation, while dispute settlement is associated with
monitoring and enforcement of rules. WTO has not been performing these two
functions well, however.

Multilateral trade negotiation—the Doha Development Agenda (DDA)—began
in 2001 on various points, including agriculture, non-agriculture market access,
services, rules (e.g. anti-dumping and subsidies), trade facilitation, development,
TRIPS, and trade and the environment. At the beginning of the DDA, investment,
competition, trade facilitation, and transparency in governmental procurement (i.e.
Singapore issues) were the focus of the negotiations. Since that time, however, the
DDA has not progressed smoothly because of differences in opinions amongst WTO
members. As of December 2023, only two negotiations have been concluded, those
on trade facilitation and fisheries subsidies.* The Trade Facilitation Agreement was
established in 2017, and the Agreement on Fisheries Subsidies was adopted in
20225

In addition, the dispute settlement mechanism of WTO is not functioning as
expected. As noted, the Appellate Body stopped functioning in December 2019 due
tovacancies, which occurred because the United States refused to approve candidates
due to its dissatisfaction with the performance of the Appellate Body. For more than
20 years, the United States has noted that the Appellate Body has diminished WTO
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members’ rights—which are protected under the WTO Agreement—by repeatedly
failing to apply the rules of various WTO agreements in a manner that adheres to
the text of those agreements (USTR, 2020). Indeed, the Appellate Body has strayed
far from the limited role that WTO members assigned to it. Through this persistent
overreaching, the Appellate Body has increased its own power and seized from
sovereign nations and other WTO members an authority that it was not provided.

USTR (2020) provided several cases to support its criticism, including those
related to procedural discretion and erroneous interpretations of WTO agreements.
One example of procedural discretion is ignoring the deadline of proceedings. The
text of Article 17.5 of Dispute Settlement Understanding is clear in its requirement
that the Appellate Body complete appeals ‘as a general rule’ within 60 days,
and that ‘[i]n no case shall the proceedings exceed 90 days’ (USTR, 2020: 4-5;
WTO, 2024). However, the Appellate Body has routinely violated Article 17.5 and
ignored the deadline mandated by WTO members, without consulting the parties
to an appeal. This conduct has grown worse over time, with some appeals taking
more than 1 year to complete.

Moreover, USTR (2020) highlighted a case where the Appellate Body adopted an
erroneous interpretation of the term ‘public body’. WTO agreements discourage certain
subsidies provided ‘by a government or any public body’. The Appellate Body has
adopted a narrow interpretation of ‘public body’, which requires an entity to possess,
exercise, or be vested with governmental authority for it to constitute a public body.
Yet this requirement is not found in the agreed text nor is it consistent with the ordinary
meaning of the term ‘public body’. The Appellate Body’s narrow interpretation fails
to capture a vast number of government-controlled entities, such as state-owned
enterprises, undermining the ability of members to counteract subsidies that are injuring
their workers and businesses. Although WTO was created by and for market economies,
the Appellate Body’s public body interpretation favours non-market economies at the
expense of market economies and sowed confusion amongst WTO panels and members.

Another reason for the dysfunction of WTO is its consensus decision-making.
With 164 members, reaching a consensus on any issue is difficult. One of the most
contentious divisions is found between developed and developing members. As
an example, some developed members argue that some developing members that
enjoy preferential treatment should be treated as developed members.

4.3 New Trade Agreements

To deal with the current dysfunction of WTO in regard to promoting trade
liberalisation and rulemaking, WTO members have formed new trade agreements,
which include RTAs and plurilateral trade agreements.

4.3.1 Regional Trade Agreements

One of the first regional trade agreements® in the post-World War II period was the
European Economic Community (EEC) formed in 1958.7 The EEC was a customs
unionunderwhich importtariffs on trade with customs union members were eliminated,
and members applied common tariffs to imports from non-members.® The EEC was
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not consistent with the basic principle of non-discrimination in the GATT, but it was
accepted as an exception with several conditions because the economic development
and reconstruction of Western European countries was viewed as important to
protect democracy and a free market economy from the threat of Communism. Some
conditions related to the EEC, which had to be satisfied to be accepted into the GATT,
included (i) not raising tariffs on imports from non-members, (ii) eliminating tariffs
on all products, and (iii) completing these processes within a reasonable time period.
The EEC was later expanded in membership and scope, transforming into today’s
European Union. The European Union has 27 member countries and allows free
movement of goods, services, capital, and people amongst its members.

RTAs were not established until the end of the 1980s (Figure 4.1). Many between
the end of 1950s and the latter half of the 1980s involved developing countries,
including the Central America Free Trade Area (formed in 1959), European Free Trade
Association (1960), Central America Common Market (1961), African Common
Market (1963), Arab Common Market (1965), and Caribbean Free Trade Agreement
(1968). A main objective was to promote economic development by creating a larger
market, as many RTA members are constrained by small domestic markets.
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Figure 4.1 Evolution of Regional Trade Agreements in the World

RTA = regional trade agreement.
Source: WTO, Regional Trade Agreements Database, https://rtais.wto.org/Ul/charts.aspx#.

The latter half of the 1980s saw a rapid increase in RTAs, including the Canada-US
Free Trade Agreement (CUSFTA) in 1989. Several reasons may be identified for
the rapid expansion of RTAs. First, the EEC expanded its membership from 6 to
12 countries’ by 1986, and members were successful in achieving high economic
growth, signalling that forming an RTA is beneficial to members. Second, the Uruguay
Round, which began in 1986, was deadlocked. Thus, GATT members that were eager
to promote trade liberalisation to achieve economic growth decided to form RTAs
with like-minded members; reaching an agreement with a limited number of countries
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is easier than reaching a consensus amongst a large number. Third, RTAs triggered a
domino effect, resulting in a sharp increase in their number. An RTA—a discriminatory
trade policy with preference given to its members—presents a disadvantage to
non-RTA members in international competition. Often, non-RTA members tried to
join existing RTAs or to set up new RTAs to deal with disadvantageous positions,
increasing the number of RTAs. The creation of the CUSFTA had a significant impact
on the expansion of the number of RTAs because it signalled to the world that the
United States—a champion of the multilateral trading system of the GATT—opted
for a discriminatory and preferential trade policy over its tradition of encouraging
multilateral and non-discriminatory trade practices.!

In the 1990s, the trend of establishing RTAs continued. They included the
Association of Southeast Nations (ASEAN) Free Trade Area in 1993 with six
ASEAN members (i.e. Brunei Darussalam, Indonesia, Malaysia, Philippines,
Singapore, and Thailand)!! and the North American Free Trade Agreement
(NAFTA) in 1994 with Canada, Mexico and the United States. The increase in the
number of RTAs persisted after the establishment of WTO, mainly because of the
difficulty in starting multilateral trade negotiation under WTO.

The difficulty in multilateral trade negotiations has often been due to the
differences of the views between developed and developing countries. Developed
countries are eager to introduce new rules on various international economic
activities, such as e-commerce and competition policy, while developing countries
are more reluctant to do so. In fact, WTO members took 6 years to start a multilateral
trade negotiation after WTO establishment. The DDA, which began in 2001, is still
underway; as already noted, very little progress has been achieved so far.

Faced with little progress on multilateral trade negotiations, countries interested
in promoting trade have opted for RTAs with like-minded countries. There is a
tendency for countries to establish bilateral RTAs first and then to participate in
plurilateral RTAs. Obviously, it is easier for two countries to come to an agreement
than more than three countries. This pattern may be observed in Figure 4.2, which
shows the cumulative number of bilateral and plurilateral RTAs in Asia.
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Figure 4.2 Bilateral and Plurilateral Free Trade Agreements in Asia

Source: Asian Development Bank, Free Trade Agreements, Asia Regional Trade Center, https://aric.adb.org/fta.


https://aric.adb.org/fta

Roles of Bilateral, Regional, and Plurilateral Cooperation 45

The progression from bilateral to plurilateral RTAs is found in many countries.
For example, Japan established bilateral RTAs with Singapore (entry into force in
2002), Mexico (2005), Malaysia (2006), Chile (2007), Thailand (2007), Indonesia
(2008), and Brunei Darussalam (2008) before a plurilateral RTA with the 10 ASEAN
member states—the ASEAN-Japan Comprehensive Economic Partnership
Agreement—in 2008 (Mattoo, Rocha, Ruta, 2020). Japan then helped establish
the Comprehensive and Progressive Trans-Pacific Partnership Agreement (2018)
involving 11 countries, the Japan—EU Economic Partnership Agreement (2019)
involving 28 countries, and the Regional Comprehensive Economic Partnership
(2022) Agreement involving 15 countries. Similar patterns of progression from
bilateral to plurilateral agreements is observed for South Korea and the United
States. For South Korea, a bilateral RTA with Chile was the first RTA in 2004, which
was followed by Singapore (2006) and plurilateral RTAs with ASEAN (2010) and
the European Union (2011). For the United States, the first RTA was bilateral with
Israel (1985), followed by CUSFTA in 1989 and then NAFTA, a plurilateral RTA
with Canada and Mexico in 1994. The number of policy areas covered by RTAs has
increased in the last 2 decades as well (Figure 4.3).12
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Figure 4.3 Deep Integration—Policy Areas Covered by Regional Trade Agreements

Note: The study considered 52 policy areas. See Mattoo, Rocha, Ruta (2020) for policy areas.
Source: World Bank, Deep Trade Agreements, https://datatopics.worldbank.org/dta/dashboard.html.

Table 4.1 shows the changes in the policy coverage of RTAs over time. For
RTAs enacted from 1958 to 2000, two-thirds (66%) contained 1-9 policy areas.
The corresponding shares for RTAs enacted in 2001-2010 and 2011-2021 were
significantly lower at 27.4% and 16.7%, respectively. By contrast, the shares of RTAs
with 10-20 policy areas increased from 26.5% for those enacted during 1958-2000 to
65.9% and 50.0% for those enacted during 2001-2010 and 2011-2021, respectively.
The share of RTAs with 20 or more policy areas increased from 7.1% and 6.7%
during 1958-2000 and 2001-2010, respectively, to 33.3% during 2011-2021.
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Table 4.1 Changes in the Policy Coverage in Regional Trade Agreements (%)

Years Enacted Number of Policy Areas

<10 10-20 >20 Total
1958-2000 66.3 26.5 7.1 100.0
2001-2010 27.4 65.9 6.7 100.0
2011-2021 16.7 50.0 333 100.0

Source: World Bank, Deep Trade Agreements, https://datatopics.worldbank.org/dta/dashboard.html.

Many RTAs are found to be deep in terms of policy coverage and have become
deeper over time. Hofmann, Osnago, Ruta (2017) examined the policy coverage
of 279 active RTAs signed by 189 countries between 1958 and 2015. They found
that many RTAs include provisions on core policy areas, including WTO+"* and
four of the WTO-extra'* provisions (i.e. competition policy, investment, movement
of capital, and intellectual property rights) (Table 4.2). More than 90% of RTAs
include provision on tariffs and customs, and one-third include legally enforceable

provisions covering all core policy areas.

Table 4.2 Coverage of Core Policy Areas in Regional Trade Agreements

Policy Area Included Legally Enforceable
FTA industrial 100.0 98.6
FTA agriculture 99.6 98.2
Customs 90.4 81.8
Export taxes 78.6 76.4
Anti-dumping 75.7 67.9
Competition policy 74.6 66.1
Technical barriers to trade 70.4 54.3
Sanitary and phytosanitary standards 66.8 52.5
State aid 65.7 57.9
General Agreement on Trade in Services 65.0 50.7
Countervailing measures 63.9 58.2
TRIPS 57.1 55.4
Public procurement 56.4 429
Investment 55.0 38.9
Movement of capital 53.9 50.4
State enterprises 52.5 49.3
Intellectual property rights 47.5 39.6
TRIMS 325 31.1

FTA = free trade agreement, TRIMS = trade-related investment measures, TRIPS = trade-related aspects

of intellectual property rights.

Note: Percentage of regional trade agreements covering the policy area in total number of regional trade

agreements (279).
Source: Hofmann, Osnago, Ruta (2017).
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They also found that that the depth of RTAs increased as the number of both border
(e.g. industrial and agricultural tariffs, anti-dumping, countervailing measures,
TRIMS, TRIPS, customs, export taxes, sanitary and phytosanitary measures, and
technical barriers to trade) and behind-the-border (e.g. state enterprises, state aid,
competition policy, intellectual property rights, investment, public procurement,
and GATS) measures in RTAs rose. Futher, they found that both discriminatory/
preferential and non-discriminatory measures increased over time.

Several factors may be identified for an increase in deep RTAs. One is the
rapid expansion of international economic activities in the form of cross-border
movement of goods, services, capital, people, and data, resulting in an increase in
the degree and magnitude of contact with foreign firms and people. This trend has
been facilitated by liberalisation policies in trade and investment, deregulation,
and technological progress. Another factor behind the expansion of deep RTAs is
the absence of well-established international rules regulating these movements to
achieve free and fair competition by establishing level playing fields. These factors
have made policymakers realise the need for deep trade agreements.

4.3.2 Plurilateral Agreements: Joint Statement Initiatives

The rulemaking functions of WTO have been stalled due to the lack of progress
of the DDA thus, like-minded groups of WTO members issued various joint
statements on advancing discussions on e-commerce; developing a multilateral
framework on investment facilitation; launching a working group on micro,
small, and medium-sized enterprises (MSMEs); and advancing ongoing talks on
domestic regulation in services trade at the WTO’s 11th Ministerial Conference in
December 2017.%° Recognising the importance of inclusiveness, these groups have
been open to all WTO members.

E-commerce

E-commerce or cross-border trade in data plays an important role in today’s
digitalised economy. E-commerce contributes to economic growth in various
ways—it not only improves the efficiency and resilience of trade in goods and
services online and on the ground but also promotes innovation and improves
productivity and/or competitiveness. While e-commerce has beneficial impacts on
economic growth, it also generates sensitive challenges, which include its impact on
national security and privacy protection. Despite the rapid growth of e-commerce,
several bilateral and plurilateral frameworks on e-commerce exist—but there
are no globally agreed on rules. Developed countries tend to favour free and
open e-commerce frameworks and are concerned about dominance by big tech
companies; developing countries call for less open frameworks to maintain their
power to regulate their own markets.'¢

At the 11th Ministerial Conference, a group of 71 WTO members agreed to
initiate exploratory work towards future WTO negotiations on trade-related aspects
of e-commerce.!” Exploratory work on future WTO e-commerce rules began in
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March 2018. By the end of 2018, more than 110 member countries participated
in meetings on a wide range of issues, including electronic signatures, electronic
payments, online consumer protection, and data flow.

In January 2019, Australia, Japan, and Singapore'® hosted an unofficial
ministerial-level meeting on e-commerce in Davos, Switzerland. Representatives
exchanged views on the significance of associated rulemaking at WTO. After the
meeting, a joint statement was issued confirming the intention to start negotiations
on e-commerce involving 76 member countries, representing approximately 90%
of international trade. As a result, in June 2019, during the G20 Osaka Summit, the
Special Event on the Digital Economy was attended by leaders from 27 countries,
including China, Japan, and the United States. These leaders—along with
78 countries and regions participating in the WTO e-commerce joint statement
initiative—agreed to aim for substantive progress in e-commerce negotiations by
the 12th Ministerial Conference scheduled for December 2021.

In December 2021, a joint chair’s ministerial statement was issued, noting
substantive progress, including consensus on eight articles covering online
consumer protection and open government data (WTO, 2021b). Then, one of the
important agreements reached at the 12th Ministerial Conference in June 2022 was
to maintain the current practice of not imposing customs duties on electronic
transmissions until the 13th Ministerial Conference. In December 2022, a new
consolidated negotiation text reflecting consensus on 10 articles was compiled.
In January 2023, a joint chair’s ministerial statement was issued, confirming the
acceleration of discussions and aiming for a substantive conclusion by the end
of 2023. After the final round of e-commerce negotiations in 2023, Australia,
Japan, and Singapore delivered a statement that negotiations reached a substantial
conclusion on several global digital trade rules, covering digital trade facilitation,
an open digital environment, and business and consumer trust (WTO, n.d.-h.).
Members expect to conclude negotiations in early 2024.

Investment Facilitation for Development"

A joint initiative on investment facilitation for development was launched by a
group of developing and least-developed WTO members in 2017. Recognising the
importance of investment in promoting economic development as well as the need
for closer international cooperation to create a more transparent and predictable
environment for facilitating cross-border investment, this joint initiative aims to
develop a multilateral agreement on investment facilitation for development that
will improve the investment and business climate in developing WTO members.
Specific measures for discussions include improving the transparency and
predictability of investment measures; streamlining and speeding up administrative
procedures and requirements; and enhancing international cooperation, information
sharing, exchange of best practices, and relations with relevant stakeholders,
including dispute prevention. The initiative does not cover market access,
investment protection, and the investor-state dispute settlement.

Investment has been incorporated into WTO through the GATS and TRIMS,
but these only cover certain aspects. The GATS has rules on services provided by
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foreign suppliers through a commercial presence in member countries, while the
TRIMS has rules on investment measures related to international trade. Investment
was originally included in the DDA but later dropped because of the differences in
the opinions of WTO members.

Negotiations on IFD were formally launched in September 2020.%° Participating
members have made significant progress on key pillars of a future investment
facilitation for development agreement, such as on the transparency of investment
measures. It also reported that they have been working to advance discussions on
remaining topics, including improving the predictability of investment measures;
simplifying and speeding up investment-related administrative procedures;
strengthening the dialogue between governments and investors; promoting the
uptake by companies of responsible business conduct practices, including preventing
and fighting corruption; and ensuring special and differential treatment, technical
assistance, and capacity building for developing and least-developed countries.

Micro, Small, and Medium-Sized Enterprises

At the 11th Ministerial Conference in December 2017, 88 WTO members signed
a statement declaring their intention to create an informal working group on
MSMEs to explore ways in which WTO members could better support MSMEs’
participation in global trade.?? Behind this movement was a recognition that MSMEs’
participation in global trade has remained limited due to several obstacles (e.g. a
lack of relevant skills, lack of knowledge about international markets, non-tariff
barriers, cumbersome regulations and border procedures, and limited access to
finance, particularly trade finance) and that their participation should be increased.

The MSME group met for the first time in March 2018. Since its establishment,
the MSME group has produced various recommendations and declarations aimed
at addressing challenges that MSMEs face when they trade internationally.
Specifically, recommendations include providing data and information on policies
related to MSMESs through the WTO Trade Policy Review process; promoting the
compilation of information on platforms regarding tariffs, non-tariff measures,
rules of origin, and trade procedures; encouraging transparency through the
implementation of trade facilitation agreements; advocating for capacity building
and technical assistance; and improving access to trade finance.

The MSME group continues to discuss a wide variety of topics including
cross-border payments; digitalisation, with a particular focus on cyber-readiness
and paperless trade through recognition of e-documents and standards to digitalise
trade; informality; intellectual property and innovation; low-value shipments;
MSME financing; sustainability; trade facilitation; and RTAs.

Domestic Regulation of Services

A group of 59 WTO members established the Joint Initiative on Services Domestic
Regulation in December 2017 and began negotiations, with the aim of developing
disciplines to facilitate services trade and to mitigate the unintended trade-restrictive
effects of measures relating to licensing requirements and procedures, qualification
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requirements and procedures, and technical standards.”® In September 2021,
participants finalised their text-based negotiations. The disciplines agreed by the
participants focus mainly on the transparency, predictability, and effectiveness of
procedures with which businesses must comply to obtain authorisation to supply
their services. They have been designed to apply to all sectors where participants
have undertaken commitments in their schedules for trade in services under
the GATS.

In December 2021, 67 WTO members adopted a declaration announcing the
successful conclusion of negotiations on domestic regulation of services. The
participants proceeded with the process of incorporating a reference document as
additional commitments in the GATS schedule. In December 2022, they initiated
WTO procedures towards the entry into force. In February 2024 and following
the conclusion of certification procedures under the GATS, the disciplines have
entered into force for 46 WTO members.*

Research has found that the benefits from implementing the new rules on
domestic regulation of services would result in significant reductions in trade
costs amounting to USD150 billion annually, particularly in some of the most
crucial services sectors such as finance and business services (WTO and
OECD, 2021). Implementation is likely to generate broader trade benefits for
economies, such as increased services trade and further participation in global
value chains.

4.4 Multi-Party Interim Appeal Arbitration Arrangement

The WTO dispute settlement mechanism is not functioning as intended because
the Appellate Body stopped its operation due to vacancies in December 2019. The
United States blocked appointment of new Appellate Body members, as discussed
in Section 4.2. In response to this, 47 WTO members created the MPIA in
April 2020 to serve as a provisional solution during the suspension of the Appellate
Body’s function.? Instead of appealing to the non-functional Appellate Body when
dissatisfied with panel decisions, the MPIA establishes a framework for dispute
resolution through arbitration. Any WTO member can join the MPIA by notifying
the dispute settlement body.

4.5 Conclusion

Groups of WTO members have established new types of trade agreements, RTAs
and plurilateral trade agreements, and an alternative dispute settlement mechanism,
the MPIA. These developments reflect the view of many WTO members that
establishing and managing a rules-based trade system is crucial for maintaining an
open, stable trade and investment environment. Such a system will also help avoid
the division of the world economy in light of the tensions between the United States
and China, which has resulted in reduced trade and investment by fragmenting the
world economy.
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Many countries, especially small and developing countries, are losing growth

opportunities. Thus, groups of middle-power countries such as Australia, Canada,
Japan, and South Korea, and groups of countries belonging to the European
Union, ASEAN, and the Global South headed by India, must play active roles
in maintaining and strengthening the rules-based trade system under WTO by
promoting and effectively using new trade agreements. It is also crucial for them
to engage the United States and China bilaterally, plurilaterally, and regionally in
their attempt to rebuild the global trade system under WTO.
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On the dispute settlement mechanism of the GATT/WTO, see WTO. “Dispute
Settlement.” https://www.wto.org/english/tratop_e/dispu_e/dispu_e.htm

WTO. “GATT Disputes.” https://gatt-disputes.wto.org/

WTO. “Dispute Settlement Activity—Some Figures.” https://www.wto.org/english/
tratop_e/dispu_e/dispustats_e.htm

The Information Technology Agreement, which reduces or removes tariffs on
information technology products such as computers, telecommunications equipment,
and semi-conductors, entered into force in July 1997, after reaching an agreement in
December 1996 before the launch of the DDA. The product coverage of Information
Technology Agreement expanded in 2015.

This agreement has not been enacted. For it to be operational, two-thirds of WTO members
must deposit their ‘instruments of acceptance’ with WTO. “WTO, Agreement on Fisheries
Subsidies.” https://www.wto.org/english/tratop _e/rulesneg_e/fish_e/fish_e.htm

In the GATT, RTAs include customs unions and free trade agreements (FTAs). More
accurately, the term ‘economic integration agreement’ is used for services trade instead
of FTAs. However, in policy and research discussions, the term ‘FTA’ is generally used
to cover both trade in goods and in services. In addition, partial scope agreements, which
have been adopted by developing members and are small in number, are included.

The EEC was signed in 1957 with six members: Belgium, France, Italy, Luxembourg,
the Netherlands, and West Germany, and entered into force in 1958.

An FTA is a trade policy under which tariffs on imports from FTA members are
eliminated, like a customs union. Unlike a customs union, however, FTA members
apply their own tariff rates on imports from non-FTA members.

New members were Denmark, Ireland, and the United Kingdom in 1973; Greece in
1981; and Spain and Portugal in 1986.

Others believe that the US-Israel FTA in 1985 signalled a shift in US trade policy
from one based on multilateral and non-discriminatory rules to one with bilateral and
discriminatory rules. Mainly political reasons—not economic reasons—Iled to the
formation of the US-Israel FTA, however.

The ASEAN FTA was enlarged later by accepting new ASEAN members including
Viet Nam (1995), the Lao People’s Democratic Republic and Myanmar (1997), and
Cambodia (1999).

The World Bank uses the expression ‘trade agreements’ in its analysis. This chapter uses
‘RTAs’ instead. There are other expressions including preferential trade agreements and
FTAs. Technically, there are differences amongst these expressions, but to simplify the
discussion, the term ‘RTA’ is used.

WTO+ provisions are some policy areas that fall under the current mandate of WTO. These
provisions (referred to as “WTO plus’ or “‘WTO+’ in the literature) include areas such as
customs regulations, export taxes, anti-dumping, countervailing measures, technical
barriers to trade, or sanitary and phytosanitary standards (Hofmann, Osnago, Ruta, 2017).
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14 ‘WTO-extra provisions’ are those outside of the WTO mandate and include a wide-
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(Hofmann, Osnago, Ruta, 2017).
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amongst major countries.

17 See WTO. “Joint Initiative on E-commerce News Archives.” https:/www.wto.org/
english/news_e/archive e/jsec_arc_e.htm for the development of working groups and
negotiation at WTO.

18 Australia, Japan, and Singapore became co-conveners of the working group.

19 WTO. “Investment Facilitation for Development.” https://www.wto.org/english/
thewto e/minist_e/mc12_e/briefing notes_e/bfinvfac_e.htm

20 WTO.“InvestmentFacilitationforDevelopment.”https://www.wto.org/english/thewto_e/
minist_e/mcl2_e/briefing notes_e/bfinvfac_e.htm. The number of participating
members increased from 70 to over 110, and the co-coordinating countries are Chile
and South Korea.

21 WTO. “Informal Working Group on Micro, Small and Medium-sized Enterprises
(MSMESs).” https://www.wto.org/english/tratop _e/msmes_e/msmes_e.htm

22 As of March 2023, 98 WTO members were participating in the initiative.

23 WTO. “Services Domestic Regulation.” https://www.wto.org/english/tratop e/serv_e/
jsdomreg_e.htm

24 WTO. “Services Domestic Regulation.” https://www.wto.org/english/tratop_e/serv_e/
jsdomreg_e.htm

25 On MPIA, for example, see Geneva Trade Platform. “Multi-Party Interim Appeal
Arbitration Arrangement (MPIA).” https://wtoplurilaterals.info/plural initiative/the-
mpia/ and WTO (2020).
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S Correlated Trade and Geopolitics
Driving a Fractured World Order

Danny Quah’

5.1 Introduction

In the 2020s, public discourse, international relations scholarship, and global
policymakers have all noted that geopolitical rivalries are worsening global
fragmentation. The friend-shoring, de-risking, and decoupling emerging from
US-China geopolitical rivalry have caused trade barriers to increase everywhere.
From 2019 to 2022—coincident with the COVID-19 pandemic that also
exacerbated geopolitical tensions—international trade restrictions rose three-fold
(Georgieva, 2023). From this, a considerable loss in global well-being is possible;
indeed, fragmentation over the long term could reduce global gross domestic
product (GDP) by up to 7% (USD?7.4 trillion), equivalent to the combined GDPs of
France and Germany and more than three times the size of the entire sub-Saharan
African economy (Georgieva, 2023).

A leading international relations scholar, Joseph Nye, noted of US decoupling
that ‘it would be foolish to think [that] we can separate our economy completely
from China without enormous costs’ (Nye, 2021). These enormous costs can
be viewed as the price of fragmentation, but when the price is sufficiently high,
rational agents will not undertake actions that incur those costs. Accordingly,
International Monetary Fund (IMF) Managing Director Kristalina Georgieva wrote
a 2023 Foreign Affairs article entitled, ‘The Price of Fragmentation’ (Georgieva,
2023). IMF Deputy Managing Director Gita Gopinath used the same reasoning to
argue that if geopolitical-driven fragmentation produces individual gains, when set
against real costs, those gains are illusory. Individual gains from fragmentation are,
at best, only relative in that ‘even those who benefit from fragmentation could be
left with a larger slice of a much smaller pie . . . . [E]veryone could lose’ (Gopinath,
2024).

This chapter investigates the relationship between geopolitics and economics as
forces jointly driving world order. Have geopolitics and economics always driven
world order in opposite directions, one splintering and the other coalescing? How
accurate is the IMF (and indeed conventional) belief that geopolitical rivalries
are fragmenting the world, but economics holds the global economy—and thus
world order—together? This chapter argues that conventional wisdom is at odds
with the global experience of the last 5 decades. The last 50 years can be divided
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into two periods: (i) the centripetal era of 1980-2010, when both geopolitics and
economics drove world order to ever-greater coalescence; and (ii) centrifugal era,
from 2011, when both geopolitics and economics drove world order to ever-greater
fragmentation.

If the current era is indeed centrifugal and economic ties are splintering world
order, then seeking to develop greater economic interconnectedness—without
recalibrating underlying fundamentals—is doomed to fail. Increasing trade ties
will produce only perverse results, further fracturing the world. Instead, more
effective and better-targeted policies are needed. This chapter suggests drawing
on mechanisms that target repairing fragmentation beyond just strengthening trade
ties. Such policies are (i) seek inadvertent cooperation; (ii) identify and shelve
zero-sum propositions with prisoner’s dilemma or epic fail outcomes (Armstrong
and Quah, 2023; Quah, 2024b); and (iii) build systems around plurilateral principles
or pathfinder multilateralism, and when first-best multilateralism is unavailable,
seek second-best solutions in restricted problem domains.

This chapter is organised as follows. Section 5.2 documents how convergence
due to geopolitical and economic forces in the early part of the last half-century
produced the centripetal era and coalesced world order. Section 5.3 describes
how after the centripetal era, both geopolitical and economic forces reversed
direction so that the two drove fragmentation in the international system. It also
examines reasons for the parallel reversal in both geopolitical and economic
forces.! Section 5.4 advances three proposals to mitigate further global fracture,
given that trade—the large, already extant natural glue to the international
system—may no longer be effective. Section 5.5 provides a brief conclusion.

5.2 Convergence

In the 1980s, conceptualisation of world order and the global economy were
powered by three critical ideas—political convergence, economic efficiency, and
comparative advantage. These drove the coalescence of world order in this period
of the centripetal era.

Political convergence refers to the hypothesis that as incomes rise and economic
development progresses, societies tend naturally to become more democratic
(Lipset, 1959). This provided an easy resolution to the challenge noted by US
President John F. Kennedy of the ‘long twilight struggle’ between democracy and
freedom, and totalitarianism and tyranny.

Economic efficiency does not entail high productivity or advanced technology.
Instead, it refers to an imperative to seek efficiency in the sense that economists
understand, Pareto optimality. Outcomes have to be, rationally, win-win. Coupled
with the idea of political convergence, every victory on economic efficiency during
this time also meant a further advance in the march to democracy worldwide.

Finally, comparative advantage references another key concept in economics, that
all nations—no matter how differentially resourced and under-developed—would
gain in some manner from participating in the global system of trade and capital
flows. Globalisation—the construct that sought to make anything produced
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anywhere available to everyone everywhere—was therefore the appropriate
objective for the emerging international system.

These three ideas formed a self-reinforcing, globally consistent, virtuous cycle
of policy and practice, driving both prosperity and democracy.? The system did
not promise that everyone would achieve the same levels of well-being, only that
the norm would be win-win outcomes and a tendency towards democracy. The
imperatives of economic efficiency and comparative advantage drove more intense
and widespread globalisation, so that cross-country flows of trade and foreign
direct investment rose.

In retrospect, the 1980s and 1990s appear to confirm success in a coalescent
international system, at least along particular dimensions. Economically, the big
success was the rise of China and East Asia. These are obviously outside of the
usual Transatlantic locus of economic success; that they both became richer meant
there was convergence for the world. Moreover, there were significant poor parts of
the world that converged upwards to become richer, and modernity arrived in these
places where previously it had been absent.

However, convergence failed in several significant dimensions. For instance,
many studies of cross-country income dynamics revealed persistent income
disparities (e.g. Pritchett, 1997); a middle-income trap (e.g. ADB, 2011) in that
poor countries remained bounded away from reaching the same levels of economic
achievement as rich countries; and even twin-peakedness in the cross-country
distribution of incomes (e.g. Quah, 1996, 1997), where distinct clusters of
convergence emerged, with at least one grouping of countries stagnating at lower
income levels.

All of these studies, however, were of per capita incomes, treating each nation as
a distinct data point. This meant that China, with over 1 billion people, was treated
on equal basis with, for example, Haiti, which has under 10 million people. Data at
a more disaggregated level provided more insight on economic convergence. Quah
(2011) calculated the world’s economic centre of gravity based on urban cities and
rural centres and used dynamics of that centre of gravity to map out a dramatic
change in the world’s economic landscape since the 1980s. The key finding was
that the rapid rise of incomes outside of the Transatlantic region had, by 2008,
pulled the world’s economic centre of gravity 5,000 kilometres east from its
traditional 20th-century resting point in the Atlantic Ocean (i.e. midway between
the United States and Western Europe). Over this same period, China’s economic
growth lifted nearly 700 million out of extreme poverty (Chen and Ravallion,
2010). Thus, as a narrative of individual incomes and economic well-being in the
3 decades after 1980, the overarching story was, indeed, convergence.

In parallel with these technical findings, a narrative on political convergence
appeared. Fukuyama (1992) reported two key conclusions: (i) a ‘consensus on the
legitimacy of liberal democracy as a system of government emerged throughout the
world’; and (ii) market mechanisms targeting economic efficiency and leveraging
comparative advantage had produced ‘unprecedented levels of prosperity in
developed countries and in countries that had been, at the close of World War II,
part of the impoverished Third World’.
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US President Bill Clinton (2000) provided one of the most vivid and memorable
depictions of confidence in political convergence during this centripetal era. He
spoke on how China might try to buck the trend on political convergence by
seeking to contain the flow of information on the internet: ‘Good luck! That’s sort
of like trying to nail Jell-O to the wall’. He also made clear the prevailing thinking
on economic and geopolitical alignment:

China is not simply agreeing to import more of our products. It is agreeing
to import one of democracy’s most cherished values, economic freedom.
The more China liberalizes its economy, the more fully it will liberate the
potential of its people—their initiative, their imagination, their remarkable
spirit of enterprise. And when individuals have the power, not just to dream,
but to realize their dreams, they will demand a greater say.

(Clinton, 2000)

Alongside these global successes in world order, one nation—the United
States—emerged as the key player in the international system. It had become
the de facto leader in a unipolar world order. An economic historian, Charles
Kindleberger, described this kind of international leadership on the basis of the
hegemonic stability theory. This is the idea that the international system—Ilike any
macroeconomy—naturally undergoes bouts of instability, for which a sufficiently
large agent must be the consumer and lender of last resort or, more generally, provide
the global public good of international policy-making (Kindleberger, 1996, 2013).
Indeed, even beyond Keynesian countercyclical stabilisation, a hegemon is needed
to provide security, maintain the rules of world order, and support global institutions
that monitor and correct deviations. This allows the emergence of equitable
openness in international trade and gives rise to the idea of multilateralism—a
rules-based order, a level playing field in economic engagement, commitment
to peaceful resolution of disputes, cooperation in problem-solving, and equal
treatment of nations. At the time, the United States was the only economy powerful
and rich enough to provide these global public goods (Kindleberger, 2013). As
some political scientists described so vividly, US unipolarity produced world order
(Ikenberry, 2005).

In conclusion, the 3 decades following 1980 saw remarkable success in political
convergence, economic efficiency, and comparative advantage driving a coalescent,
converging world order. The centrifugal era was, overall, a success, establishing
with ever-greater firmness an integrated global economy. There were, of course,
notable exceptions to this view in the literature (e.g. Rodrik, 2006). It is not that
geopolitics no longer mattered (e.g. Luce, 2023), but geopolitical and economic
forces aligned to produce convergence in the international system.

5.3 Shifts

By the late 2010s, it had become obvious that China was demonstrating no
democratic tendencies even as it modernised, grew rich, and developed advanced
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technologies. This was not just a data point inconsistent with an academic
hypothesis (Fukuyama, 1992; Lipset, 1959). Instead, this failure of convergence
grew to become a driving force in modern Great Power rivalry. Because of its sheer
size, China’s political non-convergence presented, in some policymakers’ views, an
unacceptable threat and ideological challenge to the incumbent hegemonic Great
Power, the United States. The United States’ policy towards China thus shifted
from engagement—increasing trade and investment and people-to-people ties—to
balancing or undertaking actions to protect itself against China’s present and future
capabilities.

Under a regime of geopolitical engagement, China’s actions might have been
viewed as innocent or ambiguous. However, in the new atmosphere of balancing,
they elevated concerns. Such markers included China’s emplacement construction
and heightened territorial claims in the South China Sea, aggressive wolf warrior
diplomacy, concerns over the ‘two Xs’ (i.e. Xinjiang Uygur Autonomous Region,
representative of China’s ‘ethnic management’ policies, and President Xi Jinping
for his centralisation of political power, including Xi’s assumed association with
Document No. 9, which warned of seven ‘dangerous’ Western values [Buckley,
2013]), restrictions on information flow during the COVID-19 pandemic, and
China’s dramatically rising military power. Obviously, comparable actions
are seen elsewhere—including in the United States itself—but in China’s case,
these attracted elevated scrutiny because they appeared to represent a change in
China’s geopolitical stance. Taken with the fear that China’s stubborn political
non-convergence represented a statement of international intent, these markers
reinforced the new vicious cycle of suspicion of China.’

By 2018, the US position on China had concretised into policy statements such
as those by the US Secretary of Defense James Mattis, who stated, ‘Great Power
competition, not terrorism, is now the primary focus of US national security’
(DOD, 2018). On China, he stated that the United States and the West

face growing threats from revisionist powers . . . that . . . seek to create
a world consistent with their authoritarian models, pursuing veto authority
over other nations’ economic, diplomacy, and security decisions . . . . [China
persists] in taking outlaw actions that threaten regional and even global
stability. Oppressing their own people and shredding their own people’s
dignity and human rights, they push their warped views outward.

(DOD, 2018)

Such views are much more jarring in comparison to Clinton’s 2000 ‘Jell-O to
the wall” understanding of the disruptive or commanding power of states such as
China. These views also stand in stark contrast to earlier positions held by US
leadership in the centripetal era and earlier, which strove to bring China into
the international system. US President Richard M. Nixon, for instance, wrote in
1967 that the United States

cannot afford to leave China forever outside the family of nations, there to
nurture its fantasies, cherish its hates and threaten its neighbors . . . . [t]here
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is no place on this small planet for a billion of its potentially most able people
to live in angry isolation.
(Nixon, 1967)

Circumstances had thus reversed the train of argument in political convergence,
and geopolitics had turned into a force for fragmentation rather than coalescence.

All nations are, of course, increasingly empowered by technology to be able
to undertake ‘outlaw actions that threaten regional and even global instability’
(DOD, 2018). Yet what are the incentives of different nations to do so? When
Nixon wrote the passage cited, China was indeed a dangerous country. The nation
was in the throes of the Cultural Revolution that caused over 1 million deaths
and the arbitrary persecution of millions; it was feared to be actively exporting a
Communist revolution around the globe. Today’s China does none of these things;
it is known for bringing 700 million out of poverty and helping the world reach
Sustainable Development Goals. China’s most notable exports are still feared—but
for their competitiveness and economic impact on other nation’s industries, not for
their incompatible ideology.

In this reversal from coalescence to fragmentation, China’s role is not just a
counterexample to political convergence. China has also become the source—for
the United States and other Western economies—of ‘China shock’, or the idea that
one’s trading partner is stealing one’s jobs, dismantling one’s industry, and turning
one’s thriving middle-class communities into ghost towns. How can trade do all
this when it is supposed to bring mutual benefits?

In the IMF view described previously, economic efficiency and comparative
advantage give rise to outcomes that benefit all sides. This happens at the level
of aggregate well-being; thus, they remain forces for coalescence through the
perspective of international policy-making. The costs of decoupling are high.
However, at the level of individual agents in the United States or other developed
countries, the lived experience from trade differs from the positive effects at the
aggregate level. Trade does not bring economic efficiency nor the welfare impact
of comparative advantage; instead, it shifts price ratios. When trade occurs,
relative prices change—otherwise, trade would have no effect. Yet any change
in relative prices means some agent somewhere experiences reduced prices for
what they produce and sell (Quah, 2024a). For affected individuals, this translates
into perceptions of China shock—falling employment, shuttered industries, and
displaced communities.

It is this price disturbance that matters—not the aggregate welfare improvement,
income inequality, or aggregate bilateral trade deficits.* The relevant negative price
shock can affect those at the top of income distribution as easily as it can those at
the bottom. Thus, an effect on income inequality is neither necessary nor sufficient
for political resistance to trade. Even if inequality falls, those at the top of income
distribution can find cause to rally against trade. By the same reasoning, a negative
price shock from trade can worsen the well-being of those affected, whether the
trade balance is in surplus or deficit or a trade deficit is large or small. Such a price
shock is, of course, not inconsistent with standard concerns over inequality and
trade deficits, but it can take effect regardless of what happens to inequality and
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trade deficits. Neither inequality nor the trade deficit are sufficient statistics for
understanding the impact of trade.

Research on prices and the political consequences of trade is not as widely
available as that on inequality or trade balances. Figure 5.1 shows the dynamics of
US import prices; imports from China, Mexico, and Canada; and the US Consumer
Price Index.’
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Figure 5.1 United States Import and Domestic Prices, 2003—2024

US CPI = United States Consumer Price Index.

Note: The graph shows, from 2003 to 2024, prices of imports into the United States from China,
Mexico, and Canada, alongside the US CPI. In the 2 decades plotted, China’s import prices into the
United States have remained flat, only 0.5% higher at the end than at the beginning. In contrast, imports
from Canada have seen price inflation higher even than in the US Consumer Price Index, ending the
2-decade period with prices 68% higher than at the beginning. Imports from Mexico, similarly but not
as extreme, had prices ending 49% higher than at the start. The US CPI inflated 65% over this sample.

Source: United States Census Bureau, International Trade Data, https://www.census.gov/foreign-trade/
data/index.html.

A first observation is that import prices do not uniformly remain low. In the
figure, in the normalisation adopted, all price indexes begin at 100 in 2003. Both
Mexico and Canada import prices show inflation rates higher than that in the US
Consumer Price Index. This is not unexpected or unusual; compositions of import
bundles change, and when those bundles shift into containing higher-technology
products, import price inflation can be high. Indeed, over the entire time sample,
import prices from Mexico and Canada have, separately, shown both acceleration
and slowdown in cycles over time.
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The most striking observation, however, is that concerning imports from China.
China’s move from low-tech to high-tech exports barely moved how much the
United States had to pay for imports from China generally. Price inflation in
China imports has been zero over the entire 2 decades in contrast to that in the US
Consumer Price Index of 65%, Canada import prices of 68%, and Mexico import
prices of 49%. China imports into the United States have remained dramatically
cheap, although by 2024, almost half of that flow had become machinery and
mechanical appliances, no longer low-quality toys and textiles. Keeping import
prices low in this way is remarkable for the compositional change that must have
occurred in this time. Towards the beginning of this time period, the view on
China’s production had been that with a per capita income at the same level as
Guyana and the Philippines; most of the Chinese population did not have enough
money to buy advanced technological products or have the resources to invent
them (Allison et al., 2021).

Two concrete implications are notable. First, China’s exports to the United
States have strongly benefited US consumers, keeping prices low and the cost of
living down. Second, however, by exactly the same observation, the China shock
is significant for US workers in the same industries. These price dynamics are why
those workers see jobs vanishing, industries being dismantled, and ghost towns
emerging where middle-class communities once thrived.

The broader geo-economics dimension, too, turned in the late 2010s. The earlier
themes of economic efficiency and comparative advantage were ones where every
participant could find agreement with the outcome, as the exchange gave advantages
to everyone (i.e. win-win). In the late 2010s, China grew rich; other countries did
as well, spreading economic prosperity and thus increasing agency and capability
to more parts of the world. The world thus became more multipolar, moving away
from US unipolarity. This did not mean other parts of the world were growing to
become direct rivals of the global hegemon; a decline in unipolarity does not mean
automatically a rise in bipolarity. It meant that the distribution of power across the
global landscape had become more diffuse. This growing multi-polarity—a shift
in the distribution of economic and military capabilities towards a more uniform
distribution rather than remaining single-peaked in only the United States—is,
of course, another way to characterise economic convergence. There is lessening
prominence of poles in the distribution of power.

Multilateralism—the idea that there is a level playing field and that all players
obey the same set of rules—emerged from the principles of economic efficiency and
comparative advantage. Multilateralism has allowed economic convergence to occur
from the early 2010s and produce multi-polarity. Paradoxically, this combination
of multilateralism and multi-polarity has generated a pull-back from further
coalescence, however. Increasing multi-polarity means that the benefits advanced
economies derive from supporting global public goods, such as international trade,
are shared more with other countries (Gaspar, Hagan, Obstfeld, 2018). Turning away
from continuing to support the provision of global public goods, like the international
trading system, denotes a retreat from the globalisation and multilateralism that had
been so powerful for coalescing the global economy. Maintaining multilateralism is
difficult and especially challenging when others start to win as well.
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5.4 Proposals

With both geopolitics and economics now centrifugal, the global challenge is no
longer choosing the incorrect point on a trade-off locus. Instead, the danger is that
nations end up in a prisoner’s dilemma or epic fail gridlock. Armstrong and Quah
(2023) and Quah (2024b) suggested that in such a situation, there are three policy
options.

First, look for inadvertent cooperation. Obviously, in a prisoner’s dilemma
outcome, if all players decide to collaborate, equilibrium could shift to an outcome
where all improve their well-being. A fragmented world order, however, is unlikely
to be one where contractual obligations are trusted. The international community
should thus seek cooperation without binding contracts; economists are familiar with
such arrangements. Adam Smith characterised that ‘it is not from the benevolence
of the butcher, the brewer, or the baker that we expect our dinner, but from their
regard to their own interest’. An example of such unplanned cooperation occurred
the 2020s in the South China Sea, where individual nations have overlapping
territorial claims. Instead of giving in to an all-out rivalry, South-East Asian nations
have been able to agree on a code of conduct for that body of water and continue to
seek China’s participation in that agreement.

Second is the possibility of navigating a fractured international system by
looking to Third Nations—those that are not Great Powers in direct contention—to
nudge Great Powers out of prisoner’s dilemmas (Quah, 2024b). Through small
side payments—that, in the cooperative outcome, may not be needed but whose
availability is guaranteed—gridlock can be averted, and the usual prisoner’s
dilemma outcome removed as a possible equilibrium.

Third are options that recognise how a fragmented global economy makes it
impossible to have universal multilateral solutions. Yet the spirit of multilateral
problem-solving can be maintained in smaller subsets of the international
community for restricted problem domains. These solutions can be thought of as
providing pathfinder, plurilateral outcomes in the absence of full and complete
multilateralism. An example of this is the World Trade Organization’s Multi-Party
Interim Appeal Arbitration Agreement (MPIA). In March 2020, with the World
Trade Organization Appellate Body understaffed and non-functioning, 16 WTO
members set up the MPIA to decide on cases between members of the group itself.

5.5 Conclusion

When observers and policymakers acknowledge the risks of a fractured global
economy and world order, it is often assumed that geopolitics is to blame. The
typical accompanying hypothesis is that economics can hold world order together.
IMF and many others believe in the view that economic exchange across nations
makes mutual benefits to trade apparent and notes the tremendous costs of
economic decoupling and deglobalisation.

This chapter has argued that large geopolitical and economic forces do, indeed,
drive world order. However, their direction does not support the hypothesis that
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economics can provide a centripetal force for the international system. Between
1980 and 2010, both geopolitical and economic forces powered the coalescing of
world order. However, after 2010, both forces reversed direction and contributed,
instead, to the current fragmentation of the international system.

That economics can be a centrifugal force hinges on effects similar to two
familiar ideas: (i) trade increases inequality and (ii) trade deficits attract political
objections. In the United States and the developed West, such effects are commonly
thought of as the China Shock, as China is a large trading economy that attracts the
greatest political attention. The China Shock mechanism proposed in this chapter
is centred on price change and is thus simpler and more direct than in narratives of
inequality or trade deficits.

That economics no longer holds the global economy together means that
fragmentation risks to the global economy cannot be mitigated by recalibrating
trade patterns. The problem instead rests on how trade itself is perceived to be
the problem. Three recommendations would help mitigate these problems of
geopolitical and economic fracture: (i) inadvertent cooperation, (ii) Third Nations
nudging the Great Powers away from gridlock, and (iii) pathfinder or plurilateral
adjustments to multilateralism.

Notes

* The author thanks members of the International Economic Association (IEA) New World
Order group for helpful comments.

1 World order—the international economic system, together with the norms and conventions
determining relations across nations—is a point in a high-dimensional topological space.
Over time, world order evolves as a function of its past values with a vector of driving
variables, including geopolitical and economic forces. The latter may be exogenous or
causally prior with respect to world order or, more typically, be jointly determined (i.e.,
world order with geopolitical and economic forces can be viewed as a vector autoregression
in an appropriately defined topological space). This chapter describes the features of the
propagation mechanism and impulses determining that vector autoregression, and hence
the dynamics of world order.

2 Popular writing in the 1990s sometimes associated variants of this thinking with
neoliberalism, the Washington Consensus, and other labels. Many of the central ideas in
those, however, vary from those in the current chapter. This chapter considers outcomes
but does not comment on the pathways to achieve those goals. There is, for instance, no
suggestion in this chapter that free markets and fiscal discipline—key components of
neoliberalism—are the only means to achieve efficiency and to leverage comparative
advantage. Nor does it suggest that increasing democracy is a precondition needed to
guarantee economic success. The Washington Consensus was not a plank for building
world order; instead, it sought to provide concrete policy proposals for specific problems
facing, mainly, Latin American economies. More detailed analyses are available that
unpack the differences across neoliberalism, the Washington Consensus, and other similar
labels, such as Naim (1999), Rodrik (2006), Spence (2021), and Williamson (2002).

3 An illustration of both the ambiguity and extreme risk lies in China’s August 2021
demonstration of its Fractional Orbital Bombardment System (FOBS) capabilities. FOBS,
initially developed by the Soviet Union in the 1960s, refers to the launch of a nuclear
warhead off of a hypersonic glide vehicle in low earth orbit. China’s approach to FOBS
sacrifices accuracy for range, speed, and undetectability; this renders FOBS less suited
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for first-strike actions but improves its second-strike retaliatory capability (Kaushal and
Cranny-Evans, 2021). Indeed, China’s own public announcements confirm this general
perception of retaliation, in that FOBS allows ‘using nuclear forces [so] US forces cannot
crush China’ and that ‘when the Chinese people have this weapon . . . , nuclear blackmail
toward the people of the world will be completely destroyed’ (Fravel, 2019). China may
be responding endogenously to US action and seeking only to achieve equilibrium,
or China may be actively seeking primacy in a way that needs to be countered. The
centrifugal era favours the second view.

4 This corresponds to Adao et al. (2022); Autor, Dorn, Hanson (2013); and others. However,
it also emphasises price effects directly rather than the impact of trade working through
inequality or aggregate trade balances.

5 United States Census Bureau. “International Trade Data.” https://www.census.gov/
foreign-trade/data/index.html. Import prices are monthly import price indexes by origin,
all industries, for China, Mexico, and Canada, respectively, while the US Consumer Price
Index is for all items less food and energy taken as the US city average for all urban
consumers. The series are normalised to all begin at 100 in December 2003, the earliest
date for which China and Mexico data are available.
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6 Economic Transformation and
the New Economic Order

Lili Yan Ing and Justin Yifu Lin

6.1 Introduction

World economic governance was dominated by major developed countries in the 20th
century, with their economic power contributing about half of the global economy.
The combined share of seven advanced countries—the United States, United Kingdom,
Germany, France, Italy, Canada, and Japan—in world gross domestic product
(GDP), measured by purchasing power parity, was 45.9% in 1900, 50.9% in
1950, and 44.9% in 2000 (Maddison, 2010). Due to this economic strength, these
seven countries formed the Group of Seven (G7), which was the most influential
economic governance in the world in the latter half of the 20th century.

Entering the 21st century, the world economic landscape changed dramatically.
The G7’s economic weight in the world economy dropped to 36.1% in 2010 and
to 30.8% in 2020. As result of this significant change, the G7 was replaced by the
G20 in 2008 during the global economic crisis as the leading global economic
governance body. In this chapter, this changing global economic order is studied,
causes for the change are analysed, and lessons from the change are provided.
Section 6.2 depicts the changing landscape across various metrics amongst
developed and developing countries. Section 6.3 explores the determinants
of economic structure and causes for ongoing structural transformation.
Section 6.4 offers conclusions and draws policy recommendations.

6.2 Economic Shifts

Over the past half-century, the global economic landscape has undergone significant
transformation, driven by shifts in economic output, trade, manufacturing, and
foreign direct investment (FDI).

6.2.1 Economic Output

From 1970 to 2022, the share of developed nations in the global GDP markedly
decreased. As previously stated, for example, G7 countries saw their contribution drop
from 56.0% to 30.4%. Meanwhile, emerging economies rose in prominence, with
China’s share jumping from 5.5% to 18.4%. Other significant contributors include South
Korea, India, and Association of Southeast Asian Nations (ASEAN) Member States,
collectively rising from 6.9% to 15.5% in the global GDP (Figures 6.1a and 6.1b).
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Figure 6.1 Share in World GDP by PPP, 1970-2022 (%): (a) Top 7 Decliners, except China;
(b) Top 7 Gainers, excluding China

GDP = gross domestic product, PPP = purchasing power parity

Source: Authors’ calculations from University of Groningen, Penn World Table Version 10.01 (1970-79),
https://www.rug.nl/ggdc/productivity/pwt/?lang=en [accessed February 2024]; and IMF, GDP Based
on PPP, Share of World, https://www.imf.org/external/datamapper/PPPSH@WEO/OEMDC/ADVEC/
WEOWORLD [accessed February 2024].
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6.2.2 Trade

Ashifting dynamicisalso evidentin global trade. Developed economies’ share of trade
in goods in the world fell from 81.6% in 1970 to 57.1% by 2022, while high-income
developing economies almost tripled their share from 11.5% to 33.4%. China’s entry
into the World Trade Organization in December 2001 significantly accelerated this
shift, showcasing its growing influence in global market (Figures 6.2a and 6.2b).
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Figure 6.2 Share in World Trade in Goods, 1970-2022 (%): (a) Top 7 Decliners, except
China; (b) Top 7 Gainers, excluding China

Source: Authors’ calculations from UN Trade and Development, UNCTAD Stat, https://unctadstat.unctad.
org/EN/ [accessed December 2022].
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6.2.3 Manufacturing

The manufacturing sector has reflected a similar trend, with notable gains in global
shares by countries predominantly in Asia, including India, Indonesia, and South
Korea. China’s share alone has increased by more than 28% since 1970. Conversely,
traditional industrial powers such as the United States, Germany, and Japan have
seen declines in their shares of global manufacturing value added, underscoring the
redistribution of manufacturing strength across the globe (Figures 6.3a and 6.3b).

(@)

32

24

Percent (%)
>
1

M" —ag o «:," WV‘%
SN S S S
04

T T T T T T
1970 1980 1990 2000 2010 2020

~——+—— China Russian Fed. ————— United States
Germany United Kingdom Japan
———=w—— France Italy

Percent (%)

T T T T T T
1970 1980 1990 2000 2010 2020

Korea, Rep. India Indonesia
————— lreland Thailand ———— Turkiye
Saudi Arabia

Figure 6.3 Share in World’s Manufacturing Value Added, 1970-2022 (%): (a) Top 7
Decliners, except China; (b) Top 7 Gainers, excluding China

Source: Authors’ calculations from UN Trade and Development, UNCTAD Stat, https://unctadstat.unctad.
org/EN/ [accessed December 2022].
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6.2.4 Foreign Direct Investment

In terms of FDI, developed countries’ share of global inflows has halved, from
50.4% in 1970 to 25.8% by 2020. Conversely, the Asia Pacific region, including
China, India, and ASEAN Member States, has seen significant growth, capturing a
larger portion of global FDI inflows. The shift towards these regions reflects their
rising importance in the global economic order and decline of traditional economic
powerhouses (Figures 6.4, 6.5a, and 6.5b).
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org/EN/ [accessed December 2022].

Traditionally dominated by the G7 countries, global FDI outflows have also
seen a shift. While these developed nations accounted for over 80.0% of global
FDI outflows in the 1970s, their share declined to 53.1% by 2021. In contrast,
Asia Pacific nations like China, India, and South Korea have increased their
contributions. China’s FDI outflows, for instance, rose from virtually zero in the
1970s to 19.7% by 2020. This reflects their transition from primarily receiving
investments to actively investing abroad, highlighting their growing economic
influence and integration into the global market (Figures 6.6, 6.7a, and 6.7b).

The past 50 years have witnessed a reconfiguration of the global economic
order, characterised by the decline of the West’s economic dominance and rise of
emerging economies.
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This shift has been influenced by a combination of globalisation, capital
accumulation, technological advancements, human capital, infrastructure
development, and strategic policy implementations by developing nations to
harness their economic potential. These trends are likely to continue shaping the
economic landscape, with developing economies playing increasingly critical roles
in the global economy (Ing and Yu, 2018).

6.3 Economic Structure and Structural Transformation

To obtain a more comprehensive understanding of economic transformation, an
extended period must be examined. Substantial transformations, as reflected in
GDP, trade, manufacturing value added, and FDI amongst developed and emerging
countries from 1970 to 2022 (as reported in Section 6.2) are not primarily caused
by significant changes in the growth performance of developed countries but rather
by the rapid catch-up of a few developing countries.

As illustrated in Figures 6.8 and 6.9, the average annual growth rates of per
capita real GDP and aggregate real GDP in developed economies remained largely
stable across the periods 1900-1970 and 1970-2022. Notable exceptions include
Italy and Japan, both of which experienced a marked deceleration in real GDP
growth—declining by approximately 44% in the latter period.' In contrast, the
United Kingdom defied this broader trend, exhibiting a significant acceleration in
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Source: Authors’ calculations from University of Groningen, Maddison Project Database 2023,
https://www.rug.nl/ggdc/historicaldevelopment/maddison/releases/maddison-project-database-2023.

per capita GDP growth, which was nearly 50% higher in 1970-2022 compared to
the preceding seven decades (Figure 6.8).

The profound shifts in the global economic order over this period were primarily
driven by the extraordinary rise of select emerging economies—most notably China,
India, Indonesia, and South Korea—whose rapid economic transformation reshaped
global production, trade, and investment flows. Meanwhile, several least-developed
and developing countries struggled to achieve sustained growth. Some, despite
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possessing considerable demographic potential, such as Argentina and Brazil in
Latin America and Nigeria in Africa, remained ensnared in the middle-income trap.
Others, including the Russian Federation, faced severe economic contraction. The
divergence in growth trajectories among developing economies during this period
underscores the critical role of national development strategies and economic
transformation policies in determining long-term economic success.

6.3.1 Endowment Structure, Comparative Advantage, and Production and
Trade Structure

Sustainable economic growth is a continuous process of technological innovation,
elevating labour productivity, and industrial upgrading, which entails a shift from
low-value-added industries to higher-value-added ones in a sustainable manner.
However, harnessing the potential of technologies and new industries necessitates
well-functioning hard and soft infrastructure. This includes reliable electricity for
the application of most modern technology as well as road and port facilities for
efficient product transport to large domestic and foreign markets, enabling the
full exploitation of economies of scale. As trade sizes increase, market exchanges
occur at arm’s length, requiring robust contracts and legal systems for contract
enforcement.

Additionally, with the scaling and risks associated with technological and
industrial upgrading, the financial structure must adapt. Consequently, the entire
soft infrastructure of institutions needs improvement (Kuznets, 1966; Lin, 1989;
Lin and Nugent, 1995; Harrison and Rodriguez-Clare, 2010). Therefore, while
modern economic growth may seem like a process of rising labour productivity, it
is, in reality, a continuous process of structural changes encompassing technologies,
industries, and both hard and soft infrastructure.

In general, developed countries have capital-intensive industries, while
developing countries have land- and/or labour-intensive industries. This difference
in industrial structure reflects variations in their factor endowments (i.e. the
amounts of capital, labour, and natural resources available at a given time).
Developing countries typically face a relative scarcity of capital, while labour and
often natural resources are relatively abundant. Conversely, developed countries
enjoy an abundance of capital, while labour is relatively scarce. Although an
economy’s factor endowments, which are the smallest elements for forming any
economic activity and determine the economy’s total allocable resources, are fixed
at any particular time, they can change over time. Furthermore, the structure of
endowments determines the relative prices of factors. Prices of relatively abundant
factors are low, while prices of relatively scarce factors are high. This implies
that the relative prices of capital, labour, and natural resources differ in countries
at different development stages. These price differences play a crucial role in
determining a country’s comparative advantages, production pattern, and trade
pattern at each stage of development.
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In developed countries, high income and labour productivity result from
their relative capital abundance and high total factor productivity, leading to
capital-intensive industries and technologies. For a developing country aspiring
to match the income and industrial structure of developed nations, the initial step
is to elevate the relative abundance of capital in its factor endowment structure
to the level seen in advanced countries. The ultimate objective of economic
development is to increase a country’s income. The intermediate goal involves
developing capital-intensive industries as a means, not an end, while the immediate
focus should be on swiftly accumulating capital to shift the country’s comparative
advantages towards more capital-intensive industries (Box 6.1). In essence,
elevating a country’s income necessitates industrial upgrading, and achieving
industrial upgrading requires a transformation to the country’s endowment structure
(Ju, Lin, Wang, 2015).

Box 6.1 How Can a Country Quickly Accumulate Capital?

To accumulate capital quickly, a country can employ the following strategies:

i.  Align industries with comparative advantages. Ensure that the country’s
industries align with its comparative advantages, as determined by its
endowment structure, in a market economy with a facilitating state
to overcome market failures in the improvements of hard and soft
infrastructure. The country must have an open economy, exporting
goods and services of its comparative advantages and importing goods
and services of other countries’ comparative advantages. It must also
attract inward foreign direct investment (FDI) from countries with
more abundant capital or advanced technologies than its own while
providing outward FDI to other countries with relatively less capital or
lower technologies. This alignment enhances competitiveness in both
domestic and international markets, leading to the generation of the
largest possible economic surplus.

ii. Optimal investment allocation. Direct investments into industries
consistent with the comparative advantages derived from the country’s
endowment structure. By doing so, returns on investment can be
maximised, resulting in a higher propensity to save.

iii. Maximise returns on investment. By focussing on industries that leverage
the country’s comparative advantages, the returns on investments are
optimised. This, in turn, encourages higher savings rates, contributing to
the rapid accumulation of capital.




78 The New Global Economic Order

iv. Enhance surplus generation. Ensure that the economic surplus
generated by the country is maximised. When industries are in line with
comparative advantages, they are more likely to operate efficiently,
leading to increased surplus generation.

v. Create incentives for savings. Establish policies and incentives that
encourage savings. This can be achieved by fostering a favourable
environment for investment in industries aligned with the country’s
comparative advantages.

vi. Facilitate changes in industrial infrastructure. Recognise that changes
in endowment structure and comparative advantages lay the groundwork
for alterations in industrial structure. Ensure that the accompanying hard
and soft industrial infrastructure evolves to support these changes.

By adopting these measures, a country can create conditions conducive to
rapid capital accumulation, fostering economic development and growth.

Source: Authors

6.3.2 Role of Market and State in Structural Transformation

A comparative advantage is an economic concept. How is it translated into the
choices of technologies and industries made by entrepreneurs? Entrepreneurs
pursue profits; they will invest in industries in which a country has a comparative
advantage if relative factor prices reflect the relative scarcities of factors in the
country’s endowments (Lin, 2009; Lin and Chang, 2009). If capital is relatively
scarce, the price of capital should be relatively high; if labour is relatively scarce,
the price of labour (i.e. wages) should be relatively high. With such a price system,
profit-maximising entrepreneurs will use an inexpensive factor to substitute for an
expensive factor in their choice of production technologies, investing in industries
that require more of an inexpensive factor and less of an expensive factor. A price
system with these characteristics can arise only in a competitive market, which is why
successful economies are either market economies or on their way to becoming one.
While markets play a crucial role in allowing a country to align with its factor
endowments and to determine comparative advantages for technology adoption and
industrial development, the government’s role in economic development is equally
vital. Economic development entails a process of structural transformation characterised
by continuous technological innovations, industrial upgrading, and improvements in
infrastructure and institutions. As the factor endowment structure evolves, economies
necessitate first movers—enterprises willing to embrace new technologies and venture
into industries consistent with changing comparative advantages. Nevertheless, the risks
for these pioneers are substantial; if they fail, they bear all the losses, and if they succeed,
other firms are likely to follow suit. The resulting competition eliminates any monopoly
profits (Romer, 1990; Aghion, 2009). An asymmetry exists between the losses of
failures and the gains of successes for the first movers (Hausmann and Rodrik, 2003).
Regardless of success or failure, first movers provide valuable information to society.
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The government’s role should be to encourage and to facilitate first movers
for the information externality that they generate. Otherwise, there will be little
incentive for firms to be pioneers in technological innovation and industrial
upgrading (Rodrik, 2004; Lin, 2009, 2011; Lin and Monga, 2011; Harrison and
Rodriguez-Clare, 2010). The success or failure of first movers also depends
on whether improved hard and soft infrastructure matches the needs of new
technologies and industries. Since improving infrastructure and institutions is
beyond the capacities of individual firms, the government needs to coordinate
firms’ efforts in this regard or to provide the necessary improvements for avoiding
the middle-income or poverty trap (Lin, 2017).

6.3.3 Dynamic Transformation, Structural Stagnation, and Premature
De-Industrialisation

The First Industrial Revolution—according to Clark (2010), the singular event
in human history—commenced in the United Kingdom in the mid-18th century,
marking a significant turning point in the economic progress of nations. Rapid
technological innovation following the advent of the Industrial Revolution created
new tools with higher productivity and new industries with higher values, not only
breaking the Malthusian trap but also leading to a dramatic increase in per capita
income (Kuznets, 1966). From the 18th century to the mid-19th century, the annual
growth rate of per capita GDP surged 20 times to 1% in Western Europe and its
offshoots in North America and Australia (Maddison, 2001). This rate further
doubled to around 2% per year thereafter.

Today, developing countries have the advantage of backwardness in
technological innovation, potentially enabling them to grow faster than developed
countries (Gerschenkron, 1962). As shown in Figure 6.10, ‘successful’ developing
countries—such as China, India, Indonesia, and South Korea—saw double or
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Figure 6.10 Growth Rate of GDP per Capita, 1970-2022 (%)

AUS = Australia, BRA = Brazil, CHN = China, DEU = Germany, FRA = France, GBR = Great Britain,
HIC = high-income countries, IDN = Indonesia, IND = India, ITA = Italy, JPN = Japan, KOR = South
Korea, LCN = Latin America and the Caribbean, SAU = Saudi Arabia, SSF = Small States Forum,
USA = United States

Source: Authors’ calculations from World Bank, World Development Indicators, https://databank.
worldbank.org/source/world-development-indicators [accessed December 2022].
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even triple the annual growth rates of high-income countries from 1970 to 2022.
However, countries in Latin America and the Caribbean, as well as in Sub-Saharan
Africa, experienced lower annual per capita GDP growth rates of 1.38% and 0.32%,
respectively, compared to the 1.86% rate observed in high-income countries during
the same period.

The diverse growth performances of developing countries have largely stemmed
from differences in the development ideas that they embraced. Post-World War
II, developing nations shared a common aspiration—catching up with developed
countries to ensure that their populations could attain similar income levels. To
achieve this goal, most developing and least-developed countries—regardless
of their alignment with socialist or non-socialist ideologies—adopted a
structuralist state-led import-substitution strategy. This approach aimed to develop
capital-intensive industries akin to those in developed countries.

Under this approach, a country may have latent comparative advantages in
certain industries but is unable to produce them due to a lack of adequate soft
or hard infrastructure. If the government plays a facilitating role in removing the
soft or hard infrastructure bottlenecks for these industries, however, the goods of
these industries can turn from imports to domestic production and then start to be
exported. Such import substitution is the nature of industrial upgrading, aligning
with the change in a country’s comparative advantages.

Such import-substitution policies did not work well in many countries, however,
as the selection of prioritised industries (i.e. a ‘picking winners’ strategy) often
contradicted their actual comparative advantages. This resulted in firms in those
sectors being non-viable in an open and competitive market. Governments thus
resorted to various price distortions and direct interventions to allocate resources
for the development of advanced modern industries and to shield them from
foreign competition (i.e. infant industry policy). Consequently, several economies
faced stagnation and frequent crises, leading to a widening income gap between
developed and developing countries.

The failure of such import-substitution approaches led to the emergence of
neoliberalism in the 1970s and 1980s, which viewed governmental interventions as
the primary reason for the failure of developing countries to catch up economically
with developed nations. Neoliberalism advocates for a minimal state, advising
developing countries to institute well-functioning market institutions similar to
those in developed countries through shock therapy. It believes that dynamic growth
and structural transformation will happen spontaneously once a well-functioning
market is in place.

However, the results for developing countries embracing neoliberalism were
disappointing. Growth rates in the 1980s and 1990s were lower than those in the
1960s and 1970s, and the frequency of crises was even higher than in the 1960s
and 1970s (Easterly, 2001). Many countries in Latin America and Africa also
encountered premature de-industrialisation (Felipe, Mehta, Rhee, 2014; Palma,
2005; Rodrik, 2016). The income gap between developed and developing countries
further widened.?
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As noted previously, before the implementation of market-oriented reforms,
many non-viable firms existed in sectors that defied comparative advantages in
transition countries. Without governmental support, these firms could not have
survived in an open and competitive market. Such support mechanisms were
endogenous to the viability issue of protected firms (Lin and Tan, 1999) and often
took the form of second-best arrangements. If there were only a limited number of
non-viable enterprises—and they were not related to essential services like power,
tele-communications, or national security—the output value and employment
of those firms were constrained. In such cases, shock therapy, which eliminates
all governmental interventions at once, was applicable. With the abolition of
governmental protection and subsidies, these non-viable enterprises would have
gone bankrupt; however, the originally suppressed labour-intensive industries
thrived, and the newly created employment opportunities in these sectors
outweighed the losses from the bankruptcy of non-viable firms. As a result, the
economy experienced dynamic growth soon after implementing the shock therapy,
which was what economist Jeffrey Sachs recommended to and succeeded with in
Bolivia in the 1980s.

On the contrary, if the number of non-viable firms were large, their employment
constituted a significant share of the national economy, such as capital-intensive
industries in the socialist-planned economies. Their services were essential for
normal economic operations in the economy (e.g. firms in the power, energy, and
telecommunications sectors). Shock therapy, instead of achieving the intended first
best result, exacerbated the economic performance due to the second-best nature of
those protections and subsidies (Lipsey and Lancaster, 1956). Governments often
adopted other more disguised and costly measures after the shock therapy, and
many owners of telecommunications and other large enterprises became oligarchic,
leading to the lost decades observed in many transition economies in Eastern
Europe, the former Soviet Union, and Latin America (Lavigne, 1995; Easterly,
2001). Moreover, these countries also encountered premature de-industrialisation
because many of the comparative-advantage-defying industries collapsed after the
government’s removal of subsidies and protections of the non-viable firms in those
industries. The government failure to help new industries turn from latent to actual
comparative advantages by removing bottlenecks in hard and soft infrastructure for
the industries also contributed.

Therefore, it is most desirable to have a strategy focussed on providing
transitional support to non-viable firms in old priority sectors while facilitating
privatefirms’entry into sectors consistent with a country’s comparative advantages.
Economic stability and dynamic growth can be achieved simultaneously via
this measure. With dynamic growth, capital will accumulate; factor endowment
structure as well as comparative advantages will change; and many firms in the
previous priority sectors will turn from non-viable to viable, making protections
and subsidies unessential. By that time, the economy will be ready to eliminate
distortions and subsidies and to transit to a well-functioning market economy
(Lin, 2009, 2015).
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Overall, a developing country with the right development and transition
strategies can grow faster than developed countries and thus increase its weight in
the global GDP. In the catching-up process, it can move up the industrial ladder from
resources- and/or labour-abundant industries to capital- and technology-intensive
manufacturing industries. With the increase in its economic size, the country’s
weights in global trade can also increase. Moreover, the country can attract
inward FDI towards utilising the country as a production base for export as well
as to penetrate its increasingly large domestic market. Meanwhile, in its structural
transformation process, the country can provide outward FDI to relocate comparative
advantage-losing industries to other lower-income countries and to help industries
with the country’s comparative advantages enter the markets of other countries.

6.4 Policy Recommendations

Drawing insights from the growth and structural transformation patterns observed
in both developed and developing countries, and considering the emerging
opportunities and challenges posed by the Fourth Industrial Revolution—particularly
in the context of digitalisation, which is poised to exert a substantial influence on
growth performance and the global economic order in the future—certain policy
recommendations come to the forefront.

i. Optimise Comparative Advantages and Effective Infrastructure

A critical element of economic transformation involves a country’s capacity to
optimise its comparative advantages and to implement effective interventions,
focussing on both hard and soft infrastructure. It is crucial to strike a balance
between interventions by the state and market forces. Emphasising the state’s role is
essential in creating a favourable trade and investment environment that facilitates
entrepreneurs in developing industries with latent comparative advantages. This
involves identifying and addressing externalities that the market may not correct on
its own, such as removing infrastructure bottlenecks, and, if necessary, incentivising
first movers, particularly in research and development.

Effective infrastructure development extends beyond physical structures such
as roads, bridges, and special economic zones to soft infrastructure, encompassing
education systems, health care, public services (e.g. electricity and information
and communications technology, clean water, and waste management), digital
connectivity, and a robust legal and financial framework. Well-developed hard and soft
infrastructure significantly enhance a country’s global competitiveness by reducing
the cost of doing business, improving efficiency, attracting FDI, and increasing trade,
thereby allowing firms to operate at optimal levels of economies of scale.

Note that a country’s comparative advantages are not static but evolve over time.
Dynamic economic growth alters the economy’s endowment structure and comparative
advantages. Policymakers must remain vigilant and adaptive, ready to shift focus as
the economy grows and changes, adopting realistic and context-specific strategies.
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ii. Adopt a Gradual Transition Strategy

It is inherent in economic cycles that many countries inherit various distortions
due to a government’s past political situation or development strategy, or a
combination of both. The effectiveness of transition policies often depends on
their phased implementation. A gradual transition strategy may be desirable,
which involves providing necessary support to non-viable firms in industries that
defy comparative advantages while offering support to new industries aligned
with latent comparative advantages. Such a strategy may help a country achieve
stability and dynamic growth simultaneously during the transition process.

Gradual transformation—both in political and economic spheres—will help
a transition be successful. First, governments should establish clear timelines
and exit strategies for any incentives and facilities provided to specific sectors
or industries. This ensures that support is phased out systematically. Second,
recognising that a country’s comparative advantages are dynamic, it is crucial to
ensure that all sectors keep pace with new developments and technologies. Regular
assessments should guide adjustments in the focus of support. Third, beyond
the active promotion of special economic zones, governments should focus on
developing human capital capable of adapting to new technologies. This includes
initiatives to enhance the skills of the workforce, enabling mobility across sectors.
By addressing these aspects, governments can facilitate a smooth and manageable
transition, minimising disruptions while steadily integrating the economy into the
global market.

iii. Optimise the Use of Digital Transformation

Digitalisation, which involves using internet-of-things information systems to
digitise and to create intelligent logistics, supply chains, manufacturing, delivery,
sales, personalised customer preferences, and all management tasks, ultimately aims
to achieve fast, effective, and personalised product supply. The Fourth Industrial
Revolution offers unparalleled opportunities for economic transformation in both
developed and developing countries.

Similar to structural transformation driven by technological innovation and
industrial upgrading in previous industrial revolutions, governments play a pivotal
role in harnessing the opportunities presented by digitalisation. This requires a
multi-faceted strategy that includes the development of digital infrastructure,
fostering digital literacy and skills, and creating a regulatory environment
conducive to digital innovation.

Digitalisation should be integrated into broader economic development
strategies, recognising digital technology not merely as a sector but as a key
enabler across all sectors of the economy, including agriculture, manufacturing,
and services. Effective digital transformation necessitates collaboration between
the public and private sectors. Governments can play a role in facilitating this
collaboration, ensuring that the private sector’s innovation and efficiency align
with public goals, including customer security, inclusivity, and sustainability.
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Investing in digital infrastructure should go beyond traditional physical
infrastructure as well. It involves the development of broadband networks, mobile
connectivity, and digital platforms that are accessible to all segments of society.
This infrastructure forms the backbone of a modern digital economy, enabling
businesses and individuals to participate fully in digital activities. Special attention
should be given to rural and underserved areas to ensure equitable access to
digital infrastructure; indeed, bridging the urban—rural digital divide is crucial
for inclusive economic growth. Part of digital infrastructure development also
includes enhancing e-government services. Making government services more
accessible and efficient through digital means can significantly improve public
sector efficiency and transparency.

Governments should formulate policies and legal frameworks that establish
a conducive environment and a level playing field for digital innovation. This
involves regulatory structures that not only encourage entrepreneurship but also
safeguard intellectual property and facilitate investments in the digital sector.
Small and medium-sized enterprises and startups are often at the forefront of
digital innovation, and governments should establish support systems for these
entities. This support can include access to finance, mentorship programmes,
and the creation of innovation hubs. Additionally, governments should develop
robust policies and regulations to ensure customer protection, data privacy, and
cybersecurity (Ing, Grossman, Christian, 2022).

As economies undergo digitalisation, the skills required by the workforce
undergo a transformation. Governments must accordingly adapt their education
and training systems to meet these changing demands. This adaptation involves
not only integrating digital skills into curricula but also cultivating an educational
environment that fosters creativity, critical thinking, and adaptability. The rapid
pace of technological change underscores the importance of focussing on lifelong
learning and continuous skills development. Governments should actively promote
and support ongoing education and re-skilling opportunities for workers to remain
relevant in the evolving job market. Collaborating with the industry to develop
education and training programmes is crucial to ensure that the skills taught align
with market needs. This collaboration can take the form of partnerships with tech
companies, industry-led training programmes, and apprenticeships.

In essence, digital technology paves the way for economic diversification.
Embracing digital technology enables countries to forge new sectors and
to revitalise existing industries, fostering more diversified and resilient
economies. The transformative power of digitalisation extends to traditional
industries, rendering them more efficient, innovative, and competitive. This
transformative process involves the integration of digital technologies into
sectors like agriculture, manufacturing, and services, amplifying productivity
and expanding market reach. Simultaneously, the development of high-value
digital services—such as software development, digital content creation, and
data analytics—creates new economic avenues and propels nations up the value
chain in the global economy.
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Notes

1 The slight declines in the latter period in these developed countries reflect the failures to
fully recover from the 2008 global economic crisis.

2 Interestingly, a few countries that successfully accelerated their growth and narrowed the
gap with developed nations did not adhere to the approaches proposed by the dominant
development thinking of that time. In the 1950s and 1960s, Japan and the four ‘Asian
Tigers’—Hong Kong, Singapore, South Korea, and Taiwan—caught up with developed
countries. These newly industrialising economies experienced rapid growth from the
1950s to the 1970s by adopting export-oriented development strategies. They initially
focussed on labour-intensive, small-scale industries and gradually climbed the industrial
ladder to larger, more capital-intensive sectors (Amsden, 1992; Wade, 1990; Lin, 2009;
Chang, 2021). Their approach contradicted the prevailing structuralism, which advocated
for import substitution to immediately build up large, heavy industries (World Bank, 1993).
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Appendix:
Inclusion and Exclusion of Countries

This chapter presented the results from an examination of top gainers and
decliners in the global share across five selected economic metrics. Several details
were applied in the data-cleaning process. First, only countries were considered
with a minimum global share of 0.4% in a particular metric in the most recent
available year, either 2021 or 2022. Then, countries widely recognised as tax
havens were omitted from the analysis to prevent potential distortions, especially
in metrics related to foreign direct investment (FDI). Second, data-cleaning treated
the Russian Federation and the Union of Soviet Socialist Republics (USSR) as the
same entity due to data limitations. Essentially, this involved merging the data of
the USSR prior to 1990 with that of the Russian Federation from 1990 onwards.
It was treated as a single, unified observation named the Russian Federation. The
changes in each economic metric since the 1970s were then compared with those of
all other countries. It is crucial for readers to consider this caveat when interpreting
the figures related to either the Russian Federation or the Eastern Europe and
Central Asia (EECA) region throughout this study.



7 A New Growth Strategy
for Developing Nations

Dani Rodrik and Joseph E. Stiglitz

7.1 Introduction

Not long ago, the development community was brimming with optimism about
the developing world’s economic prospects. Economic growth was up, extreme
poverty was sharply down, and a clear consensus seemed to have emerged on a
broad growth strategy based on integration into the world economy. There were
plenty of debates on the particulars of the strategy, of course. The experience
of China, which had engineered history’s most spectacular poverty reduction,
gave ammunition to advocates of both market-oriented and more state-directed
approaches to development alike. Yet both sides agreed that, however achieved,
export-oriented industrialisation was the right path.

This consensus has been recently shattered by several developments, however.
In particular, technological changes have made manufacturing skills- and
capital-intensive—and less and less labour-absorbing—undercutting the efficacy
of industrialisation as a growth strategy. The ability to absorb labour was reduced at
the same time as the comparative advantage of developing countries was attenuated.
As Figure 7.1 shows, economic growth rates in the developing world were already
dropping in the years preceding the COVID-19 pandemic.

The pandemic itself accelerated and exposed other, more subtle trends. With
lower growth, the debt problems of developing countries became crushing, and
low- and lower-middle-income countries lost precious access to financial markets.
Geopolitical competition between the United States and China as well as the
creeping backlash against hyper-globalisation transformed the global economic
landscape and rendered the world economy less hospitable to growth through
trade. As incomes in developed countries increased, there was a shift away from
manufactured goods to services, so the share of global output in manufacturing
was in decline. The impending climate-change crisis, and the requisite green
transition, affected agricultural sectors in many developing countries adversely. It
also reduced global demand for material goods, especially those with a high carbon
footprint, and made the development of new technologies imperative—further
disadvantaging developing countries.
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Figure 7.1 Growth Rates of Developed and Developing Countries Since 1950

Sources: University of Groningen (2017), Maddison Historical Statistics, https://www.rug.nl/ggdc/
historicaldevelopment/maddison/?lang=en [accessed February 2024]; and World Bank, World
Development Indicators, https://databank.worldbank.org/source/world-development-indicators [accessed
February 2024].

This chapter argues that we are at a turning point in development strategy.
Strategies that worked well in the past are unlikely to do so in the decades ahead. In
particular, the manufacturing- and export-based growth strategies that drove East
Asia’s development miracles are no longer suited for today’s low-income countries;
at the very least, they are insufficient. New technologies, the climate challenge,
and reconfiguration of globalisation require a new approach for development,
emphasising two critical areas—the green transition and labour-absorbing services.
Unfortunately, policymakers do not have ready-made formulas or successful
models to emulate. Confronting this challenge head-on will require building greater
capacity to understand new opportunities, constraints, and what works and does not
as governments experiment with new policies on a number of fronts.

7.2 A Strategic Approach to Economic Development

The fundamental source of economic development in the long term is learning.
Learning occurs at the level of the individual, reflected in the accumulation of
human capital and learning-to-learn (Stiglitz, 1987). It also happens at higher,
broader levels through organisational and societal learning, including improved
governance, which entails not just understanding the principles of what makes
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for good governance but overcoming the impediments to their implementation.
Sustainable economic growth requires patience in building up these fundamentals,
including steady investment in education and skills and the quality of institutions.

While the accumulation of these fundamental capabilities is indispensable for
development, it is not sufficient; it is not a substitute for a strategy of economic
development focussed on structural transformation.! In all successful cases of
economic growth, in East Asia and elsewhere, these fundamentals improved
alongside rapid economic growth. They are as much a result of growth as they were
a precondition. Sustained rapid growth, in turn, requires structural transformation;
countries that experienced rapid growth (e.g. based on natural resources) and did
not have structural transformation saw that growth evaporate at the end of the
commodity boom. Moreover, countries that have focussed solely on fundamentals
and invested in education and governance without promoting successful structural
change have reaped meagre rewards in terms of economic growth.? The supply
of human capital and good institutions yield little growth without simultaneous
changes on the demand side of the economy, which typically come from the
promotion of new, modern economic activities and the structure of production,
which comes from the industrial policies discussed later.

Still another essential element of the strategy focusses on macroeconomics.
Small, open economies need to ensure that they have exchange rates that are
competitive, maintaining an overall balance between aggregate supply and
demand, without leaving the country dependent on short-term foreign capital
(and hence subject to ‘sudden stops’®) and at as high a level of employment as
possible. This has been a key failure of many resources-rich countries, as well as
a reason that many countries following Washington Consensus policies failed to
thrive economically. Larger economies must ensure adequate aggregate demand to
maintain high levels of capacity and employment.

The current focus of development economics on randomised controlled trials
(RCTs) and other rigorous methods of causal inference has obscured the importance
of structural change and the need for an explicit strategy to promote it. RCTs have
yielded many important policy insights in public health, education, and delivery of
social services, and no doubt have contributed significantly to poverty reduction.
Yet ultimately, long-term and sustainable economic development requires more
than a series of local interventions restricted to policy domains where such
experimental methods are applicable. The most spectacular growth miracles
have been the result of sectoral or economy-wide policy reforms that fostered
new economic activities without the prior benefit of RCTs. As an example, China
explicitly experimented by trying new policy arrangements in some provinces
before launching them elsewhere. Learning from policy successes and failures is
possible even when policymakers’ causal inference standards fall short of RCTs
or other econometric techniques of ‘evidence-based policymaking’. It would have
been impossible to conduct RCTs to inform the significant strategies that really
mattered; policymakers gleaned what they could by making inferences based on
theory, history, econometric studies, and the limited experiments that could be
conducted.
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Rapid, sustained economic development thus requires an explicit strategy
targeting structural transformation.* The common element running through all of
the rapid and sustained growth cases has been the strategy of industrialisation.
During the early post-World War 1II era, this strategy was import-substituting
industrialisation. Combining heavy state intervention with import barriers,
import-substituting industrialisation focussed on building domestic manufacturing
capacity—initially consumer goods, followed by intermediate and capital goods
industries. While not every country did well under this strategy, many countries
in Latin America, the Middle East, and Sub-Saharan Africa experienced rapid
economic growth until the oil shock of the second half of the 1970s.

East and South-East Asian countries—led by Taiwan in the late 1950s and
South Korea in the early 1960s—also heavily promoted industrialisation through a
wide variety of measures, including access to credit and tax incentives, but pushed
their nascent manufacturing enterprises early on to export. This export-oriented
industrialisation model proved more sustainable and eventually became the one
to emulate for countries adopting more market-oriented approaches under the
influence of the Washington Consensus. True to its market focus and aversion to
governmental intervention, however, the Washington Consensus remained focussed
on ‘fundamentals’—investments in education, governance, and macroeconomic
stability—and downplayed structural transformation strategies that were central to
the success of East Asia, including the role of explicit trade and industrial policies
to foster learning and new industries. Largely as a result, the growth payoff for
Washington Consensus policies proved disappointing.

China was the most significant success story of the East Asian model. Once
the government prioritised economic growth after 1978, its strategy combined
market incentives with highly unconventional institutional arrangements—the
household responsibility system, dual-track pricing in agriculture, township and
village enterprises, and special economic zones—to foster structural change,
productive diversification, and new capabilities. Industrial policies promoting new
manufacturing activities were a critical part of China’s economic success. China
was also a beneficiary of increased globalisation, but it became one largely through
its own terms.

By the 1990s, globalisation had reached new heights. Under the new model of
hyper-globalisation, removing or at least reducing transaction costs on international
trade, finance, and investment—°deep integration’—became a primary objective
of economic policy. Reduction in these costs, along with technological advances,
rendered global value chains (GVCs) the predominant force shaping global
production. Joining GVCs, in turn, became the main vehicle for promoting
economic growth. Entering GVCs, the thinking went, would help promote new
industries, increase productivity, and generate the structural change needed for
growth.’

However, just as global economic integration, export-oriented industrialisation,
and GVCs became the foundations of a new economic development strategy, their
benefits were being undermined by a process of ‘premature de-industrialisation’
in developing countries. The primary culprit was skills- and capital-biased
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technological changes in manufacturing, which increased labour productivity
substantially in advanced economies where innovations originate. They also
undercut the comparative advantage of low-income economies in labour-intensive
manufacturing. The quality and technological standards set by leading firms in
GVCs rendered labour-intensive production in export-oriented sectors even less
viable (Rodrik, 2016, 2022a).6

The result was that globally competitive formal manufacturing sectors in
developing countries ceased being labour-absorbing sectors. They turned into
‘enclave’ sectors where low amounts of these economies’ excess low-skilled
workforce could be employed.” In countries where manufacturing output was
sustained, manufacturing employment still shrank as a share of total employment.
In the few cases where manufacturing employment registered an increase, the rise
was concentrated in small, informal, and low-productivity enterprises, while large,
internationally competitive firms generated little demand for labour (Diao et al.,
2021).

Manufacturing employment matters. Historically, structural transformation
in the form of industrialisation has been the key dynamic that has driven rapid
economic growth.® As workers moved from low- to higher-productivity sectors,
they increased their earnings, aggregate productivity rose, and economic growth
occurred. The key strategic question for the future is where the better, more
productive jobs will come from.” While manufacturing will remain an important
sector for most countries, it cannot be the protagonist of economic growth as it
was in East Asia and other successful economies of the past, because the global
share of employment in manufacturing will decline, both because of the shift in
global gross domestic product (GDP) away from manufacturing and the decreased
labour intensity of manufacturing employment due technological change.!® Green
industries and services must play an important role in filling the void, especially in
the next few decades."!

7.3 The Green Transition

Climate change imposes a significant cost on low-income countries. Often, they
are especially vulnerable because of their location in areas that are most affected.
Their low resources and limited fiscal space make large-scale spending necessary
for adaptation and response to the damage of climate change difficult, if not
impossible. Their exposure to extreme weather events has also increased, resulting
in losses to crops and livestock. The drag on growth is already evident in many
cases and is reflected in higher borrowing spreads and reduced access to private
finance in many countries.

In a world with complete, efficient markets and where governmental efforts
are already optimised, the constraints imposed by climate change and requisite
adjustments will reduce well-being and almost certainly growth. However, policy
reforms—in part induced by the need to respond to climate change—can reduce the
costs imposed by climate change and potentially produce better outcomes relative
to the business-as-usual scenario. In particular, the climate challenge can become
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a growth opportunity if developing countries are able to turn it into an investment
strategy.!> As several large-scale global models have shown, it is possible for
well-designed climate actions to boost growth in developing countries (Lankes
et al., 2024). However, a plausible and desirable path towards a green transition
will require large up-front investments. It will also have to go beyond investment
in climate-change mitigation to build cumulative and enduring capabilities in new
productive domains (e.g. renewables and green industries).

There are multiple key investment priorities related to the green transition.'* The
first is the transformation of the energy system, which entails moving from fossil
fuels to renewable sources of energy. Without decarbonisation in developing
countries—and the phasing out of coal-fired power plants in particular—it is
difficult to see how the world can reach a target of net-zero emissions by the middle
of the 21st century. Rapid technological progress and the sharp decline in prices of
renewable energy have made this goal more attainable. Yet it will require massive
new investments in infrastructure and electrification and in new sources of energy
such as solar, wind, and green hydrogen.

There will also be requisite investments in each of the other systems that
constitute a developing economy, and implementing some will be difficult because
of the decentralised nature of the investments required. Transforming agriculture
could lead to more productivity and higher standards of living for the large
fractions of the population still dependent on that sector. Developing countries are
also home to significant carbon sinks; by ensuring their restoration and protection,
they can make a substantial contribution to mitigating climate change. This will
require a wide range of public investments in agriculture, forests, soils, and
oceans.!* Redesigning cities, with modern transport systems and efficient housing,
could also contribute to lowering emissions and greater productivity.'®

Another area is reducing the vulnerability of developing countries to damage
from climate change. There are significant needs in building defences against rising
sea levels, desertification, and extreme heat. Governments will need to increase
investments in food and water systems, resilience of infrastructure and urban areas,
and disaster risk management.

The total investment needed for such a strategy amounts to an additional 2%
of global GDP per year by 2025 and an additional 4% of global GDP per year by
2030 (excluding China) (Songwe etal., 2022). Many of these incremental expenditures
reflect the up-front costs of replacing capital goods that would otherwise have to be
replaced earlier. Some of these incremental costs arise from the fact that many green
technologies are more capital-intensive than corresponding non-green technologies;
that is, more labour is needed now, but with the benefit of less labour needed in the
future. This is evident in the case of electric vehicles, where maintenance and driving
costs are a fraction of those associated with internal combustion engines.

The feasibility of these actions depends on the availability of external financial
support. Assuming half of the investment needs is met through domestic resource
mobilisation, developing countries as a group would require an additional 2%—4%
of GDP of external resource flows. Short of concerted global action by leading
creditors and multilateral lenders, it is difficult to see how this could be achieved.
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The COVID-19 pandemic and rising food and fuel costs have left the developing
world with severe debt problems. While only a few countries have defaulted, scores
of developing countries are currently illiquid. Net financial transfers to Africa
have slowed down to a trickle, and low- and lower-middle-income countries have
essentially lost access to bond markets.

Bridging the investment gap will require a new growth-oriented liquidity facility
to allow the resumption of financial flows to these countries as well as speedier
debt resolution (Rodrik and Diwan, 2023). These will have to be supplemented
with domestic mechanisms to ensure adequate access to finance by households
and firms, regardless of size, for green investments. Action on this front is in the
interests of advanced economies as well since the climate transition is a global
public good.'¢

If financing becomes available—and if the investment is deployed wisely—this
ramping-up of investment for the climate transition could be an important element
of the new growth strategy. Such an investment could yield additional growth of
0.5%—1.0% per year for developing countries, assuming an incremental capital
output ratio of 4.7

From a global perspective, the timing of the green transition may be ideal, as
there is a surplus of labour available to make the investments. Some are worried
about a savings glut or secular stagnation, suggesting a surfeit of savings; yet the
global real interest rate has been low despite recent increases in the nominal rate.
A key problem is the risk premium imposed on developing countries—and even on
relatively safe investments within those countries.

7.4 Better Jobs in Services

Investment in the green transition would turn a cost for developing countries into
a growth opportunity. Yet it is not clear where the better, more productive jobs
will come from. The climate transition could create new jobs in building solar and
wind facilities, infrastructure, and climate-change mitigation activities. It will also
destroy actual—and potential—jobs in fossil fuel-dependent activities and brown
manufacturing. Even if, on net, it increases labour demand, developing countries
still face the challenge of absorbing large amounts of additional labour from the
agriculture and informal sectors into modern, productive sectors.

The problem of job creation in Africa is particularly acute. The working-age
population in Sub-Saharan Africa will increase by 740 million by 2050, more
than doubling its current level of 630 million people (World Bank, 2023). In
the absence of job creation in more productive sectors, the bulk of this labour
supply will be absorbed by precarious, unproductive informal activities in urban
areas, as is the case at present. It is unlikely that decarbonisation-led structural
transformation will produce the many jobs needed, which would have been created
in the past by industrialisation.

The same could be said for agriculture. Agricultural modernisation, including
the use of new technologies and diversification into cash crops, has significant
potential in many developing countries. Yet it is difficult to envisage agriculture
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as a labour-absorbing sector for the economy. Most of the new technologies in
agriculture are labour-saving and capital-intensive. Historically, productivity gains
in agriculture have been associated with reductions—rather than increases—in
farm employment. It remains to be seen whether a different path could emerge in
view of the new constraints posed by climate change and land scarcity.

Combined with the manufacturing trends discussed earlier, it is difficult to
avoid the conclusion that services will remain the main labour-absorbing sector
in developing countries. This poses a significant challenge. Some countries,
such as India and the Philippines, have been successful in creating productive,
globally competitive, tradable services industries. However, these are typically
activities—such as information technology and business process offshoring—that
are skills intensive. Such services sectors face the same disadvantage from a
developmental standpoint as today’s GV C-oriented manufacturing firms—they have
limited potential to create much employment for the typically low-educated,
low-skilled workforce of a developing economy.

Moreover, today, jobs are being created in a very different segment of the
economy—a hodgepodge of largely self-proprietorships or micro/small firms,
typically non-tradable and often informal. The central question posed is whether
productivity and demand can be increased in these labour-absorbing services
activities. A three-pronged strategy is thus proposed for governments: (i) encourage
lower-skilled job creation by larger firms that operate in non-tradable services,
(ii) provide public inputs and access to productivity-enhancing investments for
smaller enterprises, and (iii) invest in technologies that complement rather than
replace low-skilled workers in services sectors.

The bulk of small, informal enterprises in developing countries will never
become very productive. It is not realistic to aim for productivity increases for all
of these firms. However, dualism can be reduced over time, both by encouraging
the expansion of existing formal firms and by increasing productivity amongst
some of the more dynamic, smaller, informal firms. Therefore, a strategy targeting
the domestic services sector must be selective. The government would engage
in a variety of programmes that have the potential to increase employment and
productivity. It would then let the more entrepreneurial and dynamic amongst
services-sector firms—including micro and small enterprises—select into and take
advantage of these programmes.

The three elements of the strategy can be illustrated with concrete cases. As an
example of the first component, the state government of Haryana, India, established
a partnership in 2018 with the private cab aggregators Ola and Uber (Mugulur,
2019). The partnership was motivated by the government’s objective to increase
employment for young people. Based on an explicit quid pro quo, the government
helped the firms identify and hire drivers by changing some of the regulations
that hampered the expansion of ride-sharing services, sharing targeted databases of
unemployed youth in the state, and holding exclusive job fairs for the companies.
The firms, in turn, made soft commitments to expand the number of youth that they
employed. It was understood that the promises, on each side, were not contractual
obligations, but good-faith intentions subject to changing circumstances,
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meant to engender mutual trust over time. In less than 1 year, the partnership is said
to have created more than 44,000 new jobs for youth.

An example of the second type of programme is provided by a Colombian
initiative to reduce the time and financial costs of street fruit and vegetable vendors
in Bogota (McKenzie, 2019). Unlike large retail stores, these vendors have
inefficient supply chains, requiring them to spend an inordinate amount of time
looking for and buying the products that they eventually sell. These vendors in
Bogota get up at 4:30 a.m. and spend 2 hours in travel to purchase produce from a
central wholesaler. A social enterprise, Agruppa, came up with the idea that it could
group and consolidate orders from individual vendors, buy in bulk directly from
the growers, and deliver the fruits and vegetables to the vendors. This would not
only reduce the costs of the vendors but also lessen prices for customers, often poor
themselves. Using seed money from the World Bank, the initiative was launched
with just a few products initially and then expanded. A World Bank evaluation
found that it held promise, although the experiment eventually folded due to
Agruppa’s inability to scale it up in a timely manner.

As both examples illustrate, local governments or entities will often be
better placed than national governments to create jobs-centred partnerships with
entrepreneurs or firms providing services. Given the multitude of services activities,
variation in local circumstances, and heterogeneity in the size and shape of firms,
local governments may also be better positioned to craft suitable arrangements.
Significant experimentation with different types of initiatives is still needed,
however, given the dearth of successful precedents to emulate. Moreover, social
enterprises have often taken the lead in developing countries, as their approach is
more conducive to experimentation.

There are some similarities between these programmes and what was needed
to bring advances in technology to farmers in the United States in the 19th
century, as both entailed many small enterprises scattered over the entire country.
The Government of the United States created an agricultural extension service
to engage in experimentation at the local level and to bring knowledge to local
farmers. Similarly, governments in developing countries, both local and national,
will have to become more entrepreneurial and more engaged with experimentation
and focus on bringing innovation insights to small enterprises if the strategy is to
make a significant difference beyond individual initiatives.

Finally, there is significant room to invest in and to deploy new technologies,
especially for those employed in services. Automation and other innovations in
manufacturing have been typically skills- and capital-biased, contributing to
significant labour shedding in manufacturing globally. However, the direction of
technological change is not exogenous and predestined; it responds to economic
incentives, governmental policies, and prevailing social norms amongst the
innovator community.'® Explicit governmental efforts to stimulate the development
of labour-friendly technologies can play an important role in services. There
are already some prominent examples of how digital technologies and artificial
intelligence (AI) can empower lower-skilled workers to expand the range of tasks
that they can perform, taking over some of the responsibilities of more experienced
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and skilled professionals and becoming more productive in the process. Al cannot
just replace labour; it can augment labour’s productivity and thus even increase the
demand for labour and wages (Korinek and Stiglitz, 2019).

In medicine and long-term care, digital tools enable the least-skilled caregivers
to provide more advanced services to their patients. Specially designed software
can assist community health workers in some countries by helping conduct timely
visits and providing access to health and learning resources online. In education,
similar digital tools can enable less experienced teachers to engage in pedagogy that
is more closely tailored to the needs of different groups of students. In call services,
conversational assistance by generative Al has been shown to significantly increase
the productivity of the least experienced customer support employees.'* Since such
technologies already exist, developing countries could facilitate their dissemination
and use amongst domestic firms.

Today, it is widely recognised that governments have a critical role in fostering
green technologies. Given the importance of promoting green jobs, it could be
argued that governments have an equally critical role in promoting labour-friendly
technologies.? Since the bulk of innovation takes place in advanced economies,
such nations could play a significant role in facilitating economic development.
Rebuilding the middle class and overcoming labour market polarisation is a
priority for them as well, so investing in labour-friendly technologies is a task that
serves their own immediate interests. Still, the technologies that are appropriate
for advanced countries may—and almost surely will—differ from those that are
best for developing countries. There is scope for an international effort to develop
all technologies; just like green innovation, labour-friendly innovation is a global
public good.

Beyond the advanced economies, many middle-income countries—such as
Brazil, India, South Africa, and Tiirkiye—are also becoming centres of innovation.
There is some evidence that technologies and organisational forms that are more
suited to the developing country context disseminate more rapidly amongst
developing nations (Lerner et al., 2024). Hence, these larger economies amongst
the developing world face significant opportunities but also bear significant
responsibility in this area.

Even in the best-case scenario, a services-based model is unlikely to deliver
growth rates approaching those experienced in East Asia in the past. Increasing
productivity in labour-absorbing services is likely to prove more difficult than in
manufacturing, even if the strategies outlined previously prove successful and a
significant gap in productivity remains in the services sector between developed
and developing countries. Manufacturing technologies are more standardised and
are easier to copy despite large differences in developing countries.?!

Yet there is another general equilibrium reason as well. Under manufacturing-led
growth strategies, a succession of export-oriented sectors—such as toys,
garments, automobiles, and steel—could take off, one after the other, without
regard to domestic demand. In contrast, the expansion of non-tradable
services—those that are most likely to absorb employment—is ultimately limited
by the size of the domestic market. Individual services sectors cannot keep growing
if other services sectors are not also expanding and increasing their productivity;
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the growth of retail depends on the growth of personal services, hospitality, and the
rest of the economy, for example. Otherwise, the profitability of the more rapidly
expanding services would soon collapse. This complementarity on the demand side
necessitates balanced growth and lowers the ceiling on the potential growth rate of
the economy.?

The kind of growth strategy described is more inclusive and equitable. It delivers
direct income gains for poorer segments of society through better jobs and builds
a middle class, rather than waiting for a trickle-down phenomenon from the export
champions and largest firms. The quality of growth is higher, even if its quantity
is lower.

7.5 New Industrial Policies for the Green Transition and Labour-
Absorbing Services

Governments have a significant role to play in the strategy outlined, both for
investments in the green transition and for good jobs programmes in services.
Markets left to their own devices do not foster the kind of structural changes
needed on either front. In general, structural transformation is impeded by
credit and risk market failures, coordination failures, externalities, and learning
spillovers. That is why the most rapidly growing economies of the past all relied
heavily on industrial policies promoting productive diversification and the growth
of new industries. Such barriers will be even greater in the transition to green
industries and productive, labour-absorbing services. Hence, private markets and
entrepreneurship must be augmented by a public vision and a supporting set of
public incentives, inputs, and services.

In theory, market failures that impede dynamic efficiency can sometimes be
addressed through targeted tax/subsidy schemes that result in private agents
internalising the full social consequences of their actions. Learning spillovers and
climate-change externalities, for example, should be corrected through Pigouvian
subsidies and taxes, respectively. The magnitude of these interventions should
equal the difference between private and social costs/benefits (at the margin),
subject to second-best considerations (e.g. the deadweight loss of raising taxes),
which may call for smaller interventions.?

In practice, governments face uncertainty on multiple dimensions, undermining
the practical applicability of the standard recipe.?* Problems associated with
imperfections of credit markets and the absence of insurance markets are not
easily handled by the standard Pigouvian approach. The specific sources of
market failures; their respective magnitudes; the behavioural responses of firms,
investors, innovators, and consumers; range of possible technological trajectories;
and efficacy of different types of policies can vary. In such contexts, learning and
capacity building by the government must be built into policy design, rather than
assumed. Moreover, the relationship between the government and firms has to
be conceptualised as an inherently dynamic one. Although East Asian industrial
policies are often portrayed as top-down policies implemented by autonomous,
well-informed governments, the reality was quite different. Many of these
governments started with little experience with and capacity to conduct extensive
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industrial policies. The requisite governmental capacity was not a precondition for
their policies but was built over time. Successful industrial policies entail learning
by society at large.”

The practice of industrial policy has five key interconnected elements:
embeddedness, coordination, monitoring, conditionality, and institutional
development. The first of these refers to the establishment of a strategic
dialogue and collaboration with firms to elucidate the information on obstacles
and opportunities for productive investments, including market failures. As the
sociologist Peter Evans discussed, in successful cases, states’ relative autonomy
from private firms—and hence their ability to prevent regulatory capture—was
combined with embeddedness, which Evans (1995) defined as ‘institutionalized
channels for the continual negotiation and re-negotiation of goals and policies’.
These channels of communication enable governmental agencies to understand
private firms’ constraints and potential as well as reshape their understanding in
light of new information and changing circumstances. The channels can be ad hoc
and informal or formal (e.g. joint councils, commissions, or roundtables).?

The second element is policy coordination. Unlike in the standard model, there
is no presumption that Pigouvian taxes/subsidies will be adequate or that they can
be specified ex ante. The requisite remedies may range from alterations in certain
governmental regulations to the provision of specific training or technologies to
financial incentives (e.g. the Haryana cab employment scheme). In many cases,
finance and risk absorption has been crucial.?’’ The nature of the needed remedies
become clear over time and cannot be determined at the outset. Appropriate
responses may require actions across different parts of the government. Therefore,
governmental agencies charged with industrial policies need the ability to
coordinate and to mobilise these actions. If they lack the authority or capacity
to do so effectively, they should be able to elevate the task to a higher level of
governmental authority (e.g. governor or president’s offices).

Third, a government’s learning has to be systematised and reflected in its
subsequent actions and decisions. This requires an explicit effort to monitor and
to evaluate the outcomes of industrial policy decisions. Many of these decisions
will inevitably lead to sub-optimal outcomes and mistakes. What matters for the
success of industrial policies is not just the ability to ‘pick winners’*—or equally
importantly, to identify projects with large externalities—but also the ability to let
the losers go, a less difficult but still demanding requirement. Often, the phasing in
or partial implementation of programmes can allow rigorous evaluation of policies
through RCTs or econometric tools (e.g. the Bogoté fruit and vegetable vendor
scheme). Yet even if formal evaluation methods cannot be deployed, it is possible
to learn from outcomes and to adjust policies appropriately. For example, in China’s
industrial policies, the willingness to experiment with new policies in designated
zones or provinces was key as was its ability to adjust incentive schemes when they
produced excess capacity or blatant inefficiency.

Fourth, and relatedly, successful industrial policies have typically provided
strong incentives for compliance. In East Asia, the financial support was not
a gift; continued support required sustained success on the part of the firm,
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often with objective indicators, like exports. Governments looked for enterprises
with substantial net worth, so they would also suffer significant losses in the event
of failure.”

Fifth, successful industrial policies require new institutions and institutional
development as previously discussed. In many countries, development banks have
played an important role. Institutional arrangements were created so that they were
not captured but were sensitive to market failures and social needs.

These lessons derive largely from the experience with industrial policy in
manufacturing but are also broadly applicable to new challenges in decarbonisation
and the services sector. They entail building a new kind of cooperative relationship
between the government and private firms, with mutual responsibilities and
obligations.

7.6 Concluding Remarks

In some ways, the challenges facing developing countries have not changed.
Broad capabilities such as skills, education, learning, and good governance remain
fundamental determinants of long-term economic development. Although these
are necessary, they are not sufficient. Sustained growth will require structural
transformation, and structural transformation will, in general, not necessarily come
about on its own—at least at the pace desired. Explicit governmental policies are
needed to foster it. Where structural change and associated policies are concerned,
the future of economic growth will look very different from its past. The climate
challenge, new technologies and digitalisation, premature de-industrialisation, the
changing global geopolitical landscape, and receding hyper-globalisation render the
export-oriented industrialisation strategies of the past less viable and effective. This
chapter argued for a strategy with two key prongs—investment in the green transition
and productivity enhancement in labour-absorbing, mostly non-tradable services.

This does not mean that other sectors of the economy, and manufacturing
and agriculture, in particular, are unimportant and should be neglected. In
most low-income economies, agriculture will continue to employ considerable
numbers of people. Improving their plight will require investments in agricultural
productivity and making use of new technologies as well as diversification into
non-traditional crops. However, as agriculture modernises, it will almost certainly
continue to release labour to the rest of the economy, necessitating the creation
of more productive jobs in urban areas.’® In the past, manufacturing was the key
sector that could absorb these new migrants as well as workers from unproductive
informal activities. Productive manufacturing sectors can still make important
contributions to the economy (e.g. generating exports, tax revenues, and demand
spillovers for other domestic sectors). There are opportunities for strengthening
links between manufacturing exporters, whether domestically or foreign-owned,
and domestic suppliers and input providers to increase productive employment and
to disseminate new technologies. Yet manufacturing’s ability to absorb the bulk
of jobseekers will be much more limited than in the past, hence the emphasis on
labour-absorbing services.
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Steering the requisite structural changes will require new modes of industrial
policies, focussed on these new strategic priorities. Economists traditionally
view industrial policy as top-down interventions by ‘hard’ states that keep
business and other stakeholders at arms’ length. This picture never accurately
reflected how successful industrial policy was in East Asia. For green industries
and services, it is even less useful. The significant uncertainties in technological
evolution, heterogeneities amongst production units, and the highly dynamic
settings in these new areas require a new model of iterative, strategic collaboration
between firms and governmental agencies, both at the national and sub-national
levels. The focus should be on experimentation and learning, with objectives,
instruments, performance criteria, and institutions developed and shaped over time.
Governmental capacity would be accumulated in the process, rather than presumed
as given.

All governmental policies, either by commission or omission, shape the
economy and affect economic growth. In that sense, every country has an industrial
policy—some just do not recognise that. An awareness of how the rules of the
game, public expenditures and taxes, and explicit industrial policies shape an
economy is not only important to prevent capture but also to promote sustainable
and inclusive growth.

Notes

1 Akey issue, addressed later in greater detail, is structural transformation towards what?
The early success of East Asia was due to structural transformation from agriculture to
manufacturing. The thrust of this chapter is that that form of structural transformation
will not work, however. Learning and structural transformation imply that past
comparative advantages do not matter as much as the new comparative advantages
that are created in this dynamic process. South Korea in 1960 obviously did not have
a comparative advantage in chips. An essential part of the structural transformation,
though, is ‘learning to learn’, converting a static economy into a dynamic one (Stiglitz,
1987).

2 For example, Kerala State in India has consistently emphasised investments in
education and health, but the improvement of human development indicators has not
been matched with strong economic growth, undermining the long-run sustainability of
its development model. This is also one reason why many countries in Latin America
and Africa that adopted Washington Consensus policies have had disappointing
growth outcomes, despite significant improvements in education, governance, and
macroeconomic stability indicators. The empirical literature on conditional convergence
suggested that there are returns to improvements in these fundamentals, but the estimated
rates of conditional convergence are generally too slow and cannot account for the kind
of rapid growth seen in successful cases in East Asia and elsewhere. See Rodrik (2014).

3 Countries that are overly dependent on an inflow of foreign capital (and therefore face
increasing indebtedness) are subject to sudden changes in market sentiment, engendering
a crisis with significant consequences. Competitive exchange rates simultancously
reduce dependence on foreign capital inflows and are an instrument of industrial policy.
See, for example, Guzman, Ocampo, Stiglitz (2018) and Rodrik (2008).

4 There is extensive theoretical literature on why the government must do this and
why markets themselves cannot be relied upon, which focusses on market failures.
Beginning with the work of Greenwald and Stiglitz (1986) and Stiglitz and Weiss (1981),
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an understanding developed of the range and nature of these market failures, and what
governments can do to overcome them or at least mitigate their consequences (Stiglitz,
1989). In the context of development and decisions about the structure of production,
literature was generated on industrial policies for developing countries (Greenwald
and Stiglitz, 2013) as discussions centred on the importance of innovation; these were
dubbed learning, industrial, and technology policies (Noman and Stiglitz, 2011).

Trade barriers did not fall uniformly; there was a large gap between rhetoric and reality.
New trade barriers also appeared, such as those associated with intellectual property.

In Africa, de-industrialisation had set in earlier. Its causes, consequences, and potential
remedies are discussed in Noman and Stiglitz (2011).

Two countries seem to be exceptions to this trend—Bangladesh and Viet Nam.
Bangladesh is more of an apparent exception than a real one. While the country
has been highly successful with ready-made garments for export, Bangladesh’s
manufacturing sector remains heavily concentrated, and diversifying out of ready-
made garments has proved difficult. Despite its export orientation, the share of
informal employment in textiles and garments is above 90%. A shortage of skills and
need for technological upgrading are common themes in discussions of Bangladesh’s
manufacturing sector, both of which obviate the country’s fundamental comparative
advantage in low-skilled labour (Rodrik, 2022b). Viet Nam has been much more
successful, with a particularly sharp rise in manufacturing employment after the mid-
2010s. Yet it has the singular advantage of geographical proximity to China and other
East Asian exporters. It has been the leading beneficiary of the first rising wage costs
in China, then the Trump tariffs on China, and eventually the US emphasis on ‘friend-
shoring’. In Viet Nam, too, integration into the world economy through inward direct
investment has increased the demand for skills. Skills shortages—and consequent
problems of ‘job hopping’ and ‘employer poaching’—are reported to be amongst the
most important constraints that export-oriented foreign investors, such as Samsung,
face (Sheldon and Kwon, 2023).

Some natural resources-rich countries can manage periods of very rapid economic
growth, but if the proceeds of the natural resources are not reinvested in structural
transformation—which typically occurs—the growth is limited. When the resources run
out or prices come down, growth stops and often reverses.

The concern is not with the overall quantity of jobs or with full employment but with
the structure of jobs. Reasonable macroeconomic policies—along with ‘flexible’ labour
markets—will ensure full employment, but the resulting structure can be sub-optimal
from a developmental standpoint and not growth-promoting. The focus, therefore, is on
the creation of more jobs in the more productive sectors of the economy as a vehicle
of structural transformation and growth, analogous to the role that industrialisation has
played historically.

This is not to say that a few smaller countries may be able to establish a niche in
manufacturing and succeed through such a strategy. Thus, the contention that a few
countries have been able to sustain growth so far through a manufacturing export-
oriented strategy is not inconsistent with the overall thrust of this chapter.

Stiglitz (2021) deconstructed why the export-oriented industrialisation growth strategy
was so successful and what a 21st-century replacement—a multi-pronged strategy—
may look like.

The reasons for this are set forth more fully in Stern and Stiglitz (2023).

This discussion follows Songwe et al. (2022) and Stern and Stiglitz (2023).

This can be an especially important part of development strategies if arrangements can
be established that would compensate developing countries for the global environmental
services that they provide.

The traffic jams that mark large capitals of developing countries around the world are
bad for the climate and living standards.

See also chapters by Ocampo (Chapter 10) and Songwe (Chapter 12) in this collection.
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This is a transitory increase in output associated with the green investment drive. It
is a simple supply-side calculation, assuming that all of the additional investment is
incremental to the capital stock. In practice, some of it may go to replace dirty productive
capacity, in which case the incremental supply-side effect would be lower. There may be,
however, additional demand-side effects, arising from reductions in under-employment
and movement of labour from low-productivity to higher-productivity modern activities.
This demand-side bonus can boost the growth rate further.

See Acemoglu and Restrepo (2020a) and Acemoglu (2021). For a broader discussion of
the direction of innovation and its implications for development, see Korinek, Schindler,
Stiglitz (2021).

For these and other examples, see Acemoglu and Restrepo (2020b); Acemoglu (2021);
Rodrik (2022b); Kremer et al. (2021); Ton (2017); and Brynjolfsson, Li, Raymond
(2023).

Within the standard market failures paradigm, there are a host of failures related to the
pace and direction of innovation (e.g. Stiglitz and Greenwald, 2014).

This fact is reflected in the finding that formal manufacturing sectors have long exhibited
unconditional convergence in labour productivity. That is, these sectors tend to catch up
to the global productivity frontier regardless of local conditions, such as the quality
of institutions or human capital. This has not been a regular feature of the rest of the
economy (i.e. traditional agriculture and most services) (Rodrik, 2013).

Moreover, Baumol’s disease contends that the pace of innovation—the movement of the
frontier itself—will be lower in services.

The implementation of such interventions faces important impediments in the presence
of uncertainties and asymmetries of information. There is much literature on the design
of optimal schemes in such circumstances. When there are multiple market failures, as is
the case in practice, there cannot just be a reliance on Pigouvian subsidies. See the next
footnote and Stiglitz (2019).

Economist Martin Weitzman showed that quantity targets may dominate Pigouvian price
instruments in the presence of uncertainty about demand and supply elasticities. The price
instrument may minimise the efficiency costs of the policy but risks undershooting and
producing too small a behavioural response. Quantity targets may be superior when the
social costs of missing the socially optimal target—reducing emissions, for example—
are higher than the deadweight costs that may otherwise be created (Weitzman, 1974).
More generally, non-linear interventions are preferable to either of the two extremes. In
some contexts, governments actually implement such schemes.

See Greenwald and Stiglitz (2013). A recent overview of the evidence on industrial
policy is provided in Juhasz, Lane, Rodrik (2024).

Executive roundtables (Mesas Ejecutivas) in Peru were discussed in Ghezzi (2017). As
summarised in Juhasz, Lane, Rodrik (2024): ‘The objective of the roundtables was to
institutionalize public-private dialog aimed at addressing coordination failures among
firms and between the firms and the government, and thereby encourage productivity-
increasing investments. The roundtables started as open-ended conversations to
share information on and uncover constraints. Instead of lengthy industry reports,
the focus was on developing an initial list of blockages or obstacles to productivity
and means of removing them, to be revised as needed as more knowledge was
acquired in the process. The responsibilities for action were divided into separate
categories of “my problems” and “your problems.” The former category refers to
government responsibilities (e.g., removing red tape for exports or establishing a
national phytosanitary agency); the latter refers to firms’ actions (e.g., making specific
investments in quality upgrading)’.

In the context of the East Asian miracle, see Stiglitz (1996) and Stiglitz and Uy (1996). In
advanced countries, venture capital firms often play a role in coordinating the provision
of critical inputs for the firms in which they invest.
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28 Under the old trade theory, picking winners was simple—identifying projects or sectors
in which a country had a comparative advantage given its resources endowment (e.g. its
capital, human capital, or natural capital). In more dynamic contexts, this approach is
less helpful; with factor flows, comparative advantage relates only to immobile factors,
and a country with a skills shortage may be able to obtain the requisite skills from abroad.
More importantly, changing technologies; institutions; and more broadly, individual,
organisational, and institutional learning mean that comparative advantages can change
over time. Thus, a critical question facing any country as it embarks on structural change
is what comparative advantages to acquire (Greenwald and Stiglitz, 2013).

29 For a discussion of conditionality, see Mazzucato and Rodrik (2023).

30 Changes in consumption patterns may ameliorate this tendency somewhat. For example,
flowers and vegetables use more labour than wheat.
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8 The Need for Multipolar
Artificial Intelligence Governance

Daron Acemoglu”

8.1 Introduction

Advances in artificial intelligence (Al), and the amount of financial resources
invested in newer models, are increasing at a breathtaking pace. Even considering
that many of the rumoured capabilities and promises of new Al models are only
hype, there is no doubt that Al will impact lives and the global economy for decades
to come.!

These breakthroughs—and the potential use of this rapidly changing technology
for both positive and negative purposes—mean that the governance of Al (i.e. how
these technologies should be developed, used, and regulated, and how consumers
and workers should become more informed about them) has become a central topic
of discussion amongst social scientists and Al experts.? Al governance is partly about
technical issues, such as assigning liability for misuse or malfunction, addressing
reliability issues (e.g. hallucinations), and tracking progress and potential damages
from the technology especially when Al is used in consumer-facing ways.? Yet
often ignored in the technocratic debates is that governance is also about politics.
Who has a voice in the development and adoption of new technology? Who will
control these new Al tools?

As many authoritarian governments and especially China’s Communist Party
understand, whoever controls information will gain disproportionate social and
political power.* It is also true that whoever controls the use of new technologies
in production will gain a significant amount of power. Tech leaders—hoping to
shape both information and technology deployment—promise that Al will remake
the division of labour around the world. Yet who will benefit from this upheaval?

Currently, there is a serious imbalance of power over the design and diffusion
of Al. This imbalance is exacerbating the current socially detrimental trajectory,
philosophy, and usage of Al technologies. It is also undermining any kind of
organic guardrails that could emerge from greater competition or countervailing
forces of worker voices and civil society. Despite growing concerns about what
Al will mean for everyday lives, this nascent technology is still controlled only
by a few companies and executives in Silicon Valley and a similarly small
number of companies and government leaders in China, with a secondary role for
US regulators and the European Union. Better rules must be constructed for Al
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governance, and there have been some promising ideas. Yet ultimately, the politics
of governance will matter. Political outcomes depend, at least in part, on whose
voices will be heard and whose will be stifled.

On the current trajectory of AL, two groups will bear the brunt of the consequences,
especially if events go poorly—(i) workers in the industrialised world and (ii)
citizens in the developing world. Neither of those two groups currently has any
voice or power over the future of Al, however.

This chapter examines problems with the current direction of Al and possible
solutions. It then posits why multi-polarity is important and discusses how the
current environment—in which the poles are the tech companies, Government of
China, US regulators, and EU policymakers—is not sufficient to make Al work
for everyone. The importance of worker voices is stressed, and that the developing
world is completely absent from the debate is emphasised. These themes are united
in the conclusion, which also offers concrete policy ideas.

8.2 Why Al Governance Is Central: Promise and Peril

Al is an information technology; it can collect, process, and deploy information.
As an information technology, Al offers new possibilities. Today, information is
abundant (i.e. most human knowledge—and a lot of misinformation—is available
on the internet), but useful information (i.e. that needed to reliably and immediately
perform complex decision-making and problem-solving tasks) is scarce. Al
tools, especially recent generative Al technologies, could be deployed to provide
real-time, reliable, and context-dependent information to human decision makers.

The potential of Al is not just for office workers, academics, and journalists,
as modern craft workers (e.g. electricians, plumbers, carpenters, and maintenance
workers) also routinely navigate a series of problem-solving tasks in their jobs. Yet
there is a lack of accessible information to handle the complex problems that such
workers repeatedly encounter. As an example, electricians may be trying to correct
issues with new electrical equipment or addressing unanticipated challenges from
a quickly evolving electricity grid. Access to better information can enable these
workers to attain and to apply greater expertise in a range of activities and to take
on new, more sophisticated tasks. Past literature has explored and emphasised this
potential avenue for pro-worker Al>

This promise is particularly attractive because it could also help reverse the
concerning trends of occupational and wage polarisation that have pervaded the
United States and other industrialised nations since the late 1970s. Middle-income
jobs have become more scarce; thus, displaced workers have been pushed
disproportionately into low-wage jobs.® One major driver of this labour market
bifurcation has been the preponderance of industrial automation (i.e. the substitution
of capital for labour, reducing the need for workers in the production process by
deploying industrial robots).” This automation-substitution tends to increase
inequality and lead to only slow—or sometimes even negative—wage growth.
This downward pressure could be relieved if new, productive tasks are created
for workers to help reduce inequality and boost wages.® It is possible—although
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not inevitable—that deploying new Al tools could increase the demand for
middle-skilled labour, enabling such workers to perform more expert work
and allowing them to attain better compensation in return for their enhanced
productivity.

Al, like other information tools, can also be used to further accelerate automation
(i.e. deploying information for finding ways of mimicking human performance in
various tasks). If so, it is likely to deliver the same type of inequality-boosting
growth experienced in the United States over the last 4 decades. Al has the
capability to automate white-collar tasks, and, in the future, it could be integrated
with other technologies, including robotics, to deepen the automation of blue-collar
tasks.” Moreover, Al’s information can also be manipulated and distorted—as
experienced with social media over the last 2 decades. It could also increase the
effectiveness of digital ads and filter bubbles at a steep social cost.

The information provision capabilities of Al can also be used in new,
pro-democratic ways. Al that provides more reliable information; increases
transparency about government activities; creates new pathways for citizen
participation in public decision-making; and builds new public spheres for
debate, deliberation, and information exchange can be a boon to democratic
citizenship.! Taiwan, which has rolled out Al tools to increase governmental
transparency, bolstering citizen voices and participation by democratising access
to and control of information, illustrates one pathway for this achievement.!

Al embodies a way to rebuild shared prosperity and democratic citizenship along
one path, or further reinforce inequality and deepen the damage to democracy and
well-being along another.!? Unfortunately, there is ample evidence that the latter
path is much more likely. First, the business models of tech companies shepherding
Al advances are very similar to those that led to prioritising automation and
information manipulation in the past. It is notable that the two areas that have
received the most attention from the industry are (i) automation of additional
white-collar tasks using generative Al and (ii) internet search and related activities,
where profits come from digital ads.'?

Second, advances in Al have intensified notions of artificial general intelligence,
and these ideas have played an important role in shaping the approach to generative
Al that has emerged (e.g. based on very large foundation models that mimic human
conversation).'* If it is perceived that human-level cognition and capabilities are
soon coming, then it becomes natural—or even inevitable—to automate more tasks,
so that the ‘more efficient’ Al models perform them instead of inconsistent humans.
Moreover, if it is believed that AI will soon be better than much of humankind,
it becomes much less problematic to accept algorithmic dominance over humans
so that algorithms guide human decisions and, when necessary, manipulate those
decisions (and extract abundant data for use without the need for permission or
recompense).

Third, early evidence suggests that the Al playing field may be much more
oligopolistic (i.e. dominated by two or three leading companies with similar visions
and business models) than previous digital technologies.'> Such an oligopolistic
structure entails higher prices and a slower spread of beneficial Al applications.
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More ominously, it could lock in a future path of Al development that is more
pernicious—more focussed on only automation and more manipulative—while
simultaneously making it harder for alternative business models that could usher
in greater human complementarity and more pro-democratic uses of Al to become
competitive.

If this perilous direction is indeed on the horizon, what are the options?
The simple answer is to redirect the trajectory of Al. This will require not only
technocratic regulation but also a broader mobilisation of society and changes in
norms. This motivates the importance of multi-polarity.

8.3 The Centrality of Multi-Polarity

A multipolar governance structure for Al is needed. There is an imperative to
redirect Al in a more socially beneficial direction, but such a challenge cannot be
accomplished by just attempting unsystematic, ad hoc solutions to social symptoms
as they arise. It requires new norms and a different balance of power that guides
Al priorities towards what is broadly beneficial for society, not just a few select
technologists.

Multi-polarity does not mean sidelining Al expertise. Of course, tech executives’
advice and visions need to be considered, as they know much about the technology
and make significant decisions about where it will go. Equally, any regulation
would fail if it were not partly designed and enforced by mission-driven (i.e.
democracy-driven) governmental experts.

More poles and more voices are needed, in part, because—despite apparent
differences—there is also congruence between the approaches of the two Al
superpowers, the United States and China. Implicit acceptance of algorithmic
dominance over humans is common both in the United States and China. Leading
players in both countries are committed to the advancement of digital technologies
and the use of Al as a tool for collecting information from humans.!® Moreover,
companies and policymakers in both countries view algorithmic automation as the
engine of future economic growth. In the United States, algorithmic dominance
takes the form of large platforms collecting data and manipulating people,
while in China, tech companies are empowered if they follow the government’s
agenda.!” This difference notwithstanding, neither the United States nor China is
likely to strengthen the privacy and protection of citizens or consumers. Nor are
they likely, without further pressure, to pour resources into redirecting the trajectory
of Al research in a more human-complementary direction.

To counter algorithmic dominance over humans, small, regulatory fixes will not
work. Even if the right types of regulations were adopted, they would not be wholly
effective unless norms in the tech industry also evolve. Yet norm changes require
politics.'® In addition, giving a voice to so-far ignored stakeholders would be an
important step towards favouring the human perspective.

The European Union has played a leading role in regulating Al to date. It has
been at the forefront of privacy protection against tech companies and anti-trust
activity.!” Top-down regulation, without changing the norms and power imbalance
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of the tech industry, can only go so far, however. Moreover, Europe does not house
any of the leading Al companies. Of the six digital services gatekeepers specified by
the 2022 EU Digital Markets Act, five are US companies (i.e. Alphabet, Amazon,
Apple, Meta, and Microsoft) and the sixth is Chinese (i.e. ByteDance). The
European Union’s comparative advantage in regulating originates exactly from this
absence of big powerful players, who would otherwise lobby against regulations.
This also limits what the European Union can achieve since it cannot effectively
embed those policies and regulations into the normative fabric of a wide-ranging
ecosystem to encourage a different Al research direction.

8.4 Worker Voices

Worker voices are important for two reasons. First, organised labour can be
a valuable counterweight to the emphasis on automation and surveillance. Its
role can be particularly important when managers have incentives to use new
technologies for automation—either because they believe it is the most effective
business strategy or they are motivated by desires to undercut the power of labour.
Labour unions can resist excessive automation and encourage firms to introduce
new tasks and training opportunities for their workers.

There have been instances in the past where organised labour in the United
States has succeeded in influencing the rollout of new technology and creation
of new tasks for workers.?’ Notable examples include the integration of new
numerically controlled tools in the automotive industry in the 1950s and 1960s,
and more recently, the 2023 Writers Guild of America negotiations over the use of
generative Al tools for scriptwriting.?! The approach of negotiating over the terms
oftechnology instead of only downstream issues like wages has been more common
in Scandinavia and Germany. Nordic unions have often worked with companies on
worker compensation and on how work itself is organised, while work councils
and labour representatives on corporate boards have often represented workers’
viewpoints in the process of technology adoption.?

Moreover, the importance of labour voices is even more central when it comes to
Al, because, as previously articulated, Al is an information tool with the promise of
improving how workers engage in problem-solving tasks. Trying to improve how
workers use information and engage in problem-solving without actually consulting
workers would be like trying to solve the problem of child malnutrition in a village
in Malawi without ever finding out anything about Malawi or the village.” The real
promise of worker voices is that they can provide context, as well as insight, about
what types of information would be most useful to workers, as well as the training
that workers would need to incorporate emergent Al tech capabilities.

Part of the reason why the current direction of Al is prioritising automation and
not increasing worker productivity is that there are currently no worker voices in Al
development and adoption. Robust worker voices used expertly and correctly—not
as a barrier to technology adoption but to steer the development of workplace
technology in a more pro-worker direction—could determine which alternative
becomes the future of Al and jobs.
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Robust worker voices necessitate more powerful labour organisations as well. It
is not clear whether existing labour unions can play this role or if new organisational
forms must develop. More bottom-up participation from workers is needed.
Furthermore, the labour movement itself may have to change, becoming both more
invested in Al expertise and more flexible about how it approaches technology. In
short, the labour movement must find the right posture that is both accommodating
to new technologies and forceful in articulating ways of using these technologies
in more pro-worker ways.

8.5 Developing Country Voices

Al is a global technology. If its adoption is significant in the industrialised world,
it will almost surely spread to the developing world. A glimpse of this is already
apparent in Al technologies used for surveillance. Existing evidence indicates
that as the Government of China intensifies data collection and increases its
demand for technologies that process these data and use them for surveillance
and monitoring, this is having a first-order impact on the direction of Al research
amongst Chinese startups. This effect is not confined to China; these surveillance
technologies are spreading to other countries, especially authoritarian ones that
have a greater demand for citizen-monitoring capabilities.?* The Chinese telecom
giant Huawei, for example, is reported to have exported surveillance technologies
to at least 50 other countries (Feldstein, 2019). Many Western countries are also
using sophisticated Al tools for surveillance of their citizens.”

The case of surveillance technologies illustrates not just the inevitable spread of
new Al tools around the world but also the more extreme dangers that some of these
tools pose in countries with weaker institutions. Courts, civil society pressure, and
the democratic process generate—albeit imperfect—barriers against limitless use
of these tools by governments. Such checks and balances are much less likely to be
forthcoming in authoritarian countries around the world, exacerbating concerns of
abuse.” The same concerns apply to data collection and how Al-based technologies
could be abused in workplaces (e.g. to reduce breaks or to increase the speed of work).”

Al adoption in the industrialised world would impact developing countries
even if firms in those places did not invest in this technology because Al uptake
in Western countries will inevitably remake the global division of labour. This
raises another set of major concerns. If Al goes in the direction of automation, it
may encroach into the set of tasks that could have been profitably performed in
middle-income economies, especially as the education level of the workforce in
these countries continues to improve. This could significantly reduce the remaining
opportunities for rapid economic growth in those places, in a similar pattern to the
premature de-industrialisation driven by globalisation and industrial automation
that has held many developing countries in lower income levels (Rodrik, 2015).

The most prominent examples of fast growth amongst emerging economies (e.g.,
China, Malaysia, South Korea, and Viet Nam) over the last 6 decades occurred when
these countries found a niche in the global division of labour by exporting products
or tasks where their abundant labour supply created a comparative advantage,
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then upgrading their skills and competencies to move to the next rung of the value
chain. If the goods in which these countries initially specialised (e.g. textiles,
apparel, or toys) were automated cheaply at the time, then these growth opportunities
would not have existed. Thus, Al focussing predominantly on automation may
have similar effects for the next group of potential first-growers.

Currently, most of those who will be impacted by Al (around 6 billion people) are
outside of the United States, Canada, China, and Western Europe. If the direction
of Al is likely to have major consequences on their livelihoods and freedoms, it
is worrisome that these many people have no voices in the trajectory of global Al
technology. Establishing sufficient guardrails for Al rollout in their countries is
thus especially important to avoid importing Al as an inappropriate technology. It
is thus crucial to ensure that developing nations’ voices are heard in the direction
of global Al research.

It is unclear who will speak for these 6 billion people in the developing world.
In an ideal world, governments or a consortia of governments could be candidates,
but a large fraction of this population lives under authoritarian governments where
leaders do not often defend regular people’s interests.

8.6 Concluding Remarks

Including robust worker voices and developing country perspectives in the
debates shaping the future of Al is not just a matter of fairness. The true promise
of Al is its potential to empower workers and citizens, even if this promise is far
from being realised. Such a promise necessitates detailed information about the
needs, competencies, and perspectives of the people who will actually use the
technologies. Yet whether key decision makers decide to listen to those who will
be affected—and exactly whose voices are heard—is a political choice. At present,
both the current ideology of the Al sector that sees data, computational capacity,
and the genius of tech leaders as the most important inputs for the advancement of
Al, as well as the financial interests of leading companies and their executives, do
not favour broadening the set of voices and power centres influencing the future of
this promising technology.

Broadening the set of stakeholders heard, although imperative, will not be easy.
The challenge ahead is made more difficult by the fact that neither workers in
the industrialised world nor workers and citizens around the developing world are
particularly well organised. The labour movement has been in decline in much of
the West for at least 5 decades, and this decline has accelerated in many countries,
with a few attempts to unionise new sectors notwithstanding.?® The developing
world has rarely spoken with a common voice on any topic, especially one that runs
counter to the interests of the United States and China. China’s success in co-opting
the BRICS grouping by expanding it to include its allies does not bode well for the
hope that independent developing nations will be able to come together and forge a
unified message on how Al can be best used and developed to help their citizens.?

There is a way forward, however. Attempts to change the current equilibrium in
the field of Al and the current dominance of a few tech companies and executives
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are likely to be synergistic with other changes. For example, if democratic control
over some of the Al functions occurs in the United States (e.g. if lawmakers pass
legislation that limits the ability of tech companies to collect and to monetise data),
then this can also pave the way for international regulation as tech companies would
be weaker to resist reasonable demands from the developing world. Likewise, if
worker voices become more robust, this could also facilitate the formation of a
block of developing nations to articulate a common perspective on Al.

It would also be useful to develop several common perspectives that can
make the voices of both workers and developing nations more effective. Centring
the discussion on having a pro-worker and pro-citizen direction for Al or an
anti-worker, anti-democracy one is a useful starting point. Once different parties
in the conversation—including tech companies—accept that there is such a choice
and that the pro-worker, pro-democracy direction is both technically feasible
and socially desirable, it becomes much harder to pursue the current direction
of research that has already caused harm for workers, equality, democracy, and
well-being.

These debates could also broaden the scope of the discussion. For example,
absent in current discussions is the question of whether foundation models (i.e.
where resources are being spent to develop human-sounding communication
capabilities in general interactions) are the best architecture for pro-worker Al tools
that provide useful information to human decision makers. Any success by workers
from industrialised nations in pushing tech companies to develop more tools that
can be useful to human workers, and any brakes on excessive automation, would
also help the developing world.

Al governance is about politics, and if the power to shape the direction of Al
remains askew, the fruits of this new technological platform are unlikely to benefit
most people. The antidote is multipolar Al governance that aims to produce a more
inclusive political process. This will allow a richer set of voices to shape the future
of Al in a way that is consistent with a broader set of objectives and interests.

Notes

* The author is grateful to Austin Lentsch and Julia Regier for help with references and
editorial assistance. This chapter draws on joint research with David Autor, Pascual
Restrepo, and especially Simon Johnson. All remaining errors are those of the author.

1 For example, an evaluation of the medium-term microeconomic effects of recent Al
advances and examination of many forecasts that exaggerate the potential of Al are
provided in Acemoglu (2024).

2 One famous contribution to the discourse from Al experts, which led to the departure of

two notable Google researchers, is Bender et al. (2021). For an overview of more recent

developments, see Capraro et al. (2024).

For example, see Huttenlocher, Ozdaglar, Goldston (2023) and Alam et al. (2024).

4 See as follows for more discussion of the Communist Party’s control over direction of

Al, as well as Chapter 10 on Chinese digital surveillance in Acemoglu and Johnson

(2023b).

See Acemoglu and Johnson (2023a) and Acemoglu, Autor, Johnson (2023).

6 See Acemoglu and Autor (2011), Autor and Dorn (2013), and Autor (2019).
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About 50%—-70% of changes in the US wage structure since 1980 can be explained by
the decline of work involving routine tasks in rapidly automating industries (Acemoglu
and Restrepo, 2020, 2022).

See Acemoglu and Restrepo (2018, 2019).

Current Al-robotics integration research challenges include improving robot control,
perception, decision-making, path planning, simultaneous localisation and mapping
(SLAM), reinforcement learning, sensor fusion methods, and other topics. For an
overview of large language models for robotics, see Zeng et al. (2023). For more on
autonomous navigation, see Nahavandi et al. (2022). For additional Al-driven research
questions related to multi-goal reinforcement learning, see Plappert et al. (2018).

In Acemoglu and Johnson (2023a), Jiirgen Habermas’s notion that ‘the public sphere,
defined as forums where individuals form new associations and discuss social issues and
policy, is pivotal for democratic politics . . . [by allowing] people to freely participate
in debates on issues of general interest without a strict hierarchy based on preexisting
status’ was noted (p. 372). In the early 2000s, social media held the promise of creating
a new public sphere, but filter bubbles, content moderation failures, and other missteps
largely squandered the opportunity. See also Habermas (1991).

See Acemoglu and Johnson (2023a: Chapter 10) and Weyl and Tang (2024).

For more discussion of the damages to democracy and mental health, see Acemoglu
(2023a).

See Acemoglu and Johnson (2023a: Chapter 9); Acemoglu (2021); and Acemoglu and
Restrepo (2019).

See Acemoglu and Johnson (2023a: Chapter 9) and Acemoglu, Jordan, Weyl (2021).
For more discussion on AI’s tendency towards oligopoly, see Acemoglu and Johnson
(2023D).

For more on the US perspective, see Zuboff (2019). For the China perspective, see Lei
(2023).

For example, consider the challenges that Jack Ma has faced with Alibaba and the Ant
Group after criticising China’s regulatory system, or the scrutiny of DiDi Global’s ride-
hailing platform under China’s national security and cybersecurity laws (Mulrenan,
2021). For more on China’s comparative advantage in surveillance Al technology
driven by governmental interests, see Beraja et al. (2023).

For more ideas on accomplishing changes in norms, see Acemoglu and Robinson
(2023).

Amongst the more notable pieces of legislation protecting consumer data, privacy,
and competition, the European Union paved the way with the General Data Protection
Regulation in 2018 and Digital Markets Act and Digital Services Act in 2022.

This has not been the standard practice of labour unions in the United States; it is
far more common to negotiate on the terms of work schedules, compensation, and
benefits.

For more on the accomplishments of organised labour in the automotive industry of the
1950s and 1960s, see Noble (1984). For more discussion on the implications of the 2023
Writers Guild of America (WGA) strike, see Acemoglu, Johnson, Lentsch (2023). See
also an overview of the Al provisions in the ratified WGA-Alliance of Motion Picture
and Television Producers agreement (WGA West, 2024).

See Acemoglu and Johnson (2023a: Chapter 7) for further discussion of the US and
Swedish cases of organised labour and their sway over the broader issues of work
arrangements. Germany’s case is outlined in Jager, Noy, Schoefer (2022).

It is not an uncommon—nor recent—problem for the international aid community. See,
for example, Gibson et al. (2005).

See Beraja et al. (2023). For an interactive map showing the global partnerships
and relationships between Chinese Al and surveillance companies and various
governments, companies, and universities, see ASPI. “Mapping China’s Tech Giants.”
https://chinatechmap.aspi.org.au/#/map/
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25 While Chinese companies supply surveillance technology to 63 countries, US companies
also provide Al surveillance tech to 32 countries, with IBM (11 countries), Palantir (9
countries), and Cisco (6 countries) leading the way (Feldstein, 2019). The Al Global
Surveillance (AIGS) index used in Feldstein (2019) suggested that the United States
uses smart/safe city tech, facial recognition, and smart policing tools, including some
from China. For more discussion on the use of surveillance and monitoring tools by the
United States and the European Union, see Sahin (2020).

26 For example, the snooping technology Pegasus, developed in Israel and made available
as a ‘zero-click’ Trojan horse virus, has been used extensively in India and Mexico.
See Acemoglu and Johnson (2023a: Chapter 10) for more discussion. On the use of
Pegasus in India, see Singh (2021); Priest, Timberg, Mekhennet (2021); and Bergman
and Mazzetti (2021).

27 For more on the rise of worker tracking in firms like Amazon, JP Morgan Chase,
McDonald’s, and UnitedHealth, see Kantor et al. (2022).

28 For more discussion on the current state of unions and the collective action problem
that precludes greater unionisation rates—even while pro-union sentiment is relatively
high—see Naidu (2022). For further analysis of de-unionisation, see Farber et al. (2021).

29 See Acemoglu (2023b).
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9 The Green Industrial Revolution

Consequences and Policies

Alessio Terzi"

9.1 Introduction

Climate change is upon us. The year 2023 was the warmest since records began
in the late 1800s, at roughly 1.2°Celsius (C) above pre-industrial levels (Bardan,
2024). On the current path, surface temperatures are expected to breach the 1.5°C
threshold before 2030, and 2.0°C in the 2040s (Lamboll et al., 2023). As this is an
unacceptable risk to human lives and livelihoods, in 2015, global leaders signed
an agreement to strive towards keeping temperature increases well below 2.0°C
above pre-industrial levels. To do so, climate modelling suggests that the world
economy needs to reach net-zero emissions, or climate neutrality, by mid-century
(IPCC, 2021).

It is important to realise that, effectively, we currently live in a fossil fuel-based
civilisation, meaning that practically every economic activity—directly or
indirectly—relies on fossil fuels or emissions (Terzi, 2022c). As a consequence,
reaching net-zero emissions will require reinventing production and
consumption—energy generation, agriculture, transport, housing, clothing,
and more. Such a radical transformation of the economic system is not without
precedents in history, as this echoes past industrial revolutions (Terzi and Fouquet,
2023). If history never repeats itself, it often rhymes; the impact of this green
transition is likely to resemble what happened during past comparable seismic
economic transformations.

Following Donald Trump’s re-election in 2025, and his administration’s
pushback against climate action, it might feel like the global decarbonisation
effort has been derailed. It is, however, important to appreciate that the green
transition is inevitable. First, the current economic model, based on fossil fuels
and emissions, is unsustainable. Stein’s law suggests that something unsustainable
cannot be continued and will therefore eventually need to change (Coyle, 2011;
Helm, 2023). Second, it has been shown how exposure to extreme weather
events increases the belief in climate change (Myers et al., 2013), boosts voting
for environmentally-conscious parties (Hoffmann et al., 2022), and prods many
towards green investments (Fisman et al., 2023). At some point, the pressure of
climate-induced disasters on human society will jolt all to action, making the green
transition eventually happen.
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It seems like humanity is therefore approaching an inevitable green transition
that has commonalities with previous industrial revolutions, paving the way to
abundance, green growth, and employment creation. This will be true for some
countries and regions but will require careful policy-making, particularly to
manage the adjustment in the short and medium term. Expanding on this point
is the objective of the remainder of this chapter, which is organised as follows.
Section 9.2 posits that the green transition will resemble an industrial revolution.
Section 9.3 outlines the economic consequences of a green industrial revolution,
which will set in motion a host of broad political economy dynamics that are
illustrated in Section 9.4. Section 9.5 offers five credible policy recommendations,
and brief concluding remarks are provided in Section 9.6.

9.2 A New Industrial Revolution

As noted by economic historian Roger Fouquet, ‘Each technology revolution
has created and will create a new period of abundance, a new phase of wealth’
(Fouquet, 2008: 364). This occurs if the new technology (i) offers characteristics
that are considered superior at the time of adoption and (ii) has scope for efficiency
improvements and price reductions beyond the point of price parity with the
incumbent technology. Without these characteristics, the new technology will fail
to replace the incumbent altogether (Fouquet, 2010).

Renewables—and green technologies more broadly—seem to be well placed
to display both key characteristics. They are perceived as superior, meaning that a
subset of consumers is initially willing to pay a ‘green premium’ for them (Gates,
2021), including electric vehicles (EVs), heat pumps, or second-hand clothes.
As associated production has expanded, aimed at satisfying the demand of early
adopters, green technologies have reliably experienced cost reductions in line
with Wright’s law. Some of them have reached price parity, such as utility-scale
solar energy or onshore wind, which is now cheaper in many jurisdictions than the
fossil fuel alternative (IRENA, 2020; Terzi, 2023a). Similarly, following a set of
price wars between producers, some EVs now have comparable prices to standard
cars. As prices further drop, preferences will shift in favour of green technologies,
accelerating the transition further (Besley and Persson, 2023). Moreover, a vast
set of green goods is entering into an accelerating growth phase and challenging
incumbent technologies, including solar photovoltaic cells, wind rotors, EVs,
batteries, electrolysers, and heat pumps, which will also result in falling costs.

In the early stages of an industrial revolution—and the introduction of a
general-purpose technology more broadly—the productivity-enhancing effects
are not immediately apparent. Only once secondary innovations are rolled
out will the full benefits become apparent. For the First Industrial Revolution,
Juhész, Squicciarini, Voigtlander (2020) showed this quantitatively, arguing that
mechanised cotton spinning required the invention of the factory and extensive
trial and error before showing strong productivity-enhancing effects. The Second
Industrial Revolution displayed similar characteristics. Although it appeared that
one existing energy source (i.e. steam) was swapped for another (i.e. electricity),
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thanks to secondary innovation, the introduction of electricity allowed the move
away from the line shaft organisation of factories. This paved the way for the
assembly line and its huge productivity boost (David, 1990; Aghion, Antonin,
Bunel, 2023).!

In light of these considerations, one should not consider the green transition as
simply a switch from one polluting energy source to a climate-neutral alternative.
Instead, the fundamental question is whether green technologies today display scope
for further secondary innovation. Here, the evidence is quite clear. Electric engines
are much more efficient than thermal ones at converting energy into motion (i.e.
89% versus 20%), suggesting a reduction in transport costs will occur. New waves
of core technologies are associated with large initial returns to scale, fostering
productivity growth (Freeman and Loucd, 2002), while those related to fossil fuels
have entered into diminishing returns after 150 years of experimentation (Stern,
Stiglitz and Taylor, 2022). Renewables are now widely expected to become the
cheapest electricity source in human history (IEA, 2020), boosting productivity
across the economy.

Like past industrial revolutions, and based on the best available evidence at
the moment, the green transition is expected to boost growth over the longer term
because it will be efficiency-enhancing, solving several externality problems
(Stern and Stiglitz, 2023). It will improve overall well-being, going beyond a
narrow focus on gross domestic product, contributing to improved air quality and
decreased mortality related to respiratory diseases. It will also create millions of
jobs at the global level (Kruse, Dellink, Chateau, 2017; ILO, 2018)—specifically
jobs less prone to automation or delocalisation, requiring less repetitive tasks and
more interpersonal skills (Consoli et al., 2016; Bowen, Kuralbayeva, Tipoe, 2018;
Vona et al., 2018).

While today’s parallel with industrial revolutions is becoming more accepted
(Pisani-Ferry and Mahfouz, 2023; Tagliapietra and Veugelers, 2023), some reasons
for scepticism remain, including (i) the potential role of stranded assets, and (ii) the
fact that if this were truly an industrial revolution, then private sector forces should
unleash it on its own, without the need for governmental support and intervention
(Claeys, Tagliapietra, Zachmann, 2019; Jakob et al., 2020; Pisani-Ferry, 2021;
Semieniuk et al., 2022).

9.2.1 Stranded Assets

Stranded assets are assets that have suffered from unanticipated or premature
write-downs. The concern with the green transition is a reminder that much of the
current infrastructure supporting the existing economy will need to be shut down
ahead of schedule to achieve climate neutrality. As such, stranded assets feel like a
peculiarity of the green transition.

Fouquet (2010) examined over 14 energy transitions that took place over the last
1,000 years, including the switch from residential wood-fuel to coal, residential
coal to gas, ox to horse, animals to steam, and others. In the cases considered—with
the exception of ox to horse—the method of supplying the energy source had to be
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changed. ‘This generally involved new producers, distributors and retailers—often
(and particularly since the Industrial Revolution) requiring major infrastructure
investments, such as the gas, railway or electricity networks’ (Fouquet, 2010: 6,
591). This suggests that stranded assets were likely created in each energy transition
and are not a peculiar feature of the green transition.

Stranded assets today are concentrated in a specific sector, notably oil and gas,
and are simply a manifestation of structural change rather than a concern for the
aggregate economy. Recent estimates put the total net present value of global fossil
fuel stranded assets at around US$1.4 trillion (Semieniuk et al., 2022). By means
of comparison, the ‘Magnificent Seven’ (i.e. Alphabet, Amazon, Apple, Meta,
Microsoft, Nvidia, and Tesla) added over US$2.0 trillion in market value—in just
3 weeks—in 2023. Preliminary empirical evidence suggests that the economic
system is flexible enough to minimise the risk of stranded assets becoming a major
systemic concern (Hong, Kubik, Shore, 2023).

9.2.2 Markets Not Governments

The argument is frequently made that the green transition is not an investment
opportunity, let alone an industrial revolution, because if it were, businesses would
be pushing ahead with it on their own. From this standpoint, the green transition
has been imposed by governments through taxation and regulation—as part of the
Inflation Reduction Act or the European Green Deal—and is therefore a sort of
ideological project.

First, the mechanism previously described—at the intersection of shifting consumer
preferences, technological adoption, and falling costs of green technology—would be
sufficient on its own to make a green transition happen. In other words, the fact that
the transition will eventually happen is certain. However, policies and governmental
action are needed to undertake an industrial revolution against a deadline (Tagliapietra
and Veugelers, 2020). Climate scientists have posited that the impact of biodiversity
collapse, extreme weather events, droughts, sea-level rise, and wildfires will have
cascading effects and exponential negative effects on humanity. Time is of the
essence, which is what ambitious governmental action is targeting.

The narrative of markets back then versus present-day governments is based
on caricatural and erroneous premises. It has been established that governments
paved the way for past industrial revolutions in their early phases (Juhasz and
Steinwender, 2023). As argued by Beckert (2014), untrammelled free enterprise
alone powering the First Industrial Revolution is just a myth. Rather, governments
from Denmark to Mexico to Russia, but also including those of the United States
and Britain, fuelled the early stages of this industrial revolution through policies,
including by building and financing the infrastructure required or lending money
to early manufacturers. Similarities can be noted with respect to policy measures
currently being undertaken, such as investments in EV-charging stations as part of
the US Bipartisan Infrastructure Law, or green loans granted by public banks such
as the European Investment Bank. Both aim to break technological lock-ins and to
kickstart the transition to a point at which it will be self-sustaining.
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The argument can be made also at the sectoral level. As an example, when cars
were first introduced in the early 20th century, it was not clear that they were more
efficient than horse carriages, as they were expensive, prone to technical failure,
and had a reduced travel range. Nonetheless, some early adopters started using
them, given that maintaining horses was becoming difficult in crowded cities.
Costs began to fall, also thanks to secondary innovations such as the assembly
line and the famous Ford Model T. Eventually, bans were progressively used to
accelerate the transition from horse carriages to cars in cities (Standage, 2021;
Terzi and Fouquet, 2023). Recent climate regulations, such as those introduced in
California, the United Kingdom, and the European Union, banning the sale of cars
with internal combustion engines after a certain date—typically 2035—follows the
same logic.

That governments are facilitating the green transition today does not disprove
the growth-enhancing potential of carbon-neutral technologies; it echoes the early
steps taken during past industrial revolutions.

9.3 Economic Consequences

In light of the aforementioned considerations, what will the economic consequences
of the green transition be beyond the positive long-term impact on growth? A large
structural transformation by historical standards should be expected. In addition,
new policy measures will also be taken to accelerate its pace. Significant skills
and job relocation can therefore be expected, and for some sectors and people, the
change will proceed faster than re-training and education can follow. Historically,
when this has occurred, protest movements have ensued, such as the famous
Luddite movement in reaction to mechanised cotton spinning, or England’s Swing
Riots of 1830s against new threshing machines (Caprettini and Voth, 2020). Similar
localised events cannot be excluded from happening during the green transition,
and recent farmers’ protests in Europe follow this pattern.

Within an environment of significant and fast structural change, some companies
will experience turbo-charged growth, as they secure their niche in technologies
that are key to decarbonised societies. Others will remain stuck in paradigms of
the past, experiencing long-term decline and eventual demise. If left unattended,
this process is likely to aggravate inequalities within countries, similar to what was
observed at the onset of past industrial revolutions (Perez, 2010) and with known
episodes such as the Gilded Age in the United States.

More broadly, a sharp shift in comparative advantages and clusters of key
technologies will be observed. That a country or company was an innovation leader
in technologies that were central in a specific era hardly secures its leadership in
a subsequent one (Freeman and Louca, 2002). A classic example is how Britain,
albeit the leading country in the First Industrial Revolution, was not the central
locus of economic supremacy less than one century later during the Second
Industrial Revolution.

Even if net-zero emissions are reached by mid-century, some extreme weather
events will still materialise with increased frequency, leading to economic losses
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across the whole planet—and in some areas more than others (Carleton et al.,
2022; Cruz and Rossi-Hansberg, 2024). Some will be able to cushion the shocks,
respond, and adapt. Others will progressively degrade and experience falling
economic complexity, emigration, conflict, and decline (Pearson and Pearson,
2012). Where technological and societal adaptation fail, the only adaptation
mechanism left will be to relocate (Butzer and Endfield, 2012). Migration can thus
be expected to increase significantly in the coming decades (Vince, 2022), reaching
up to 300 million displaced people over the century (Burzynskia, Deuster, and
Docquier2019). While most of this migration is expected to be within countries,
some of it will be international, with potentially cascading negative effects at the
regional level. Countries particularly affected will be those where weak institutions
and limited financial resources will complicate successful migrant integration.

All of these effects combined imply that a generalised increase in economic
divergence will occur in the first half of the 21st century, after decades of broad
income convergence across the globe (Terzi, 2023b; Rodrik and Stiglitz, 2025).

9.4 Policies in the New Global Economic Order

These economic developments, as well as some political economy considerations
and an evaluation of incentive structures, set the scene for policy-making. In this
section, broad policy trends expected over the coming years are examined (positive
statement), before expanding on where policy action is desirable and achievable
in the next section (normative statement). Before doing so, the logical framework
underlying this approach is detailed.

The damning predictions made by climate science, combined with recent
advances in understanding the history of humankind with climate and environmental
shocks (Brooke, 2014; Frankopan, 2023), have led some to embrace radical climate
determinism, which risks sliding towards fatalism (i.e. there is nothing humanity
can do to save itself) (Terzi, 2020). On the other side of the spectrum are those
who choose to ignore humankind’s experience with past climate and environmental
challenges—and history more broadly—to proclaim that this time is different and
that anything is possible as long as climate science is embraced, differences are set
aside, and the right policy advice is heeded. The approach presented in this chapter
takes a pragmatic, narrow path between climate fatalism and this utopianism.

Economic and climate megatrends can be combined to generate a policy
possibility set or universe of policy outcomes that is politically feasible. Specific
circumstances, as well as politics broadly defined, will eventually lead to specific
policy actions within the set. The broad contours of the policy possibility are as
follows.

First, in knowing that the present is witnessing a technological turning point and
that winners and losers will emerge, one can expect governments to do everything
they can to increase the chance that their countries and companies end up as
winners. Indeed, both the US’s Inflation Reduction Act and China’s green industrial
policy were launched as strategies to secure dominance of the critical technologies
of the 21st century, along with artificial intelligence, chips, aerospace innovations,
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quantum computing, and others with military applications (Terzi, Sherwood,
Singh, 2023). In the shadow of this Great Power competition, other countries are
following suit. This dynamic is why a progressive shift in the economic paradigm
is happening, away from the laissez-faire nature of the Washington Consensus
towards more governmental intervention. The increasing use of industrial policy
across the world was thus predictable and, to an extent, inevitable (Cherif and
Hasanov, 2019; Juhasz, Lane, Rodrik, 2024).

Second, activist policy tools will generate defensive policy tools (Terzi, 2023b).
Take, for instance, large-scale green industrial policy, where a sizeable use of
subsidies is laying the foundation for domestic content requirements, as seen in
the Inflation Reduction Act. However, this is also true for high levels of carbon
pricing, the optimal solution to climate change according to textbook economics
(Stern, 2007). The European Union has heeded this lesson, and the price of carbon
in its cap-and-trade system now hovers around US$100 per tonne. Such a high
price level inevitably led to domestic calls for a carbon tax at the border to avoid
competitiveness losses; this is being implemented as through the Carbon Border
Adjustment Mechanism. The implication is that, irrespective of the path chosen
to accelerate the green transition, an economic paradigm will follow that edges
inexorably towards greater trade fragmentation after decades of hyper-globalisation
(Rodrik, 2011).

Third, if mastering specific technologies is key—and national prosperity will
depend on it for decades perhaps after significant taxpayer funding has gone into
subsidising them—it is highly unlikely that significant voluntary technology
transfers to other nations will occur. Broad appeals that this would be in the
long-term interest of humanity because it would accelerate decarbonisation will
hardly change this incentive structure.

Fourth, as climate-change mitigation demands large investments and extreme
weather events require spending on climate-change adaptation, all countries
will have difficulty spreading increasingly limited financial resources amongst
competing needs. This is particularly true at a time of high public debt and rising
interest payments. Moreover, significant scores of the population will be demanding
protection from technological change as well as re-training. Voluntary financial
transfers from developed to developing countries will probably remain subdued
and far from that necessary to finance climate-change mitigation and adaptation
(Bhattacharya et al., 2023). Once again, one can make the case for it from a climate
justice perspective, but this is unlikely to translate into policy action.

A decarbonisation strategy planned at the global level would be much more
efficient, cheaper, and faster. The trade-off between national interest and fast-tracked
decarbonisation should be evident. From a strict efficiency perspective, if China
has a comparative advantage in making solar panels or extracting and processing
critical green minerals, it would be cheaper for the rest of the world to import
the totality of them. Trying to foster local production (e.g. through the Inflation
Reduction Act or the EU’s Net-Zero Industry Act) and raising trade barriers will
cost more and slow down decarbonisation in the short term. However, cascading
political economy dynamics and geopolitical considerations will most likely push
the deep global cooperation option out of the policy feasibility set.



The Green Industrial Revolution 127

The future economic order can be expected to be marked by (i) activist
governments, (ii) trade fragmentation, (iii) limited voluntary technological
transfers amongst countries, and (iv) subdued financial transfers between countries.
Any credible policy recommendation that goes beyond general aspirations must
therefore factor these considerations into account. Sensible policy recommendations
should go beyond appeals for the greater good and consider individual national
policy-making incentives instead.

It is important to note that a decarbonisation strategy based on national policies
can lead the world towards net-zero emissions. Developing nations with limited
financial resources will be underserved by this solution—but only in the very short
term. This is because pioneering countries will be investing vast financial resources
in—while competing to secure leadership in—green technologies. As these new
production methods scale up, they will become cheaper and eventually breach
through price parity vis-a-vis the incumbent technology. At that point, developing
nations will no longer face the current trade-off between economic development
and decarbonisation, as the cheap option and green option will coincide. This
will represent an implicit and unintended technology-driven financial subsidy to
decarbonisation in developing nations, as it will significantly lower the costs of the
transition for latecomers. It will also significantly increase access to financing, as
international capital seeking returns will naturally find green investments profitable
in developing nations.

9.5 Policy Recommendations

While the policy possibility set above may seem stringent, several policy decisions
are still possible that will have first-order repercussions on the speed of climate
action, economic growth, and human lives and livelihoods, within and amongst
countries. Broad policy recommendations are listed as follows that apply to
decision makers both in developed and developing countries.

9.5.1 Avoid Trying to Obstruct Structural Transformation

The green transition is inevitable, and trying to obstruct it will fail, resulting only in a
waste of financial resources. Decisions to double-down on oil and gas infrastructure
fall into this category, as in the case of Argentina’s Vaca Muerta Formation of
largely unexploited shale gas fields. Likewise, embracing isolationism through
high tariff or non-tariff barriers in the hope of banning a country from technological
developments happening elsewhere will secure only poverty vis-a-vis other nations
(Terzi, 2022c). Accompanying structural change with mitigating short-term social
and technological challenges represent a much better use of the limited fiscal
resources available (Terzi, Sherwood, Singh, 2023).

9.5.2 Aim to Be a Pioneer in Green Technology

For a long time, it seemed better to adopt a wait-and-see stance on climate-change
mitigation and adaptation actions; other countries or companies could start and
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should they succeed, their technologies and policies could be easily imitated. Yet this
narrative has inevitably led to a tragedy of the commons on climate-change actions
(Bowen and Fankhauser, 2011). It has failed to realise that trial and error develop a
high degree of tacit knowledge (Hausmann and Rodrik, 2003) and that catching up
cannot occur by simply importing blueprints from market leaders at a later stage.
The very direction of technological development should be seen as endogenous,
allowing pioneers to create an innovation frontier and technical standards closer
to their existing comparative advantages and economic characteristics (Rodrik,
2014). Followers are left struggling to adopt a technology that is poorly adapted to
their national characteristics. As a result, it is good economics to try to be a pioneer
in green technologies.

Because much of technological development takes place in developed nations,
this recommendation may seem addressed only to them. However, it is true for
poorer nations as well. There is scope for all countries to enter the green value
chain at various stages of development; it does not necessarily have to be high-tech
immediately (Terzi, 2022b; Rodrik and Stiglitz, 2024). For example, countries
can become pioneers in the extraction and processing of green minerals or the
production and export of green energy (e.g. hydrogen), batteries, or two-wheel
electric mobility or EV components—all of which are currently experiencing
exponential growth. Many countries are already exploiting this trend, such as
Indonesia with its large extraction and processing of copper. Green development no
longer needs to be an oxymoron (Hausmann, 2021). In the 21st century, the wealth
of nations will be defined by whether they develop comparative advantages in key
technologies underpinning a carbon-neutral economy.

9.5.3 Mitigate Inequalities Within Countries

The point that policies are needed to mitigate inequalities is often made
from a moral perspective. In Innovation and Its Enemies, the late Harvard
professor Calestous Juma analysed the conditions of acceptance or resistance
to innovation across geographies and 6 centuries of technology history (Juma,
2016). He concluded that when an innovation is perceived as benefiting only a
few, resistance will follow. Unless inequalities within countries are contained
as structural transformation accelerates, protest movements will flare, slowing
down the green transition and effectively eroding a country’s long-term chances
of prosperity. Thus, it follows that the benefits of green growth must be spread
out or they will not occur. Climate policies must be mirrored by social policies,
as is the case in the European Union with the Just Transition Mechanism, which
aims to alleviate the socio-economic impact of the transition in the most affected
European regions.

9.5.4 Safeguard an Open Society and Scientific Collaborations

Given that the new global order will be characterised by increasing trade
fragmentation and economic and technological competition, some are in favour of
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policies aimed at containing cross-national scientific collaboration in an effort to
prevent industrial/scientific espionage. Yet while national security considerations
can be introduced in science policy, they should be kept to an absolute minimum
in terms of sectoral and geographical coverage. The risk is undermining the
very process of innovation creation, which rests on the free exchange of ideas
(Rees, 2022) and is central to any successful national climate-change mitigation
and adaptation scenario. Technology is the greatest asset against climate change
(Terzi and Fouquet, 2023). The extension of the EU’s flagship research funding
programme Horizon Europe to like-minded countries, such as the United Kingdom
and Canada, represents a good blueprint in this respect.

Likewise, it will be important to retain, as much as possible, an open society
that champions liberal values, as this is the environment that is most conducive to
scientific discovery, entrepreneurial spirit, and talent attraction from abroad (Terzi,
2022a).

9.5.5 Build International Alliances Bridging Rich and Poor Countries

The policy feasibility set rules out deep global cooperation on climate policy or
voluntary donation of money and technology on a large scale between developed
and developing countries. It does not exclude win-win collaborations and
exchanges, however. Such international economic alliances should be encouraged,
as no single national economy will be strong enough on its own to deal with
climate change and all other challenges in the new global economic order. Bilateral
or regional partnerships can be easily envisaged whereby developing nations can
provide green minerals, high-quality renewable energy, and market access to green
products in exchange for foreign direct investment (which carries technology
transfers) and aid aimed at building green infrastructure (e.g. under the current Just
Energy Transition Partnerships). In addition, developing nations that are considered
partners and allies could gain exemptions from domestic content requirements of
green industrial policies in the developed world (Terzi, 2023b). This argument is
in favour of friend-shoring, aimed at minimising the economic damage originating
from deglobalisation in the new world order.

9.6 Concluding Remarks

The climate reality is hardly positive. This leads some—in particular, younger
generations—to ‘eco-anxiety’. Others are drawn to denialism often as a coping
strategy. Structural change needed to avoid the worst of climate change and the
political difficulties that this will entail should instead make policymakers anxious.
However, for the countries that manage to navigate this narrow path in mastering
climate-change mitigation, adaptation, and green technologies, prosperity awaits
in the era of the Green Industrial Revolution. As such, treading between climate
fatalism and utopianism, climate action can be reconciled with the belief in
progress, as defined in Mokyr (2018)—the idea that the future can be better than
the past—but this depends on human actions.
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Notes

* The views expressed here are those of the author and do not necessarily reflect those of
the institution to which he is affiliated. The author would like to thank Diane Coyle and
Cecilia Trasi for comments on a previous version of this essay. All errors and omissions
remain the sole responsibility of the author.

1 The same dynamic can be seen also within specific sectors. During the First Industrial
Revolution, it seems obvious today that steam ships must have been much more
efficient than sailing, fostering commerce. Yet early steamers had highly inefficient
engines, requiring huge amounts of coal that needed to be carried onboard due to the
lack of port infrastructure for re-fuelling, taking away precious cargo space. Only major
improvements in fuel efficiency, coupled with more widespread coal infrastructure in
the second half of the 19th century, made the productivity gains evident (Fouquet,
2010; Smil, 2017).
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10 International Financial and
Tax Reforms

José Antonio Ocampo®

10.1 Introduction

Strengthening the international financial and tax systems has been at the centre of
recent global debates. The United Nations has proposed various associated policies
and offered a forum for discussions towards global agreements in these areas
(UN, 2023b, 2023c). Several proposals were also endorsed by the UN High-Level
Political Forum on Sustainable Development held in September 2023 (UN, 2023a).
In addition, the Group of 20 (G20) convened an independent expert group that
provided recommendations on enhancing the role of multilateral development banks
(MDBs) (G20, 2023b), and its Leaders’ Summit endorsed an agreement to strengthen
development financing (G20, 2023a). This was complemented by the proposed
Evolution Roadmap of the World Bank Group (World Bank, 2022b, 2024). Recurring
institutional recommendations include equitable participation of developing
countries' in international financial institutions, an issue that has been underscored in
various UN Conferences on Financing for Development from 2002 to 2015.

This chapter outlines five elements of this global reform agenda.
Section 10.2 analyses development financing. Section 10.3 looks at international
monetary reform. Section 10.4 considers proposals on how to mitigate the
over-indebtedness of several developing countries. Section 10.5 looks at
international tax cooperation, and Section 10.6 looks at the institutional dimensions
of global cooperation in all these areas.

10.2 Development Financing

In 1944, at Bretton Woods, the International Bank for Reconstruction and
Development was created, which is now part of the World Bank Group. This was
followed by the development of several regional and inter-regional institutions; their
financing goes to both the public and private sectors and has evolved from project
financing to the support of development programmes. They offer preferential lines
for the poorest countries through institutions like the International Development
Association (IDA) of the World Bank Group or special credit facilities within
their general programmes. They also play a countercyclical role, compensating
for the pro-cyclical pattern of international private financing that developing
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countries face. In addition, they analyse national, regional, and global economic
conditions and recommend appropriate policies to manage them, essentially acting
as knowledge banks (Ocampo and Ortega, 2022).

As Figure 10.1 indicates, traditional regional banks—excluding the European
Investment Bank—have grown faster than the World Bank Group in recent decades,
even surpassing it in terms of financing since the mid-2010s. Nevertheless, the
World Bank continues to play the strongest countercyclical role, as reflected in
the sharp increase in its financing during the North Atlantic financial crisis?> and
recent adverse global economic conditions, such as the COVID-19 pandemic and
the global slowdown with inflation in 2022-2023. This recent countercyclical
function was performed more strongly by IDA than by the International Bank for
Reconstruction and Development (part of the World Bank), thus supporting, in
particular, low-income countries.
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Figure 10.1 Loan Commitments for Developing Countries From Multilateral Development
Banks (US$ Million)

Notes: Traditional regional banks include the African Development Bank, Asian Development Bank,
Development Bank of Latin America and the Caribbean, European Bank for Reconstruction and
Development, Inter-American Development Bank, and Islamic Development Bank. New banks include
the New Development Bank (New DB) and Asian Infrastructure Investment Bank (AIIB). The data
from the World Bank Group refer to fiscal years.

Sources: Annual reports of each institution.

In terms of relative support to different regions, the World Bank Group
provides the most funding to Sub-Saharan Africa and South Asia—the world’s
poorest regions. Financing by regional banks is dominant in Europe, due to role
of the European Investment Bank, followed by Latin America and the Caribbean
(Ocampo and Ortega, 2022).

The UN, G20, and World Bank reports mentioned in the introduction proposed
three key recommendations on development financing.> First, besides fostering
equitable and sustainable development, MDBs must finance the contributions
of developing countries for the provision of global public goods, especially the
prevention of pandemics and fight against climate change. Second, they called for
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contingency clauses on the vulnerability of developing countries to climate and
health issues as well as on the effects of international economic crises on them.
These clauses would allow the temporary suspension of debt service with these
institutions and, if necessary, a reduction in associated liabilities. Lastly, they
emphasised the need for closer collaboration with the private sector, including
supporting its possible contribution to the provision of global public goods.

Inrelation to the first issue, MDBs substantially increased their financing to global
public health after the outbreak of the COVID-19 pandemic, from US$2.6 billion
to US$11.1 billion between 2019 and 2020. Commitments to climate finance
have been larger and have grown over a longer period. In 2022, they provided
US$60.3 billion to low- and middle-income countries, which is more than double
the financing that they had provided in the mid-2010s, and have mobilised private
finance concurrently (Ocampo and Gonzalez, 2024).

An essential part of these proposals is the need for concessional credits or
donations to be channelled through MDBs. These benefits should be extended to
support the contribution of middle-income countries to global public goods and
include mechanisms for partially subsidising private sector credits to leverage their
investments in those goods. Achieving this requires a significant increase in official
development assistance (ODA), a challenging issue given the current limitation of
aid resources. Beyond the concessional character of the resources needed, these
proposals advocated for longer-term MDB loans (e.g. 30-50 years) with extended
grace periods and lower interest rates. Furthermore, to manage exchange rate
volatility, they suggested more lending in the countries’ national currencies.

In addition, these included various proposals for leveraging the capital of MDBs,
thus allowing expanded lending by these institutions, maintaining their investment
grades.* Innovations must also be developed in financial mechanisms that support
private investments, including guarantees and public-private partnerships.

To fulfil these functions—and their more traditional ones—it is critical to
adequately capitalise MDBs. The capitalisations of the World Bank Group in 2018,
and of all MDBs after the North Atlantic financial crisis, responded to this demand.
It is remarkable that the 2023 G20 agreements were much weaker than those of
2009, which called for capitalising all MDBs (G20, 2009).

The magnitude of the funding proposals from MDBs differed significantly. The
G20 Independent Experts Group proposed increasing the annual financing of these
institutions to US$500 billion by 2030—approximately tripling the value of their
loans—one-third of which would be in ODA or concessional credits (G20, 2023b).
The proposals of the UN were much more ambitious; they called for a return to the
1960 ratio financing by MDBs and the size of the world economy, which implied
increasing those loans to nearly US$2 trillion, a figure closer to the estimate of the
Sustainable Development Goal financing gap (UN, 2023c).

Finally, the reports posited that MDBs should be strengthened as a service
network. For the World Bank, this entails participating in regional projects
alongside regional partners. Furthermore, all MDBs should collaborate with
national development banks and other public institutions (Griffith-Jones and
Ocampo, 2018). This collaboration would allow national development banks to
execute global public goods programmes and to serve as information conduits on
the financing needs of their respective countries.
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10.3 International Monetary Reform

Unlike development financing, international monetary reform has not been central
to recent global debates. In November 2023, the International Monetary Fund
(IMF) Executive Board proposed to its Board of Governors a 50% increase in
quotas, maintaining member countries’ shares but opening the discussion for quota
realignments. This should lead to a decision in 2025.

In terms of credit lines, major reforms were adopted in 2009-2010, including (i)
the duplication of all existing lines; (i1) the creation of contingency (or precautionary)
instruments, comprising a flexible credit line with no conditionality for countries
with solid macroeconomic fundamentals, and a precautionary and liquidity line,
to which a broader set of countries have access but with conditionality; and (iii)
more flexible lines for low-income countries, for whom interest payments were
also eliminated in 2015.

During the COVID-19 pandemic, emergency credit lines were widely used,
offering financing with no conditionality for 80 countries, although in limited
amounts up to each country’s quota. A limited short-term liquidity line was also
created for up to 145% of the quota. In October 2023, the IMF Executive Board
allowed eligible members to concurrently use the flexible and short-term liquidity
lines, with certain limits (IMF, 2023a). Improvements in the contingency credit
lines must continue, as they are essential crisis prevention tools and efficient
alternatives to reserve accumulation.

The magnitude of IMF financing since its origin, estimated as a proportion
of the world’s gross domestic product (GDP), is in Figure 10.2. Until the 1970s,
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Figure 10.2 International Monetary Fund Lending Relative to Gross Domestic Product,
1950-2022 (%)

Source: Author’s estimates based on IMF data, using World Bank classification of countries by income
in 2000.
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high-income countries were the most active users of IMF lending. The situation
changed radically in the 1980s, when developing countries became the major
borrowers. They have remained so, except temporarily during the Eurozone crisis.
Although IMF financing increased during the North Atlantic and recent crises, it
was much smaller than during the Latin American and Asian crises.

Conditionality continues to be regarded as IMF’s stigma in global debates. In
2002, it was agreed to return to the principle of macroeconomic conditionality,
thus eliminating the complementary focus on structural conditionality that had
been in place since the 1980s. In 2009, it was further determined that failure to
meet structural goals would not prevent credit disbursements. Conditionality was
strengthened in 2018, when IMF was allowed to determine conditionality grounded
in governance standards and anti-corruption efforts.

The inclusion of governance is part of a broader set of agreements reached
since 2012 that have also comprised standards on social spending, gender equality,
climate change, and digital money in surveillance and lending programmes to the
extent that they have macroeconomic effects (i.e. on the balance of payments or
economic and financial stability). The Independent Evaluation Office has analysed
the extent to which this has implied an excessive expansion of the IMF mandate
(Rustomjee et al., 2023).

The management of capital account shocks is a critical issue for developing
countries that have access to international private financing but on a pro-cyclical
basis. In this regard, an important decision, adopted in 2012, was the approval of
an ‘institutional view’ on capital account management, which indicates that the
liberalisation of the capital account is not always positive’ and that regulations
of capital flows may thus be convenient in certain circumstances—although
temporarily so, according to this vision (IMF, 2012). This institutional view
remains in place today.

An additional issue is the more active use of Special Drawing Rights (SDR).
Two funds have been created that are financed by countries willing to deposit their
unused SDR: (i) the Poverty Reduction and Growth Trust, for balance-of-payments
problems of low-income countries; and (ii) Resilience and Sustainability Trust,
which supports prospective balance-of-payments stability for low-income and
vulnerable middle-income countries, including managing risks associated with
climate change and pandemics (IMF, n.d.). These mechanisms ensuring the
liquidity of SDR have been essential to maintain their reserve currency status.

SDR should be the focus of more ambitious reforms, however. There have
only been four historical allocations. The initial allocation was in the early 1970s,
and then another occurred in 1980. The last two, which were in 2009 and 2021,
happened in response to international crises, with the latter after a 1-year lag, as
the United States did not support it in 2020. Analyses on this matter—e.g. IMF
(2011), Kenen (2010), Ocampo (2017), and Williamson (2009)—indicated that
SDR releases could be much higher, at least US$200 billion and even up to
US$400 billion per year, with a countercyclical character. For more active use,
a main reform would be to eliminate IMF’s dual accounting, which currently
separates SDR from its current operations. Once this duality is eliminated, the
unused SDR could be considered deposits of IMF countries, which could be used
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to finance its credit programmes (Ocampo, 2017). There have also been proposals
to change the criteria for allocating SDR to include—beyond IMF quotas—criteria
that would increase the share of developing countries.

A notable distinction of MDBs is the weakness of regional institutions in the
international monetary system. They include the European Stability Mechanism,
created in 2012 during the Eurozone crisis; Chiang Mai Initiative, amongst the
countries of the Association of Southeast Asian Nations (ASEAN), China, Hong
Kong, and South Korea, launched in 2000 and significantly expanded in 2009;
and Latin American Reserve Fund, created in 1991 as a successor to the Andean
Fund from 1978, which comprises nine countries. It is essential, therefore, to
expand the role of regional monetary institutions and to encourage IMF to engage
more actively with them during crises. One incentivising mechanism could be
considering contributions to these institutions as an additional criterion in SDR
allocation.

In addition to IMF and regional arrangements, swap facilities also play a role
as short-term financing mechanisms, including the US Federal Reserve, but these
basically benefit only other developed countries. The Central Bank of China has
also been increasingly active in these facilities.

10.4 Sovereign Debt Restructuring

The restructuring of sovereign debts is an absent element of international financial
cooperation. The only traditional mechanism is the Paris Club, but this focusses
on bilateral official debts with Organisation for Economic Co-operation and
Development (OECD) countries.

Ad hoc mechanisms have been adopted in the past to manage sovereign debt
crises. After the Latin American debt crisis, the Brady Plan was launched in
1989, which helped reduce debts and catalysed the development of a sovereign
bond market for developing countries. For low-income nations, the Heavily
Indebted Poor Countries Initiative was adopted in 1996. It was complemented in
2005 with the Multi-Lateral Debt Relief Initiative, which cancelled the debts of
eligible countries with IMF, World Bank Group, and African Development Fund.
A similar mechanism was adopted by the Inter-American Development Bank in
2007. Following the 1994 Mexican peso crisis, OECD’s G10 proposed introducing
collective action clauses in US bond contracts, resembling the system already
used in London bond contracts. These provide a mechanism by which a qualified
majority of holders can agree on changes in the bonds’ contracts.

The only attempt to create a stable institutional framework for debt restructuring
took place during 2001-2003 at IMF. The objective was to create a mechanism that
would allow unsustainable international debts to be restructured through a rapid,
orderly, and predictable process while protecting the rights of creditors (Krueger,
2002). The proposal excluded domestic public debts from these renegotiations. In
the final versions of the proposal, it was agreed that the body to be created would
be independent of IMF’s Executive Board and Board of Governors.® However,
the final proposal was rejected by the United States as well as some developing
countries, such as Brazil and Mexico. As an alternative, Mexico spearheaded in
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2004 the use of collective action clauses in US-issued bonds. Additionally, in
2013, the Eurozone mandated the inclusion of aggregation clauses in its members’
bond contracts, which would allow the joint renegotiation of several bond issues.

Argentina’s defeat in 2013-2014 US court litigation showed the problems
associated with the interpretation of the pari-passu clause, which forced the country
to fully repay creditors that had not participated in two previous renegotiations, known
as the holdouts. The solution adopted by most countries was the introduction of both a
revised pari-passu clause’ and the European aggregation mechanisms. Mexico led the
way in November 2014 and also replaced the fiscal agent with a trustee to represent
bondholders in negotiations, a system already in use in London. Nevertheless, these
changes did not exclude the possibility of blocking majorities and coherence between
bonds and other debt contracts. Also, the revised collective action clauses do not
solve the problem that about half of the sovereign bonds of emerging and developing
countries lack expanded collective action clauses (World Bank, 2022a).

The COVID-19 pandemic helped expose the high interest rates that the global
economy has faced in recent years. Figure 10.3 shows that the share of highly
indebted low-income nations had declined significantly after the 2005 Multi-Lateral
Debt Relief Initiative but has surged back since the mid-2010s to almost 30%
(Chuku et al., 2023; Volz et al., 2021). Similarly, the proportion of middle-income
countries with high debt decreased in the first decade of the 21st century but
increased later, reaching a new peak in 2020.
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Source: IMF, World Economic Outlook Databases, https://www.imf.org/en/Publications/SPROLLSs/
world-economic-outlook-databases [accessed August 2024].

The high interest rates and low availability of financing for developing countries
in private international financial markets have generated further problems,
including the illiquidity of several solvent countries. IMF projections indicated
that all groups of developing countries will continue to have higher debt levels than
those in 2019, portraying persistent debt stress even for countries that do not face
default risks (IMF, 2023b).
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During the pandemic, the G20 and Paris Club created the Debt Service
Suspension Initiative for low-income countries, which helped suspend payments
of US$12.9 billion from 48 out of 73 eligible countries between May 2020 and
December 2021 (World Bank, 2022a). At the end of 2020, the G20 and Paris Club
also launched a debt-restructuring mechanism, the Common Framework for Debt
Treatment for Debt Service Suspension Initiative-eligible countries. However, only
Chad, Ethiopia, Ghana, and Zambia have requested debt relief under this agreement.
For these reasons, it is essential to establish a permanent institutional mechanism
for sovereign debt restructuring (UN, 2023b, 2023c). This mechanism should
preferably operate within the UN but also in IMF if decisions by the appropriate
dispute settlement body remain independent of IMF’s Executive Board and Board
of Governors. The renegotiations framework should follow a three-stage process,
each with a fixed deadline—voluntary renegotiation, mediation, and arbitration.

However, since these negotiations would be a long and complex process, it is
essential to adopt a complementary ad hoc instrument to help avoid total deadlock
and lack of progress. One possibly is the expansion of a revised Common Framework
for Debt Restructuring, as proposed by the UN and other institutions. In that case,
it should include a clear and shorter time frame, suspend debt payments during
negotiations, establish clear processes and precise rules, guarantee the participation
of private creditors, and expand eligibility to middle-income countries.

An alternative to the framework could be a mechanism supported by IMF and/
or MDBs. The institution in charge would provide the renegotiation framework and
could provide some financing—which would facilitate the restructuring process
(Ocampo, 2022). This and additional financing for developing countries should
consider long-term needs, including those associated with climate change as
suggested in Baqir, Diwan, Rodrik (2023).

A complex problem is whether debts owed to MDBs and IMF should be
included in the restructuring processes, as occurred in 2005 for low-income
countries. As argued by Zucker-Marques, Volz, Gallagher (2023), this could be
necessary, as a significant proportion of the debts of highly indebted countries lies
with MDBs. It should be added that the traditional separation between official and
private creditors has become more complex due to new official lenders—notably
China—but also various debt contracts that are different from bonds. Future
aggregations must encompass all obligations. A global debt registry is therefore
necessary, encompassing all types of private and official credits and both external
and domestic debts. This mechanism is essential for equitable creditor treatment
and to enhance the transparency of debt-restructuring processes.

Finally, to reduce the risk of future debt crises, World Bank (2022a) and other
analyses suggested a broad adoption of debt instruments like state-contingent
bonds, offering variable returns linked to economic conditions or commodity prices.
These instruments alleviate pressure on sovereign balance sheets during economic
downturns and hold potential advantages for investors. It is worth noting that, unlike
the positive proposals for development financing, the 2023 G20 Summit showed
little progress in addressing the over-indebtedness of many developing countries,
except in supporting the existing but relatively ineffective Common Framework
(G20,2023a: para. 54). Since then, proposals in this area have continued to be absent.
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10.5 International Tax Cooperation

International tax cooperation has been historically managed through a large network
of bilateral tax treaties. The Committee of Experts on International Cooperation in
Tax Matters, a subsidiary body of the UN Economic and Social Council, became a
regular committee in 2004 and was upgraded in the UN Conference on Financing
for Development in 2015. The bilateral treaties follow two basic models, designed
by OECD and the UN, which are generally viewed as favouring countries where
the headquarters of multi-national corporations (MNCs) are located and where they
have investments, respectively.

In recent decades, the convergence of tax reforms in developed countries and
OECD’s soft-law standards has created a landscape where MNCs take advantage of
tax benefits, preferential regimes, and tax havens. To respond to these challenges,
in 2013 base erosion and profit shifting (BEPS) negotiations were launched in
OECD, resulting in a multilateral convention signed in 2017. It was followed by
an inclusive framework on BEPS, now encompassing 145 countries. The Global
Forum on Transparency and Exchange of Information for Tax Purposes had been
previously launched, in 2000, and now includes 169 countries.

The outcome of the inclusive framework negotiations was an agreement in
October 2021, comprising two elements. Under Pillar I, parts of the global profits
of MNCs would be apportioned to countries in which their customers are located.
However, this only applies to very large and profitable firms—those with annual
global turnovers exceeding €20 billion and profit margins of at least 10% of
revenue—and only for 25% of their residual profits, defined as exceeding a 10%
profit margin. Pillar II established a minimum effective tax rate of 15%.%

Although the agreement represented progress in tax cooperation, it has faced
several criticisms. On Pillar I, developing countries consistently advocated for a
meaningful reallocation of taxing rights to countries where MNCs conduct their
business. In turn, the tax rate adopted under Pillar I has been deemed as too low by
many analysts; it is below the 21% proposed by the United States and well below
the current corporate tax rates of African and Latin American countries, which are
around 25%. Although it was intended as an effective rate, several carveouts imply
that it will be significantly below 15%.

Another problem is that signatories are required to remove unilateral measures like
digital services taxes, a condition that is unsatisfactory for many developing economies
as it would limit their ability to tax digital MNC:s in the future. Despite its weaknesses,
most OECD Inclusive Framework members accepted the agreement, except Kenya,
Nigeria, and Sri Lanka. Pillar I still needs a convention to be effective, and its approval
by all parliaments, particularly by the US Congress, is an additional uncertainty.

According to a recent analysis by the European Union Tax Observatory,
exchange of information has been effective in reducing untaxed offshore financial
wealth. However, the global tax revenue loss due to shifting of profits from
MNCs to tax havens continues to be high—close to 10%—and the effective tax
rates for billionaires are very low (Alstadsater et al., 2023). Indeed, the greatest
benefits of these tax reforms are expected to go to high-income countries, where
the headquarters of the main MNCs are located (Alstadseter et al., 2023).
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In response to the marginal benefits for the developing world, African
countries proposed negotiating a UN tax convention. In November 2023, the
UN approved—by a wide margin®—the establishment of an intergovernmental
committee to draft the terms of reference for a convention aimed at an effective
and inclusive international tax cooperation system. This committee started its
negotiations in 2024.

The future UN convention must build upon—but go beyond—the reallocation
of taxing rights provided by the OECD agreement. This entails developing an
effective mechanism to tax MNCs operating in all markets—including those
that use digital services—which should be based on the principle of ‘significant
economic presence’. A higher effective minimum tax rate should also be adopted
as well as clear criteria for taxing activities associated with the exploitation of
natural resources. Minimum standards for income taxes for richer people should
also be drawn up, including a wealth tax (i.e. taxing billionaires at least 2% of their
wealth). It should also include an agreement to create a global asset registry that
identifies the final beneficial ownership of all assets.!°

The challenges of these negotiations must not be underestimated, as most
developed countries voted against the OECD agreement. The hope is that they
will realise that it is in their own best interests to join and to support this inclusive
process.

There are two additional issues in international tax cooperation that must be
considered. The first relates to the transformation of the UN Committee of Experts
on International Cooperation in Tax Matters into an intergovernmental organ.
This proposal has been defeated twice: (i) in 2004, when the committee was given
permanent status; and (ii) in 2015, when the Group of 77 presented a similar
proposal at the Addis Ababa Financing for Development Summit. The alternative
would be to create a new UN institution—the International Tax Authority. The
second is the weakness of regional tax cooperation processes. OECD has its own
system of cooperation amongst its members. The African Tax Administration
Forum is also one of those mechanisms. In turn, the Latin American and Caribbean
Taxation Platform was created in July 2023 under the leadership of Brazil, Chile,
and Colombia. Both mechanisms must expand tax cooperation activities amongst
their members.

10.6 Concluding Remarks: Critical Institutional Issues

In institutional terms, the reform of the international financial and tax system
must address four key issues. The first is to continue with the reform of Bretton
Woods institutions, especially enhancing the voices and participation of
developing countries. This requires updating capital shares based on the relative
size of economies, continuing the reforms adopted in 2008-2010. Additionally,
increasing the weight of the basic votes!! and expanding the use of double-majority
decisions would favour developing countries, given that they have a larger number
of members. The possibility of veto power for decisions requiring 85% of votes
should also be eliminated.
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To ensure a transparent and equitable system for electing the heads of IMF and
World Bank, it is crucial to uphold the principle of equal treatment of all member
countries in their aspiration to lead these international organisations, which are
part of the UN system. For IMF, there is at least competition amongst European
countries for the appointment of its managing director. For the World Bank, the
only semi-competitive process for the election of its president was in 2012, in
which there were two candidates from developing countries.

There are also proposals to alter the power of the different decision-making
bodies. This is related to the fact that the agreements made in the ministerial
meetings—the IMF International Monetary and Financial Committee and World
Bank Development Committee—are not binding but only recommendations to
the executive boards and boards of governors. Due to information asymmetries
and coordination costs, management is powerful in both institutions and limits
the executive boards’ ability to modify proposals prepared by staff and cleared by
management.

The second key institutional issue involves creating a representative committee
at the top of the international economic cooperation system. This recommendation
is essential to overcome the elite multilateralism constituted by the OECD’s G10,
G7, and G20 and aligns with a longstanding history of proposals advocating the
creation of an economic security council or an L27 based on the current Economic
and Social Council of the United Nations (Dervis and Ozer, 2005; Rosenthal,
2007). The Global Economic Coordination Council is the most interesting,
proposed by the Commission of Experts on Reforms of the International Financial
and Monetary System (known as the Stiglitz Commission), convened by the UN
General Assembly after the North Atlantic financial crisis (UN, 2009). According
to this proposal, this council would coordinate the activities of the UN system;
IMF, World Bank, and the World Trade Organization would also be integrated
into the system. It would adopt a representation regime based on constituencies
and weighted voting, mirroring the structure of the Bretton Woods institutions,
and operate as a council at the level of heads of government that could convene
ministerial meetings. Although this would not follow the UN principle of ‘one
country, one vote’, it would recognise that a global economic governmental
system cannot function if the most powerful countries are not sitting at the
negotiating table. It should be noted that, if a new apex body is created, the
Economic and Social Council should continue to function as coordinator of
the economic, social, and environmental activities of the UN Secretariat, funds,
and programmes.

The third reform is, as discussed in previous sections, to create global institutions
inthe areas of debt and tax reform. In the first of these areas, a permanent institutional
mechanism should be established for sovereign debt restructuring. In international
tax cooperation, the UN Committee of Experts on International Cooperation in
Tax Matters could be transformed into an intergovernmental organ, or the new UN
International Tax Authority could be formed. In both cases, it would be essential to
determine the complementary roles of the UN and OECD in this area.
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The fourth key institutional issue is the development of multi-level architecture
in which regional institutions play a crucial role. Such a scheme acknowledges
that globalisation is also a world of open regionalism, which implies that there is
synergy between regional and global entities and that competition between them
can be constructive. Additionally, that architecture would benefit from the sense of
ownership of regional institutions by small and medium-sized countries, as they
have very limited voices in global ones.

An architecture of this type already exists in MDBs, which should also continue
to improve. It should also be extended to the international monetary system, where
this network is a half-empty set, and to international tax cooperation, where it is
almost non-existent.

Notes

* The author is grateful to Juan Sebastidn Betancur, Tommaso Faccio, Karla Daniela
Gonzélez, and Natalia Quifionez for their support while drafting this chapter.

1 These countries include ‘emerging’ economies.

2 This term refers to the 2007-20009 crisis, generally called the global financial crisis. Since
its axes were the United States and Western Europe, this is a more appropriate term.

3 The need for additional financing includes official development assistance, which is not
discussed in this chapter, except in relation to supporting MDB programmes.

4 See, in particular, G20 (2023a) and World Bank (2022b).

On the analysis of the associated risks by IMF staff, see Ostry et al. (2012), amongst

many others.

6 Hagan (2005) provided an authoritative account of these negotiations.

7 This clause generally means ‘of equal rank’, but the US courts interpreted it as equal
to pro-rata payments. A change was introduced in the new contracts that eliminates any
possibility of interpreting the clause as pro-rata.

8 OECD. “Base Erosion and Profit Shifting.” https://www.oecd.org/en/topics/policy-
issues/base-erosion-and-profit-shifting-beps.html

9 125 votes in favour, 48 against, and 9 abstentions.

10 See the proposals made by ICRICT (2022a, 2022b). The proposal for minimum taxation
of the billionaires comes from the EU Tax Observatory (2023).

11 In the case of IMF, returning to the levels agreed in 1944 would mean increasing them
from 5.5% to one-ninth of total votes.
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11 Global Resource Mobilisation

Health and Economic Recovery

Jayati Ghosh

11.1 Global Health Challenges

Health has always been a global concern, but the cross-border implications of
drivers of ill health and their spread have more recently come to the fore. Events
such as the COVID-19 pandemic have shown how unwise it can be to consider
health concerns only in terms of their local and national impacts since both
prevention and treatment of many forms of morbidity require a supra-national
approach. Unfortunately, the lessons from that experience seem to have been
rapidly forgotten by policymakers, especially those based in developed countries.

In the 20th century, the approach to health policies was inherently national—even
local—in scope and orientation. Policies and spending varied with per capita income
and levels of health infrastructure and services. The spread of infectious diseases
was mostly viewed as an attribute of lack of economic development, associated with
poor nutrition, sanitation, and housing conditions. It was believed that as countries
moved up the per capita income scale, morbidity would be concentrated in ‘lifestyle’
diseases and disorders, rather than in diseases contracted through transmission.

However, this approach was outdated even before the COVID-19 pandemic,
as other epidemics such as severe acute respiratory syndrome (SARS), Ebola,
and HINT1 indicated new potential for infectious disease spread. Some new health
challenges also emerged from the very processes of health delivery, such as the
increasing dangers posed by antimicrobial resistance, which renders many existing
disease treatments ineffective and can be spread through human mobility.

Pollution, climate change, and the degradation of nature pose a host of new
challenges to health and are already undermining progress in health indicators in
some of the poorest and most vulnerable populations. Pollution generates clear,
well-known health risks. Climate change threatens some basic human requirements,
such as clean air, safe drinking water, nutritious food supply, and safe shelter, and
is creating heat conditions that are impossible to live and work in. According to
the World Health Organization (WHO), between 2030 and 2050, climate change is
expected to cause around 250,000 additional deaths per year, from undernutrition,
malaria, diarrhea, and heat stress.! Heat-driven morbidity is particularly acute for
workers who are forced to continue to labour under extreme conditions. Many are
informal workers in low- and middle-income countries (LMICs) with little or no
legal or social protection and poor access to affordable health care.
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Even these numbers are underestimates; they exclude the mortality and
morbidity associated with major climate shocks as well as the more gradual but
nevertheless significant increase in communicable diseases due to various impacts
of global warming, such as the increased incidence of typhoid in Nepal? or spread
of flood-related diseases like cholera in Uganda.’ In addition, various zoonotic
diseases are emerging, which are strongly associated with economic activity,
along with changes in the natural environment and rising temperatures. The
areas and regions where health infrastructure is already weak—as in the majority
of developing countries—are the least able to cope with these threats without
assistance, both technical and financial.

Even during the COVID-19 pandemic, short-term national interests triumphed
over what could have been a much more effective and efficient multilateral
approach, especially with regard to the appropriation of vaccines and treatment
drugs. Recently, addressing health concerns multi-laterally has been confined to a
few halting and inadequate measures.* The failure to come to an agreement on a
pandemic accord at the World Health Assembly in May 2024—just 2 years after
a global pandemic led everyone to say ‘never again’—is another reminder of the
perilous state of multilateral processes today.

The absence of an international approach to health is only one concern. Another
is the prevailing international economic architecture that reduces the ability of
nation-states, especially in lower-income countries, to develop and to finance health
systems and policies that can confront these challenges. Moreover, the fiscal space
of governments is reduced through high sovereign debt servicing requirements that
often become the first charge on public resources; an outdated global tax system
that makes it difficult to raise revenues by adequately taxing both corporate and
individual high-income earners; and limits on public spending and on running
deficits, even in situations of extreme need, due to fear of flight of highly mobile
capital. The global intellectual property regime also constrains the transmission of
essential knowledge and technology that can counter existing and emerging health
threats.

11.2 Constraints Posed by the International Economic Architecture
and the Limited Fiscal Space of Developing Countries

The international economic system generates balance-of-payments deficits or dollar
shortages in the poorest nations and concentrates surpluses in a few countries. Such
surpluses must be recycled to ensure the stability of the global system and progress in
developing countries. The standard recycling mechanisms are grants, concessional
aid, foreign direct investment, and debt. In practice, debt has dominated, and it
must be serviced. Yet global inequality and inadequate economic diversification
in LMICs provide structural reasons for continued deficits, which then generate
continued borrowing to meet amortisation and interest.

The role of private creditors in international debt markets has recently increased.
Between 2000 and 2021, the share of public and publicly guaranteed external debt
of low- and lower-middle-income countries owed to bondholders jumped from
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10% to 50% (UNCTAD, 2024a). Meanwhile, ‘aid fatigue’ has led to declines in the
volume of bilateral flows and concessional credit from Paris Club official creditors,
just as China’s bilateral lending significantly increased. Indeed, China is now the
most important bilateral lender for many countries.

The multiplicity of creditors has made debt crisis resolution difficult. There
are differences between the major bilateral creditors, and no effective pressure
exists on private creditors to force them to participate in debt relief. Multilateral
development banks (MDBs) have refused to take ‘haircuts’ (i.e. a reduction of the
amounts that must be repaid), arguing that these would affect their credit ratings
and therefore their ability to borrow at low interest rates. As a result, the burden
of whatever restructuring has occurred has fallen on bilateral creditors, which, in
practice, mainly impacts China.’

In late 2023, more than half of low-income countries were at high risk of debt
distress or in debt distress (World Bank, 2022). Middle-income countries were
also affected, with explicit defaults (e.g. Sri Lanka) or severe debt stress (e.g.
Egypt and Pakistan). The general presumption is that dramatically increased
external debt stress resulted from the COVID-19 pandemic, which caused public
revenues to fall due to the lockdowns and impact of the disease, even as public
spending increased for the same reasons. However, this interpretation is incorrect
for several reasons.

The current explosion of debt distress across a range of LMICs is the
culmination of a medium-term process, beginning with increased access to
credit that was enabled after the massive liquidity expansions by central banks in
developed countries after the 2008 global financial crisis. This began yet another
boom-bust cycle of capital flows to developing countries’ markets since the 1970s.
Low interest rates and increased access to funds generated a greater appetite for
risky investment. Even countries that were previously not attractive for financial
markets—so-called ‘frontier markets’—became recipients of credit and bond
market access. Many LMICs took advantage of this and received capital inflows
much greater than in the past from a wider variety of sources, including private
lenders and new bilateral lenders like China. In some of the recipient countries,
these funds were not always used for productive investment that could generate
foreign exchange but were spent on imports of non-essential consumption goods
or vanity projects of leaders.

When economies are lower down in the pecking order of international finance,
periods of capital inflows tend to be followed by periods of outflow, driven by
concerns about growing current account deficits or—more often—by global factors
such as changes in rates of return in ‘core’ countries. The COVID-19 pandemic,
inflationary pressures activated by Russia’s invasion of Ukraine, and the subsequent
tightening of monetary policies in developed economies ended the period of
easy access to international finance for most LMICs. Meanwhile, the impact of
the pandemic and rise in global food and fuel prices meant that many countries
were less able to generate foreign exchange for debt services. Several countries
effectively resorted to Ponzi financing, taking on fresh debt to service existing debt.
They were thus especially vulnerable to shifts in capital markets.
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Current debt problems have had little to do with actual increases in the public
debt of LMICs during and after the pandemic. Indeed, many LMICs face sovereign
debt crises although they were much more fiscally prudent than developed
economies throughout the pandemic and after. The increase in public spending by
these countries as a group has been relatively modest—even negligible—especially
when compared to the massive increases in public expenditure (and consequent
deficits) in developed economies (Table 11.1). LMICs largely controlled their
discretionary spending and primary deficit—gross domestic product (GDP) ratios
despite sharp decreases in revenue, which meant not spending adequately for
social protection or countercyclical attempts at recovery. Such fiscal rectitude on
the part of LMICs meant that the burden of the pandemic was even greater on the
populations in these countries.

Table 11.1 Fiscal Indicators (% of GDP)

2018 2019 2020 2021 2022 2023

Advanced economies

General government revenue 36.0 35.7 36.1 37.0 37.4 36.9

General government expenditure 38.4 38.7 46.4 44.5 41.7 41.3

Primary balance 0.9 -1.5 -9.0 —6.2 -2.8 2.8
Middle-income countries

General government revenue 27.9 27.4 25.6 26.5 26.5 26.0

General government expenditure 31.4 32.0 34.4 31.8 31.8 31.8

Primary balance -1.8 2.7 —7.1 -3.4 -34 -3.7
Low-income countries

General government revenue 14.8 14.5 13.8 14.3 14.7 14.9

General government expenditure 18.0 18.0 18.7 19.0 18.9 19.1

Primary balance -1.7 -1.9 -3.2 -2.8 -23 24

GDP = gross domestic product, IMF = International Monetary Fund.
Note: Numbers for 2023 are IMF projections.
Source: IMF (2023b).

Such fiscal discipline did not result in lower levels of the debt—-GDP ratio for
LMICs, however. Figure 11.1 shows that Developed economies already had
significantly higher levels of public debt in 2018, greater than their GDPs on average;
this further increased to 123% of their total GDP in 2020. Their public debt-GDP
levels fell in 2021, however, and continued to decline in subsequent years. There
was no such decline in public debt—GDP levels for LMICs; rather, these continued
to increase slightly, although the ratios remained well below those of developed
economies.
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Figure 11.1 General Government Gross Debt (% of GDP)

GDP = gross domestic product, IMF = International Monetary Fund.
Source: IMF (2023a).

This highlights two anomalies that capture the inequality and injustice embedded
in global financial markets. First, public debt—-GDP ratios continued to increase for
LMICs, although they spent relatively less and contained their primary deficits over
the pandemic period. Second, despite significantly lower debt—GDP ratios than
developed countries, sovereign debt crises have been concentrated in these countries
rather than in developed economies that started the period with higher public debt
levels and were, in fact, more profligate with spending. Clearly, private capital flows
are not determined by macroeconomic fundamentals but rather by investor behaviour
driven by currency hierarchies and perceptions of power in the global economy.

Far from being rewarded for this excessive fiscal prudence, LMICs have been further
punished by financial markets, as the average spread on their sovereign debt (above the
United States [US] Federal Reserve rate) ballooned from the start of 2020. This has been
unlike the experience of developed economies, where average spreads on sovereign
debt have remained low—generally well below 1 basis point—despite sharply increased
public debt in those countries. Figures 11.2 and 11.3 illustrate this point.
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These increasing spreads on sovereign bonds issued by LMICs have little to do
with economic fundamentals. Rather, monetary tightening in the major developed
economies created a ‘flight to safety’ to wealthy economies that do not have to play
by the conservative fiscal rules imposed on poorer countries. Ironically, such capital
outflows make adverse expectations become self-fulfilling for LMICs, creating new
difficulties in repayment as the costs of borrowing keep rising. By 2023, the debt—
GDP ratio for middle-income countries had ballooned to 68%, mostly because of new
fiscal spending, while the ratio for low-income countries increased to an even higher
73%, mainly because of legacy debt and compounding higher interest payments.

The rising cost of debt servicing has put pressure on government budgets.
A study by Debt Relief International found that in all developing regions in 2021,
debt service represented more than two-thirds of total core social expenditures
(i.e. education, health, and social protection taken together) (Martin and Waddock,
2022). In relation to total public health spending in 2021, debt service numbers
were even worse—nearly 10.0 times across all developing countries, nearly
6.0 times in the Middle East and North Africa, 7.5 times in Asia, 8.6 times in
Sub-Saharan Africa, 9.6 times in Latin America and the Caribbean, and 10.0 times
in Europe. Effectively, debt repayment has become the first charge on public
resources, forcing spending on the social and economic rights of citizens to be
curtailed, affecting health spending during and after the pandemic. Even countries
that were not experiencing external debt difficulties or large debt service outflows
restricted fiscal expansion because of fears of possible capital outflows.

Meanwhile, the outdated global taxation architecture has ensured that wealthy
people and global companies can avoid paying the same tax rates on their
income as those less favoured. International cooperation can play a major role in
curtailing this—even through the simple sharing of information across countries.
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The US Foreign Account Tax Compliance Act implemented in 2014 requires all
banks everywhere to report on the account holdings of US taxpayers under the
threat of penalties. Moreover, the automatic exchange of banking information
through the Common Reporting Standard of the Organisation for Economic
Cooperation and Development (OECD) began in 2017 and now involves more than
110 jurisdictions. While offshore tax evasion by individuals has not disappeared, it
has been significantly reduced (Alstadsater et al., 2023).

However, the loopholes for tax evasion within countries remain strong.
Global billionaires have effective tax rates equivalent to as little as 0%—0.5% of
their wealth, largely because they use opaque trusts that do not declare the beneficial
owners and ‘shell companies’ to avoid income taxation. The obvious remedy for
this is to institute a wealth tax on billionaires. Even a relatively low tax rate of 2%
would generate significant tax revenues—close to US$250 billion annually from
less than 3,000 people (Alstadseter et al., 2023).

Another international tax initiative, the OECD base erosion and profit shifting
(BEPS) process to control tax avoidance by multi-national companies (MNCs)
shifting their profits to low-tax or no-tax jurisdictions, has been less successful.
Prolonged negotiations led to an agreement in 2021 to enforce a minimum corporate
tax rate, but the compromise rate was only 15%—much lower than 25%, which is
the median of global corporate tax rates. Carveouts introduced subsequently (e.g.
showing ‘economic substance’) further reduced revenue gains from this tax. Profit
shifting has continued unabated, as about 35% of foreign profits of MNCs—around
US$1 trillion—were shifted to tax havens in 2022, about the same amount as before
the BEPS (Alstadsaeter et al., 2023). A proper implementation of a 20% minimum
corporate tax rate without loopholes would generate an estimated US$250 billion
per year.

The lack of proper global tax reform combined with decelerating economic
activity has put further pressure on fiscal space in LMICs, to the point that it has
been estimated that 85% of the world’s population was likely living in the grip of
austerity measures in 2023 (Ortiz and Cummings, 2022). This adds to inequality
between and within countries, economic insecurity, and worsening health
conditions, especially for women and girls.

Increased poverty and hunger can also be directly related to the constraints posed
by the international financial architecture. Around 122 million more people faced
hunger in 2022 than in 2019 (i.e. before the global COVID-19 pandemic), while
an estimated 42% of the world’s population—more than 3.1 billion people—were
unable to afford a healthy diet in 2021 (FAO et al., 2023). As always, women and
girls are the worst affected in terms of nutrition indicators, as gender inequalities in
food access continue to be pervasive, especially in the poorest parts of the world.
The countries experiencing the biggest increases in food insecurity are also those
reeling under debt crises and facing severe climate-change impacts.

Growing hunger and undernutrition reflect the interplay between lack of access to
physical supplies of food, purchasing power (and therefore livelihoods), and prices
of food items. Prices are driven by national and international trade patterns—and
therefore by the local, national, and global concentration of agribusinesses
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(Ghosh, 2023). There is also the effect of speculative activity in commodity futures
markets and their impact on spot markets for global trade prices of food items. Indeed,

Corporate profits from financial operations appear to be strongly linked to
periods of excessive speculation in commodities markets and to the growth
of shadow banking . . . During the period of heightened price volatility since
2020, certain major food trading companies have earned record profits in the
financial markets, even as food prices have soared globally, and millions of
people faced a cost-of-living crisis.

(UNCTAD, 2024b)

Speculative activity, however, tends to be short-lived. The sharp spike in food prices
from the run-up to Russia’s invasion of Ukraine in 2022 peaked in June 2023;
thereafter, food prices (especially of wheat) fell equally sharply. By August 2023,
data showed that wheat prices were well below their levels of 2 years previously
(FAO, 2023). This should have made life easier for food-importing countries; indeed,
several analysts concluded that such temporary spikes in food prices can be ignored
because they come down again relatively quickly. Yet for many countries, domestic
food prices have stayed very high or continued to rise even as global prices fell.

This phenomenon can be traced to the ability to import food and exchange
rate devaluations. The period from early 2022 onwards was marked by cascading
shocks impacting several food-importing countries—the end of the moratorium on
sovereign debt repayments; a shift to tighter monetary policies and higher interest
rates in rich countries, which led to capital flight out of these countries; and pressure
on import bills coming from higher energy prices. Most of all, the rigidity of debt
repayments created a severe constraint on other essential imports. These forces
also led to substantial currency devaluations, further increasing the local prices
of imported food. This is yet another mechanism through which international
economic relations affect nutrition and therefore health across the world.

Another concern is that there is still no adequately funded mechanism to enable
the prevention of and preparation for future global health threats like pandemics.
Even as a global pandemic accord continues to be negotiated without result thus
far (WHO, 2024b), there are concerns that essential principles (e.g. an emphasis on
equity and not allowing private profits to be privileged over public welfare) are not
being adequately foregrounded.

The Pandemic Fund was established in September 2022 and formally launched
under Indonesia’s G20 Presidency at the G20 meetings in Bali in November 2022.
Its mandate is to finance critical investments to strengthen pandemic prevention,
preparedness, and response capacities, with a focus on LMICs. However, it has thus
far remained significantly underfunded, having mobilised less than US$2.0 billion
of the initially assessed requirement of around US$10.6 billion.® Similarly, the
Global Fund to combat HIV, tuberculosis, and malaria is underfunded relative to its
aims (Green, 2024), while WHO itself remains considerably underfunded as well
(WHO, 2024a). Moreover, its functioning is constrained by increasing dependence
on voluntary contributions that are earmarked for donor-specified programmes and
projects (Iwunna, Kennedy, Harmer, 2023).
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There are more current failures of the international financial system. For example,
there is no global financial safety net to provide liquidity during crises. The system
is also unable to address the central challenges of financing development and
global public goods to meet climate and health challenges. International financial
institutions—particularly the International Monetary Fund (IMF)—continue to
impose conditions on borrower countries that undermine a nation-state’s ability
to ensure the socio-economic rights of its citizens and to provide necessary public
health infrastructure and services (Kentikelenis and Stubbs, 2023). Further, the
legal system underpinning the financial architecture—in particular that associated
with intellectual property rights—allows the profitability of private investors to
take precedence over human rights. This has very direct and strong public health
implications because of the ability of pharmaceutical companies to take advantage
of monopolies over knowledge to restrict production and to raise prices of essential
medicines, diagnostics, and instruments. This was already a major concern in
advanced economies (Baker, 2016)—and even more so in LMICs (Azam, 2016)—
but became sharply evident during the COVID-19 pandemic (Ghosh, 2021). All
of this has immediate and sustained impacts on health and other socio-economic
conditions throughout the world.

11.3 Current Reform Proposals

Since the COVID-19 pandemic, several important proposals for reform and for
multilateral initiatives to address some of these concerns have emerged. The
Independent Panel for Pandemic Preparedness and Response, chaired by Helen
Clark and Ellen Johnson Sirleaf, argued for stronger leadership and better
coordination regarding health at national, regional, and international levels,
including a more focussed and independent WHO, a pandemic treaty, and a senior
Global Health Threats Council (IPPPR, 2021). It also proposed a pre-negotiated
platform to produce vaccines, diagnostics, therapeutics, and supplies and to secure
their rapid and equitable delivery as essential global common goods. This requires
greater access to financial resources, both for investments in preparedness and to be
able to inject funds immediately at the onset of a potential pandemic.

The WHO Council on the Economics of Health for All, chaired by Mariana
Mazzucato, noted that delivering health for all will require more and better finance
suited to the particular demands of health investments (WHO, 2023). Therefore, it
proposed long-term financing, with more fiscal space for lower-income countries
to make critical investments in health; a redesign of the international financial
architecture to fund health equitably and proactively; and a properly resourced and
governed WHO to play a key global coordination role. With regard to the quality
of finance, the council emphasised the need to coordinate private investment
activity with public spending using a combination of incentives, regulations, and
controls. It also called for an international fund to stabilise low-income countries’
emergencies, supplemented by a longer-term borrowing facility.

The Global Preparedness Monitoring Board noted that global financing of
pandemic preparedness remains woefully inadequate, inefficient, uncoordinated,
and insufficiently aligned to country needs and processes (GPMB, 2023).
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Like others, the board has argued that the international financial system requires
comprehensive reform to make it fit-for-purpose; address urgent funding gaps with
predictability and timeliness; align it with national priorities and needs; enable new
ways to bolster national and international financing; generate the fiscal space for
domestic resource mobilisation; and align the modalities for grants, loans, and debt
relief with long-term prevention and preparedness.

There have been broader proposals for reform of the international financial
system, which would also impact health financing. The Bridgetown Initiative
proposed reforming the governance of international financial institutions; increasing
global liquidity through further issues of IMF Special Drawing Rights (SDR);
increasing multilateral lending, primarily through MDBs; and increasing private
sector investment for green transformation (Gold, 2023). It called for the inclusion
of disaster and pandemic clauses in all loans issued by major lenders to ensure
automatic debt suspension in the event of a climate or other major disruption. The
United Nations High-level Advisory Board on Effective Multilateralism’ similarly
recommended reform of international financial institutions; strengthening and
improving the global debt architecture to enable more rapid and effective debt
relief; repurposing the MDB system to provide more stable long-term finance;
improving the regulatory frameworks governing financial flows, both within and
across borders; and pursuing reforms in global taxation.

Two proposals from the United Nations High-Level Advisory Board on
Effective Multilateralism are of special significance—a global financial safety
net and enabling greater automaticity and fairness in the issuance and allocation
system of SDR. To give all countries access to foreign currencies during global
and regional crises, it recommends an IMF multilateral SDR-swap facility to
overcome the selectivity and fragmentation of today’s bilateral central bank swap
arrangements, which are led by a few major central banks. It also proposed regular
annual allocations of SDR as well as selective SDR allocation so that only those
countries that face weak external positions or external/natural shocks would receive
SDR in a general allocation. The conditions under which these SDR allocations are
triggered would be pre-specified to ensure a swifter global response.

Given this plethora of sensible proposals, what prevents any movement forwards
towards real change in the system? Clearly, both national and international politics
are currently impacting the potential for multilateral reform initiatives. Ongoing
wars and conflicts create obvious political barriers to cooperation. Within
countries, the continuing reliance on a neoliberal economic policy paradigm by
many governments and international institutions creates even more inequality
and breeds popular distrust and a lack of legitimacy. Hyper-nationalism and
domestic political polarisation are socio-political responses to various threats,
but they also add to them. They generate and accentuate the increasingly inward
and nationalist orientation of major players, such as the United States and many
European countries, constraining the need to empower WHO and to provide it
with the necessary financial resources. Meanwhile, the idea of more global funds
seems valid in principle but is unlikely to have much traction—not only because
of less enthusiastic donors, concerns about governance of such funds, and unclear
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principles on which the resources would be allocated—but also due to a lack
of legitimacy and trust amongst potential recipients. The less-than-impressive
experience of the few funds that are currently in operation or have been recently
created adds to the scepticism.

11.4 What Can Be Done

In this context, what are the realistic proposals for a new international economic
order that would enable both better conditions of health and sustained economic
recovery in the world, especially in the Global Majority? Some of the proposals
noted previously bear repetition since they could well be the minimum conditions
for achieving any real change in the international economic order, specifically for
ensuring better health for all.

The first relates to the reform of international financial institutions, which
must affect not only the governance structure but their approach and manner of
functioning. The need for reform of the management and governance structure of
IMF and World Bank has been reiterated often in the recent past since the current
institutions are outdated and too slow and meagre in their responses to have any
meaningful impact. Their policy orientation must be shifted. They must recognise
flaws in previous functioning and be better aligned with current needs for global
public investment to cope with global challenges to the environment and health.
SDR issuance must become a regular annual process, in line with the expansion
of the global economy, and the focus should be on selective issuance to countries
in need, with new SDR automatically provided according to predefined criteria
such as climate events and disasters, health crises, terms of trade and interest
rate shocks, and other shocks outside of the control of the country concerned. In
addition, lending by international financial institutions—especially IMF—must not
contain policy conditionalities that worsen current or future health challenges. This
means abandoning the principle of fiscal austerity as a device for dealing with all
imbalances, regardless of the conditions of the economy, and following a process
of social pre-audit of loan-related conditions to meet health, human rights, and
other requirements.

The second requirement, in light of the debt distress and heavy debt servicing
needs noted earlier, is speedy and effective sovereign debt resolution. An example
is the 1953 London Agreement on German External Debts, which wrote off fully
half of Germany’s debt and converted the remainder into long-term loans repayable
at extremely low interest rates, with interest payments capped at 3% of export
earnings (Galofré-Vila et al., 2019). It has been noted that—apart from other
benefits (including the contribution to the subsequent Wirtschaftswunder)—this
debt relief was associated with a substantial and statistically significant increase in
real per capita social spending, with obvious positive effects on health. By contrast,
the Common Framework for debt relief developed by the G20 has thus far proved
to be ineffectual, sluggish, and rife with conflicts amongst official creditors; it
also features a lack of participation from private creditors. It must be dramatically
revised or replaced with a new approach.
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Major revisions in the Debt Sustainability Analysis currently provided by IMF
are also necessary, with a macro model that recognises the adverse impacts of
fiscal compression on GDP and is more realistic and responsive to the specific
conditions faced by debtor countries. An effective debt resolution process requires
a standstill—not just a pause—on all debt payments during the process, which also
incentivises speed on the part of creditors. Private creditors’ involvement must be
compulsory, as in most national bankruptcy laws. This would require legal changes
in the major jurisdictions of debt contracts (e.g. London and New York) or global
agreements that override such legal barriers.

The problems created by the need for significant amounts of debt servicing are
not confined to countries in immediate debt distress or on the verge of it. Indeed,
as noted previously, many countries are expending large amounts on external debt
service, thereby reducing their ability to make necessary outlays on health and
other essential social spending, as well as climate-related investments. To deal
with such problems of illiquidity rather than insolvency, a bridging programme
has been proposed to postpone payment of debt obligations through rescheduling,
along with increased funding from multilateral institutions, to enable future
repayments coming out of economic recovery rather than squeezing an already
strained population (Rodrik and Diwan, 2023).

Currently, currency hierarchies in the global economy make it difficult for most
LMICs to benefit from open capital accounts. In addition to increased volatility
and associated financial fragility, there are seigniorage costs associated with the
higher returns on financial assets in recipient LMICs compared with much lower
rates of return on their own capital (and central bank reserves) invested in wealthy
countries. Capital controls, internal financial regulation, and reduced reliance on
external debt are now essential for LMICs, given the vulnerability and volatility
created by financial markets reacting to forces not of their own making. In addition,
there needs to be wider and tighter regulations of international financial markets,
particularly commodity futures markets that affect the prices of essential traded
commodities like food and fuel.

The overwhelming need for greater fiscal space in LMICs also points to the need
to ensure that the international taxation system does not prevent governments from
raising revenues in an equitable and just manner. To change the structure of taxation
by emphasising more progressive taxation, it is especially important to ensure the
equitable taxation of MNCs using unitary taxation with formulary apportionment,
impose taxes on extreme wealth utilising cross-country information sharing, and
enact taxes on financial transactions. Negotiations at the United Nations will be
critical in this regard.

The tight intellectual property regimes that prevent greater access to essential
knowledge for health need urgent reform and rehaul as well. Both the Agreement
on Trade-Related Aspects of Intellectual Property Rights (TRIPS) and the various
intellectual property rights restrictions in assorted international economic
agreements need to be reconsidered, renegotiated, and made more compatible
with the demands of economic justice and global health and environmental
needs.
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A critical concern relates to the quality of finance for health investments. Current
incentives for governmental and private financing for health are still oriented
towards short-term results, whether in response to particular health crises, in terms
of generating improved health outcomes, or (in the case of private investment)
pecuniary returns. However, health is a sector that requires patient finance and needs
significant spending that will never generate profits or be commercially viable.
Health for all further requires investments in a wide range of economic and social
sectors that may not always appear to be directly related to health. This, in turn,
calls for a whole-of-government approach within countries and more coordination
across international agencies, neither of which is evident at present. Ensuring the
quality of health financing necessitates substantial reform in the functioning of
international organisations and national governments, moving away from silos
and turf battles to a more systematic and coordinated approach. More sustained
and better financing for WHO is also essential, since it plays a critical role in
coordinating health delivery, supporting public health systems, and ensuring health
conditions in ways that individual countries or even groups of countries cannot.

Of course, the constraints and power imbalances that have prevented such changes
at the global level still persist, so what can be done to nudge the multilateral system
towards such changes in strategy and institutional reform? One possible route could
be through issue-based coalitions of countries to promote or to implement particular
approaches. For example, debtor countries could cooperate and coordinate their
strategies to assess debt sustainability, monitor negotiations on debt restructuring,
and approach negotiations as a group to become ‘systemically important’. Regional
groups of countries could coordinate tax reforms (e.g. as already occurring in Latin
America), which could, in turn, generate pressure for wider adoption of sensible
and cooperative tax strategies in multilateral spaces. There is also scope for regional
coordination of financial regulation efforts. All of these could become catalysts
for broader changes at the multilateral level. Specifically on health, the need for
coordination is evident; the issue now is to ensure that such coordination occurs
on a context of greater trust and legitimacy amongst various governments, and
between governments and their countries’ populations.

Notes

1 WHO. “Climate Change.” https://www.who.int/health-topics/climate-change#tab=tab 1

2 BBC. “How Vaccinating Children Could Prevent Disease during Extreme Weather.”
Storyworks. https://www.bbc.com/storyworks/the-climate-and-us/gsk-nepal-typhoid

3 BBC. “The Vet Increasing the Awareness of Climate-triggered Human—Animal Diseases.”
Storyworks. https://www.bbc.com/storyworks/the-climate-and-us/path-zoonotics

4 For example, most countries identify health as a priority sector vulnerable to climate
change, and there was a day of discussions on the issue at the 2023 United Nations
Climate Change Conference in Dubai. The direct damage costs to health (excluding costs
in health-determining sectors such as agriculture and water and sanitation) have been
estimated at US$2 billion—US$4 billion per year by 2030. Despite this, less than 2% of
multi-lateral climate finance goes to health projects. See WHO. “Fast Facts on Climate
and Health.” https://cdn.who.int/media/docs/default-source/climate-change/fast-facts-
on-climate-and-health.pdf?sfvrsn=157ecd81 S5&download=true


https://www.who.int/health-topics/climate-change#tab=tab_1
https://www.bbc.com/storyworks/the-climate-and-us/gsk-nepal-typhoid
https://www.bbc.com/storyworks/the-climate-and-us/path-zoonotics
https://cdn.who.int/media/docs/default-source/climate-change/fast-facts-on-climate-and-health.pdf?sfvrsn=157ecd81_5&download=true
https://cdn.who.int/media/docs/default-source/climate-change/fast-facts-on-climate-and-health.pdf?sfvrsn=157ecd81_5&download=true
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5 China has actually provided substantial debt relief in the form of debt rescheduling to
many of its debtor countries.

6 The Pandemic Fund. “Frequently Asked Questions.” https://www.worldbank.org/en/
topic/pandemics/brief/factsheet-financial-intermediary-fund-for-pandemic-prevention-
preparedness-and-response

7 “High-level Advisory Board on Effective Multilateralism, A Breakthrough for People and
Planet.” https://highleveladvisoryboard.org/breakthrough/
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12 The New Economic Order

Do Market Mechanisms Deliver
Better Growth?

Vera Songwe

12.1 Introduction

Raising resources for growth in an unprecedented crisis-prone environment
remains the main challenge for low- and middle-income countries (LMICs) in
today’s world. Traditional public finance cannot meet these challenges; new tools
are necessary and must be complemented by more efficient implementation of
existing policies towards resource mobilisation.

The 2008 global financial crisis marked an important turning point in global
resource mobilisation, as policymakers unlocked new tools to mobilise capital and
to shore up the global economy. Special Drawing Rights (SDR), quantitative easing
by central banks, accommodative macroprudential policies, debt forbearance, and
fiscal stimulus packages were accompanied by a massive deployment of capital
to LMICs. Between 2010 and 2020, total official development assistance (ODA)
disbursements to LMICs grew from US$105 billion to US$153 billion.! However,
this still failed to meet the demands of growing populations and massive
infrastructure needs of LMICs.

As a result, LMICs diversified their sources of funding and expanded
their toolkits, leading to new and often more onerous sources of finance. An
unprecedented number of LMICs accessed market finance in the decade to
2020. Eurobond issuances in LMICs increased 151%, from US$101 billion in
2010 to US$253 billion in 2020.> The ‘lower for longer’ phenomena—interest
rates staying down—Iled some economists, such as Blanchard (2019), to encourage
debt accumulation as a means of growth, stressing that the low rates and high
growth environment were conducive to debt accumulation.

That strategy has, however, created significant challenges. The rise
in inflation—10.6% at its peak in the United States, which followed the
COVID-19 pandemic and was the result of excessive stimulus and supply chain
constraints—brought the period of low rates to an abrupt halt in early 2023. Currencies
depreciated, debt service increased, fiscal space dried up, and capital markets shut
down for many LMICs.

It is against this backdrop that developed and developing countries are working
to raise resources to deliver prosperity, protect the planet, and ensure peace. Yet
LMICs exist within a system over which they have limited influence and in which
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they are almost always price takers. This chapter thus proposes policy changes
that could deliver better, more transparent, and enforceable global governance
systems for improved revenue mobilisation. Section 12.2 discusses the importance
of global macroeconomic stability for LMICs and the role of private capital.
Section 12.3 proposes ways of improving country debt burdens to allow for more
capital to be raised. Section 12.4 looks at access to grant financing and SDR, while
Section 12.5 discusses ways of improving prudential regulation and levies on
emissions and remittances as additional ways to improve resource mobilisation.
Section 12.6 concludes.

12.2 Global Macroeconomic Stability and Private Capital

It has been estimated that LMICs (excluding China) need over US$5 trillion of
investments to meet the Sustainable Development Goals (SDGs). They (excluding
China) require USS$1 trillion in external financing for the climate challenge alone
(G20 IEG, 2023). Growth in the next 2 decades and the efforts to limit the impact
of climate change will be underpinned by decisions made in the next 3 years to
improve access to and to crowd in associated finance. Private capital will continue to
grow as the main source of development financing, but access to this capital remains
challenging to access in a high-risk market environment where capital is discerning.
Competition for that capital could grow further as developed economies introduce
subsidies to support their energy transitions and to respond to climate change.

First, to increase private capital flows to LMICs, the macro balances of
developed countries—countries that, faced with huge debt burdens and stubborn
inflationary pressures, have turned inwards—must be improved. High interest rates
at over 5% in LMICs means that there is a flight to safety and yield. For high-yield
economies, the cost of finance is close to 10% (IMF, 2023), and no LMIC can raise
capital at affordable rates under these circumstances. Moreover, to combat inflation,
developed countries have enacted policies that are constraining and costly to the
growth of LMICs. Closing the fiscal space has led to a drop in ODA; for example,
US interest rate increases have resulted in a net exit of over US$27.0 billion from
local currency non-resident governmental debt from 20 LMIC (excluding China)
from January to November 2022, compared with US$25.6 billion of inflows in
2021 (IMF, 2023). Until inflationary pressures ease, LMICs will remain unattractive
for private capital.

Improving credit ratings for LMIC debt is another important challenge, because
real or perceived risks keep investors away and/or increase the cost of capital.
LMICs generated 42% of global gross domestic product (GDP) in 2023, up from
39% 1 decade ago, but they only account for 5% of the total global private credit
market (IMF, 2023).

To access more private capital and to improve ratings, LMICs must improve
their overall macroeconomic management, financial ratios, debt and deficit
levels, reserves, business climates, governance, and security. In the interim,
private capital would be most efficient and secure when accompanied by public
sector credit enhancements such as guarantees, subordination, reserve accounts,
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over-collaterisation, and foreign exchange covers. These blended finance
instruments would shift non-market risk to public sector balance sheets. Indeed,
adequately leveraged public finance could help crowd in US$600 billion—
USS$1 trillion in private finance in LMICs (Songwe, Stern, Bhattacharya, 2022).

Spreads fell to 386 basis points in February 2024—the narrowest since
February 2022. As markets re-open for investors seeking to enter or to hold LMIC
hard-currency debt, multilateral development bank (MDB) assistance can also help
improve these spreads and increase the number of countries with market access. MDBs
are the largest pool of blended finance available, which can help improve LMICs’
sovereign and project risk. However, MDBs currently mobilise only US$0.60 in
private capital for each US$1.00 that they lend (G20 IEG, 2023). They should aim
to at least double this target, focussing on investments in human capital as well as
transformational infrastructure projects that can help crowd in the private sector. MDB
and grant resources spent on education or infrastructure projects that do not lead to
job creation or crowd in more private investment are not an optimal use of resources.

In addition, MDBs could help crowd in local pension funds and development
agency funds to provide cheaper capital and local currency capital to manage
foreign exchange risk. Asset recycling by LMICs—part of the work done by
Africa50,® for example—would free up domestic equity capital, which could
be then co-invested into new projects. This capital could cover the construction
phase of projects that are traditionally considered the riskiest. MDBs could also
guarantee LMIC bond issuances, thereby raising ratings by more than a notch. Of
course, this should only be done in cases where the International Monetary Fund
(IMF) and MDBs agree that growth prospects are robust. In this regard, the recent
release of the Global Emerging Markets Risk Database Consortium (GEMs) would
also contribute to improving the risk assessment of countries and impact the cost
of capital. Moreover, the Multilateral Investment Guarantee Agency (MIGA) is
currently in the process of updating its guarantee tools, and the World Bank Group
plans to create a one-stop guarantee shop with more straightforward, simplified
processes to accelerate and to simplify the process but also to allow leverage
guarantee use for all. In addition to this, MIGA guarantees could be extended to a
subset of domestic investors with global reach.

Since the World Bank Group has discontinued the Doing Business reports,
MDBs must continue to work to create more conducive business environments
in LMICs. Improving governance frameworks and better country ownership of
development projects in LMICs are a prerequisite for resource mobilisation.

12.3 Existing Country Debt

In 2024, LMICs are expected to pay about US$67.5 billion in debt service (Holland
and Pazarbasioglu, 2024). Many of them (e.g. Kenya and Egypt) will not be able to
service these debt obligations without support. Thus, liquidity and debt restructuring
must be seen as a macro de-risking exercise, permitting these countries to regain
entry into markets or to substantially reduce spreads.
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For those countries unable to service debt as a result of fundamental
macroeconomic imbalances, Diwan, Kessler, Songwe (2024) proposed a bridge
solution—a Debt Service Suspension Initiative (DSSI)-type liquidity operation
similar to what IMF and the World Bank did for Kenya to re-allow market access.
The proposal offered a solution to the intertwined challenges of debt overhang,
sustainable development, and climate action by addressing liquidity constraints
for the more than 20 LMICs with US$1.7 trillion in GDP and US$600 billion
in external debt. It complements the G20’s Common Framework, with a second
window dedicated to countries needing rescheduling but no deep debt treatment.
It proposed to operationalise a tripartite deal under the following conditions:

(i) MDBs agree to boost funding. MDBs would increase funding for sustainable
investments, particularly those aligned with climate objectives.

(il)) Markets re-open, and creditors agree to reschedule debt claims. These
actions would alleviate immediate financial pressure on debtor nations. Private
sector spreads would also compress to allow for renewed and sustainable
market access.

(iii) Countries commit to growth-enhancing reforms. Debtor countries would
commit to stabilising economies and implementing reform measures to
promote a green recovery while protecting the poor.

Successful implementation would require a standardised framework featuring
strong incentives for all stakeholders and dedicated logistical and financial
coordination to facilitate collective action amongst debtors and creditors. First, the
two largest private creditors or their representatives should be allowed to work
with IMF in the development of a debt-structuring agreement, which underpins
debt negotiations. Second, the definitions of comparability of treatment should be
interpreted in relation to the level of the ‘haircut’ and not the tool used. Finally,
debtor countries should be fully transparent in regard to all of their obligations. The
negotiations should be time-bound, and relief to countries should be triggered early
and sufficient to allow for a real reset.

For countries not constrained by debt ratios but still suffering from poor market
access conditions, several tools can help. A vibrant, deep repo market for LMIC
debt securities would address the liquidity premium imposed on sovereigns. Recent
market tightening showed that access to liquidity is an important component of
investor decisions, especially in an environment of tightening monetary policy.
As such, the Liquidity and Sustainability Facility created a repo market vehicle
for LMIC securities that could address challenges created by creditors pulling
back from non-liquid assets.* The development of a more active swap arrangement
would also be key to protecting LMICs from short-term liquidity needs. A full
agenda of work is required to improve the strength of LMICs’ currencies and to
allow for a pooling of reserves to create hard currency-backed facilities, such
as under the Chiang Mai Initiative. Intra-LMICs swap arrangements should be
explored as well.
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With private creditors now constituting over 60% of debt to LMICs, there is a
need to review subordination structures. Here, MDBs can take steps to crowd in
private capital at affordable rates and optimal maturities (Alfaro and Kanczuk, 2007).

12.4 Grant Financing and Special Drawing Rights

12.4.1 Rethinking the International Development Association

The absence of affordable and adequate resources, poor policy prescriptions, and
weak governance compounded by multiple exogenous crises have undermined the
development outcomes of many International Development Association (IDA)
countries over the last 3 decades. Only 21% of the 81 countries that were part
of IDA in 1996 have graduated to middle-income status (IDA, 2021). With the
additional challenges of climate change, the COVID-19 pandemic, and slowing
growth, a tripling of efforts and resources is needed to achieve the SDGs (Kahn,
2019).

IDA is possibly the most advanced development fund—it borrows against its
equity to lend out greater volumes of finance than it takes in as donor contributions,
which totaled US$3.50 in concessional lending for every US$1.00 from donors
(Songwe and Aboneaaj, 2023). Since 2020, it has led other MDBs in annual
commitments. IDA resources are unique for their leverage, concessionality,
ability to finance regional projects, and focus on conflict-affected economies and
climate—all under one umbrella. Its highly concessional rates allow countries to
undertake long-term transformational infrastructure and social projects, whose rates
of return pay out over longer periods (Kharas and Rivard, 2024). IDA countries
have had the best growth run in decades, and, for many years, the fastest-growing
economies were IDA countries. Yet this catching up still requires sustained and
increasing financing, commensurate with demand. As the largest single source
of development finance for the world’s poorest countries, any pullback on IDA
finances would dramatically impact development outcomes.

Despite IDA’s strengths, donor contributions have been falling for 1 decade.
Traditional donors, such as the United Kingdom, the United States, and Germany,
registered drops in contribution of 50%, 15%, and 7%, respectively, between
2012 and 2023, when countries were consolidating growth following the 2008 global
financial crisis. Only 0.10% of gross national income across IDA donors will
deliver US$92.4 billion more resources by 2029; a more ambitious target of 0.15%
would deliver over US$135.0 billion (Songwe and Aboneaaj, 2023).

To reach these goals, IDA needs a permanent and persistent global advocate. The
G20 trio—including past, current, and future country chairs—could take ownership
of IDA and support its replenishment process every 3 years by setting the standard for
contributions as a percentage of gross national income and monitoring performance
as part of their agendas. IDA could also work directly alongside countries to provide
some credit enhancements for bond issuances, thereby lowering the cost of market
access while optimising IDA works. Working with countries directly on bond
issuance would allow IDA to support project implementation while accelerating
access to long-term affordable capital for countries that qualify.
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12.4.2 Recasting Special Drawing Rights

The issuance of SDR provides a least-cost option for developed and developing
economies to generate resources to combat global commons such as climate
change and pandemics, particularly at a time of tight fiscal space in the developed
world. The US$250 billion issuance of SDR in 2008 played a catalytic role during
the global financial crisis to help provide liquidity to economies to prevent the
disorderly unwinding of contracts and to allow developed countries to pull LMICs
back from the brink. Aside from IDA, the largest amount of grants over the last
decade has come from SDR. With the release during the COVID-19 pandemic
of aUS$650 billion SDR equivalent, low-income, lower-middle-income,
and upper-middle-income countries received $6 billion, $46 billion, and
$95 billion, respectively. IDA countries—mostly comprised of low-income and
lower-middle-income countries received less than 4.5% of the allocation, while all
LMICs received less than a third (IMF, 2024a).

Yet these SDR served countries well. In Sub-Saharan Africa and Latin America
and the Caribbean, many countries used their SDR to support their economies
(91.1% and 62.5% uptake rates, respectively). Overall, 98 countries used SDR from
the 2021 allocation during the following year, with low-income countries using
about 93% of their aggregate SDR allocation and middle-income countries about
103% (Cashman, Arauz, Merling, 2022). However, with the climate emergency
and a general lack of resources, the issuance of SDR to support global commons
may be even more important today.

While it may take a long time to revise the quota system that allocates SDR and
SDR issuance, an immediate off-the-top allocation to MDBs and IMF for climate
action would be instrumental in accelerating the fight against climate change.
Indeed, if a new SDR allocation of US$650 billion were issued, US$100 billion
could be carved out immediately for climate support. A development injection of
this magnitude into MDBs in addition to their usual allocations could accelerate the
drive to net-zero emissions. Countries could also use their allocations to address
their fiscal space issues, shore up their currencies where needed, and reignite
growth.

On 10 May 2024, in a historic decision, the IMF Executive Board approved the
use of SDR for the acquisition of hybrid capital instruments issued by prescribed
holders. This new use of SDR, which adds to seven already authorised prescribed
SDR operations, is subject to a cumulative limit of SDR15 billion to minimise
liquidity risks (IMF, 2024b). This decision, which the African Development Bank
and Inter-American Development Bank sponsored, has opened a new financing
opportunity for regional development banks and can be used to support and to
direct new SDR for climate in the future.

An off-the-top allocation of SDR to regional development banks will require
discussion of—but not amendments to—any country’s quota. The US$100 billion
would be calculated as an allocation for climate as a global public good. It could
be used to augment IMF’s Resilience and Sustainability Trust; complement World
Bank funding for Small Island Developing States, middle-income countries, and
IDA countries; and amplify lending from the African Development Bank, Asian
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Development Bank, and Inter-American Development Bank. SDR, as the African
Development Bank has shown, will keep their reserve asset status but will allow
regional development banks and the World Bank to hold and to use them to leverage
additional private sector funding.

12.5 Leveling the Playing Field of Regulations, Taxes, and Levies

12.5.1 Regulating the Capital Market

The 2008 global financial crisis exposed many regulatory and prudential weaknesses
in the financial and banking sectors and underscored the need for effective regulation
and adequate capital buffers and liquidity in the system. Yet in a bid to preserve
the soundness and stability of the financial sector, some of the regulations in Basel
I1I° have proven detrimental to LMICs trying to raise resources, by driving up costs
and slowing down capital deployment.

First, Basel 11l imposes larger liquidity coverage ratios on composite structures
in response to asset securitisation, one of the primary triggers of the crisis.
Blended finance guarantee instruments are considered a securitisation. This is
counterintuitive, as blended finance tools are meant to improve the risk rating of
the underlying asset. As a result, the regulation—intended for the private sector
when engaging with itself in developed countries—Ieads to a punitive result when
extended to LMICs.

Second, jurisdictional identity penalises LMICs under Basel I1I. For example,
an energy project undertaken in an Organisation for Economic Co-Operation
and Development (OECD) country requires less liquidity coverage than when
undertaken in a non-OECD country. The system thus implicitly assigns higher
risk to non-OECD jurisdictions; as a consequence, this increases the cost of
projects and/or disincentivises investors. Other criteria can be used to assess the
liquidity coverage ratio for non-OECD countries, such as previous experience
investing in that sector or country, however. Many LMICs have undertaken
projects in the energy and transport sectors; these are areas where the risk
assessment should be lower, and fiduciary and prudential regulations need not
be as onerous.

Third, current regulations under Basel III penalise long-term debt and investment
instruments. Although aligning loan periods with project development timeframes
is logical, these impose higher capital charges on a financial institution.

Market actors can take steps to (i) ensure consistent treatment of transactions
across jurisdictions and (ii) recognise the risk-mitigation features of blended
finance transactions and de-risking instruments. Prudential banking regulators
should ensure conformity of capital treatment across jurisdictions in regulatory
capital calculations for instruments, such as A/B loans that carry preferred creditor
status and currency control privileges as well as concessional capital and de-risking
instruments provided by MDBs, development finance institutions, export credit
agencies, or insurance companies. Moreover, prudential regulations for insurance
companies and pensions should be updated to reflect the actual versus perceived
risk of investments in LMICs, working with credit-rating agencies to improve
methodologies for risk assessment.
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Capital allocation targets for banks, insurance companies, and pension and asset
managers could be used to increase investments to LMICs. Financial institutions
and banks could allocate a portion of their risk capital buffers for sustainable finance
transactions in LMICs within applicable risk frameworks and capital adequacy
requirements: (i) banks could allocate 0.5% of their Tier 1 capital by 2025 and 1.0% by
2030, (ii) insurance and pensions could allocate 0.5% of solvency capital by 2025 and
1.0% by 2030, and (iii) asset managers could allocate 1.0%—5.0% of their assets under
management by 2025 and 3.0%—7.0% for these transactions. The top eight US banks,
for example, have over US$155 billion set aside. A small share of this could be
deployed towards LMIC green projects. These banks have a median CET1 regulatory
capital ratio of 12.7%, which is well above the required level of 4.5%, a total of about
US$45 billion more than double the capital requirement (Bloomberg, 2024).

In addition, rating agencies should update their methodology in consultation
with regulators using newly released databases—such as the GEMs database—and
should improve transparency to help countries focus on addressing areas of weakness
and progress shown in their ratings (Bhattacharya et al., 2024). The recent Fitch
2023 report has begun to respond to this issue (Fitch Ratings, 2023). Taken together,
these regulatory measures will help crowd in more and additional capital to LMICs.

12.5.2 Carbon Markets

Of the US$5.3 trillion needed yearly to advance the SDGs, 64%—over
US$3.4 trillion—will come from domestic resources (G20 IEG, 2023). Thus,
focusing on how to improve domestic resource mobilisation must also be an integral
part of the development and investment thesis. Moreover, the growth environments
faced by most LMICs mean that new forms of revenue mobilisation are needed.
This means improving tax policies related to services, which account for over 40%
of GDP in many LMICs—and over 50% in Africa—and identifying other revenue
sources such a global tax on airlines and the maritime sector.

Carbontaxes are another critical area for potential revenue mobilisation. The value
of the traded global markets for carbon permits reached a record US$900 billion
in 2023 (Twidale, 2024). Yet the significant potential for carbon markets to deliver
revenue for LMICs is held back by an illiquid and fragmented market that lacks a
global governance framework.

In 2005, the European Union was the first region to introduce taxes on carbon
specifically intended to dis-incentivise increasing emissions, via the Emissions
Trading System (ETS). The London Stock Exchange Group (LSEG) estimated
that in 2023, this was worth roughly €770 billion or 87% of the global total
carbon taxes (Twidale, 2024). China’s national ETS, the world’s largest in terms
of covered emissions, began operating in 2021. It is now estimated to cover
around 5 billion tonnes of carbon dioxide, which accounts for over 40% of the
country’s emissions; it is worth about €2.3 billion (ICAP, 2022; Twidale, 2024).
Compliance carbon markets have also delivered substantial resources to developed
countries; in Finland and Sweden, for example, carbon taxes account for nearly
1% of their GDPs. In comparison, the value of voluntary carbon markets was only
about US$90 billion in 2022. These huge discrepancies are a result of the market
structure, pricing, integrity, governance, and level of compliance imposed.



172 The New Global Economic Order

The European Union is augmenting its carbon market emissions taxes, moving
from a system that taxes domestic companies to one where it also taxes companies
exporting to the EU area. The new carbon levy, the Carbon Border Adjustment
Mechanism (CBAM), is the tool used to put a fair price on the carbon emitted
during the production of carbon-intensive goods entering the European Union and
to encourage cleaner industrial production in non-EU countries, helping reduce
emissions by 45 million metric tonnes inside and outside of the European Union and
decrease carbon leakage by 8.2% (EC, 2024). The United States is also considering
CBAM-type legislation that would make domestic steel and aluminium more
cost-competitive and help these producers capture an additional US$8.5 billion and
US$6.0 billion of their respective markets by 2030 (Joint Economic Committee,
2024).

Very few LMICs—e.g. Argentina, Colombia, Mexico, and South Africa—have
carbon tax mechanisms or ETSs in place. However, a CBAM’s trade-dampening
consequences are important for LMICs. In Egypt, for example, 3.76% of all its
merchandise exports and nearly 10.00% of its exports to the European Union will
be affected by the CBAM, accounting for 0.3% of its GDP (Mohieldin, 2023).
Given such a challenge, four steps could serve the dual purpose of reducing
emissions and mobilising revenues in LMICs.

First, reciprocity should be granted with a system of proportionality for
developing countries and industry classes. As an example, millions of cars shipped
to Africa and Asia from the United States, European Union, and Japan are ‘polluting
or unsafe’ (UNEP, 2020). The average fuel consumption of these second-hand cars
is over 1.5 times the regulated consumption for European cars 1 decade ago. LMICs
are 2 decades behind developed markets in terms of vehicle tailpipe emissions
levels, with cars in Africa emitting, on average, three times more pollutants (WEF,
2023). A CBAM focused on reducing emissions from carbon-intensive products
globally would consider these effects, minimise distortions, encourage technology
transfer and investment, and adopt a system of proportionality to ensure equity.
Areverse CBAM tax on steel and used cars, for example, could provide the resources
needed to help LMICs acquire the technology to transition to electric vehicles.
Agreement on the reach, scope, and timeframe for the implementation of such an
extended CBAM should be governed by a global mechanism acknowledging the
global externalities of all polluting entities and hence a sharing agreement that also
benefits LMICs. Resources could be managed by MDBs.

Second, LMICs should move towards the implementation of compliance carbon
markets. Indeed, the political will amongst African countries to access carbon
credit markets has been emphasised by recent political statements, including
the Kigali Declaration at the conclusion of the 8th African Regional Forum on
Sustainable Development (UNECA, 2022). African countries could accrue vast
revenues, ranging from US$1 billion per year at US$10 per tonne of carbon
dioxide to US$82 billion per year at US$120 per tonne; the International Energy
Agency estimated current prices could be up to US$200 per tonne (UNECA,
2022). Voluntary carbon markets could serve as a bridge to compliance markets,
and countries should focus on adopting the Core Carbon Principles developed by
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the Integrity Council for Voluntary Carbon Markets.® The African Carbon Markets
Initiative is one such regional effort to develop Integrity Council for Voluntary
Carbon Markets-compliant principles.

Third, LMICs must focus on reducing fossil subsidies to allocate these resources
to more productive green growth investments. With African consumption of
4 million barrels of oil per day, a carbon tax could generate US$40 billion per year
for African countries (McKinsey & Company, 2021).

Finally, an agreement should be reached on the classification of the CBAM as
a green trade-enhancing tool rather than a levy (Groenenberg and De Coninck,
2008; Hojnik and Ruzzier, 2016; Battaglini and Harstad, 2020). The World Trade
Organization could then work on an acceptable technology-sharing agreement
and protocol in which compliant technology is agreed upon collectively and
concessional resources are made available to LMICs to accelerate their transitions,
similar to the aid for trade agreements.

12.5.3 Remittances

A 1% drop in remittance costs—that is, costs incurred to send and to receive
transfers—could generate over US$7 billion in additional transfers to LMICs.
Remittance flowsto LMICs doubled from US$339 billionin2010to US$669 billion
in 2023, exceeding both foreign direct investment and ODA (Ratha et al., 2024).
They represent over 15% of GDP for 25 LMICs and 5%—-10% of GDP for an
additional 34 countries. While remittances are not a direct source of public sector
revenue, they contribute to consumption and investment in the receiving country’s
economy and, hence, taxes. They are also a stabilising revenue source and a
significant safety net for populations in times of crisis, proving resilient over time
due to their diversified nature. The increase in remittances to low-income countries
over the past few decades has contributed to higher reserves and helped stabilise
currency fluctuations, thus mitigating rising debt vulnerabilities (Chuku et al.,
2023).

Remittances are increasingly being added into market assessments of credit
ratings. For Egypt, Ghana, and Pakistan, for example, a drop in remittances has
impacted ratings assessments (Ratha et al., 2024). Yet future inflows of remittances
can also be used as collateral to lower the costs of international borrowing for
national banks in developing countries. Remittances can play an important role in
improving a country’s ability to repay debt due to their large size relative to other
sources of foreign exchange, countercyclical nature, and indirect contribution to
public finance.

The contribution of remittances to debt sustainability in low-income countries
was recognised in the 2017 revision to the IMF/World Bank debt sustainability
analysis framework.” This change was associated with significant improvement
in the evaluation of debt sustainability in some countries with large remittance
inflows. Similarly, econometric results showed that the inclusion of remittances
in the denominator of the debt—export ratio in middle-income countries with
large remittance receipts would improve the sovereign rating by one notch.
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Moreover, in countries where remittances exceed the exports of goods and
services, the debt—export ratio of goods and services would decrease significantly
if remittances were included in the denominator (Ratha and Mohapatra, 2007). For
Standard & Poor’s ratings, a country rated B or below can reduce borrowing costs
by 100 basis points or more, substantially lessening the cost of capital.

However, remittances transactions are costly. The SDG target for reducing
remittance costs to 3% has not been yet met by any country. The remittance tax
represents a regressive tax from developed countries to developing countries. In
fact, the cost of sending money from G20 countries increased from 6.1% in the
second quarter of 2022 to 6.4% in the second quarter of 2023. Costs within the
G20 range from 13.9% in South Africa to 3.6% in South Korea (World Bank, 2023).
Costs across many African corridors remain significantly high as well; Tanzania
is the costliest African source country from which to send remittances to another
country in the region.

Developing countries lacking access to international capital markets tend to
depend on remittances as a major source of external financing; in 2022, countries
rated B or below received significantly more remittances than foreign direct
investment. The G20 could focus on reducing remittance costs at least as a priority
to low-income single-B and below-rated economies whose access to foreign direct
investment is smaller.

12.6 Conclusion

The vicious cycle of low revenue leading to high vulnerability and lack of access
to capital could be turned into a virtuous cycle where good governance leads to
crowding in of development capital and private finance at scale. LMICs need
substantial additional resources to meet their growth ambitions while protecting the
climate. This requires substantial effort to improve domestic resource mobilisation
from LMICs as well as the international community.

This chapter provided several options for augmenting resource mobilisation,
focusing on the importance of unlocking private capital flows; MDB opportunities;
and changes to global governance systems that could improve resource mobilisation
in LMICs such as the SDR issuances, carbon markets, and remittances. The
increasing clamour of LMICs for a new global economic order is principally
about rebalancing rules and sharing opportunity. There is an important role to be
played by developed economies’ private sectors in calling for a rebalancing as they
shift investments to LMICs in search of returns and for climate action. Such a
combination may provide a new window for success.

Notes

1 OECD. “OECD International Development Statistics.” Accessed April 2024.
https://www.oecd-ilibrary.org/development/data/oecd-international-development-
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2 World Bank. “International Debt Statistics (IDS).” Accessed April 2024. https://www.
worldbank.org/en/programs/debt-statistics/ids

3 Africa50. https://www.africa50.com/fr/
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4 LSF. “Repo Business Model.” https://Isfacility.org/repo-business-model/

5 BIS. “Basel III: International Regulatory Framework for Banks.” https://www.bis.org/
bebs/basel3.htm

6 The Integrity Council for the Voluntary Carbon Market. “The Core Carbon Principles.”
https://icvem.org/core-carbon-principles/

7 IMF. “IMF-World Bank Debt Sustainability Framework for Low-income Countries.”
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Bretton Woods system 9, 19, 20;
1944 meeting at 134; collapse of 2;
reform of 143—4

BRICS 114

Index 179

Bridgetown Initiative 158

Britain: accession to EEC by 18; Average
Annual per Capita GDP Growth Rate
in 75; Average Annual GDP Growth
Rate in 75; Anglo-French wars 14; Eden
treaty 14; entry into GATT by 22; gold
standard abandoned by 17, 21; interwar
period reparations paid to 16

British Empire 14, 18, 19; British
Dominions and India 17, 18

British-French Cobden-Chevalier Treaty
1860 see Cobden-Chevalier Treaty 1860

Briining, Heinrich 21

BTN see beggar-thy-neighbour (BTN)

Canada: Average Annual per Capita GDP
Growth Rate in 75; Average Annual
GDP Growth Rate in 75; role in
maintaining rules-based trade system
under WTO of 50; Share in World’s
Inward FDI Stock of 72; Share in World
Outward FDI Stock of 74; US-Mexico-
Canada Agreement 33; US imports from
60, 60—1

Canada-US Free Trade Agreement
(CUSFTA) 43-5

capital market(s): global 17; impact of
COVID-19 on 164; liberalisation of
27,29, 37n9; Ponzi financing and
vulnerabilities to 151; regulating 170—1

Carbon Border Adjustment Mechanism
(CBAM) 172-3

carbon credits 10

carbon emissions 27

carbon footprints 89

carbon markets 171-3; Integrity Council
for Voluntary Carbon Markets 173

carbon-neutral: economy 128;
technology 124

carbon sinks 94

carbon subsidy 34

carbon taxes 171-2

Caribbean 80, 135; Median Sovereign
Spreads in /54; SDR in 169

Caribbean Free Trade Agreement 43

Caribbean Taxation Platform see Latin
American and Caribbean Taxation
Platform

cars: climate regulations applied to 124;
EVs 121; Ford Model T 124; invention
and popular introduction of 124;
“polluting or unsafe” 172; second-hand
172; standard 121
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CBAM see Carbon Border Adjustment
Mechanism

Central Bank of China 139

Chad: debt relief requested by 141

Chiang Mai Initiative 139, 167

Chile 52n20, 143; bilateral RTA with
Korea 45

China: 19th-century Western imperialism
and 14; 20th century economic
growth of 20, 57-8; 2010 wealth of
61; banning of exports of advanced
computer chips to 23; Central Bank
of China 139; Clinton on 57-8,;
Communism and Communist Party of
19, 59, 108, 115n5; concerns over the
“two Xs” in 58; COVID-19 and 39;
Cultural Revolution in 59; e-commerce
in 48; economic ascendancy of
3-4, 6, 56; economic growth in 35;
Fractional Orbital Bombardment
System (FOBS) of 63n4; Huawei
telecom giant of 113; inadvertent
cooperation by 62; manufacturing
sector of 70; nationalistic economic
and industrial policies of 40; Nixon
on 58—-9; opening to trade/to the
West of 20, 23; regulatory oversight
coming from &; rise of 56; rising
military power of 58; Russia and 23;
semi-conductor industry in 40; share
in World FDI outflow of 73; Share in
World GDP by PPP 68; Share in World
GDP by PPP 68; Share in World Inward
FDI Stock of 72; Share in World’s
Manufacturing Value Added 70; Share
in World Outward FDI Stock of 73;
solar panels produced by 33—4; supply
chain resilience a priority for 35;
surveillance technology in 113, 115n5,
116n18, 116n26; territorial claims over
the South China Sea 58, 62; Trump
tariffs on 39; US-China geopolitical
tensions and rivalry 6, 35-6, 39, 50,
54—-60; US-China trade war 2025 39;
US economic decoupling from 54; US
imports from 60, 60—1; ‘wolf warrior’
diplomacy by 58

‘China Shock’ 6, 59

CHIPS Act (US) 34

chips see computer chips

Churchill, Winston 21

Cisco 117n26

Clark, Helen 157

climate: as global public good 37n2, 169;
traffic jams and 103n15

climate action 127, 167, 174; tragedy
of the commons and 128; Trump
administration’s pushback against 120

climate challenge 90, 101; public goods
and 157

climate change 1-3, 5, 7; basic human
requirements threatened by 149-50;
belief (or not) in 120; biodiversity
collapse and 123; carbon pricing as
response to 126; costs imposed by 93;
efforts to limit 165; financing of poor
countries’ long-term needs due to 141;
global governance and global agreement
regarding 31, 37n5; Green transitions
and 93-5; mitigation of via Green
policies 34, 94; public health and 30, 32;
resources required to address 27; SDRs
used for 159, 168—9; technology an
asset against 129; vulnerability of poor
countries to 93, 136, 155; vulnerability
of women and girls to 155

climate crisis 10, 89

climate determinism: radical 125

climate fatalism or utopianism 125, 129

climate modelling 120

climate neutrality 8, 120, 122

climate regulations: California 124; EU
124; UK 124

climate-related investment 160

climate shocks 150

climate transition 95

Clinton, William Jefferson (Bill) 57—-8

cloud computing 1

Coasian solution 30

Cobden-Chevalier Treaty 1860 14

codes of conduct see South China Sea

Colombia 97, 143; carbon tax in 172; see
also Bogota

Commission of Experts on Reforms of the
International Financial and Monetary
System 144

Common Framework for debt relief 159

Common Framework for Debt
Restructuring 141

Common Framework for Debt
Treatment 141

Communism and Communist Party (China)
19, 59, 108, 115n5

comparative advantage 33, 55-7, 59,
61; actual 80—1; Bangladesh example
103n7; change in or changing of 78,



80, 82, 124; of China, in making solar
panels 126; of China, in surveillance
Al technology 116n18; determining
78; developing countries’ 89;
endowment structure and production
and trade structure and 76—8; of EU, in
regulating 112; latent 80, 81; old trade
theory on 105n28; optimizing 7; past
and new 102n1; sharp shifts in 124; as
strategy to accumulate capital 77-8;
taking advantage of 26; in transition
countries 81; of wealthy nations,
regarding future key technological
developments 128

computer chips 23, 102n1, 125

conquest 18

convergence 35, 55—61; conditional
102n2; economic 61; income
125; political 55, 57, 59; political
non-convergence 58; tax reform 142;
unconditional 104n21

Coordinating Committee on Multilateral
Export Controls 19

Core Carbon Principles 172

cholera 150

COVID-19 10, 20, 31; adverse global
economic conditions during 135;
challenges of 168; debt and 35; debt
problems in the developing world due
to 89, 95; Debt Service Suspension
Initiative created during 141; emergency
credit lines used during 137; external
debt stress due to 151; failed ‘pandemic
accord’ in the wake of 150; geopolitical
tensions during 54; health spending
during and after 154; high interest rates
exposed by 140; inadequate global
health mobilisation in response to 149;
international trade restrictions during
54; MDB financing of public health
during 136; poverty and hunger impacts
of 155; public debt of LMICs during and
after 152; short-term national interests
triumphing over multilateralism during
150; slowdown of trade due to 39;
‘vaccine apartheid’ during 36; vaccines
and 31, 150, 157

CPS see cyber-physical systems

CUSFTA see Canada-US Free Trade
Agreement

cyber-physical systems (CPS) 1

cyber-readiness 49

cybersecurity 84; China 116n18

Index 181

data 47; Al and 114; monetising of 115

data analytics 84

data extraction and collection 110—11, 113

data flow 48

data privacy 84

data protection 116n20; see also General
Data Protection Regulation (EU)

Davos meeting 2019 48

Dawes Plan 16

DDA see Doha Development Agenda

debt 30, 35-6; ability to repay 173;
COVID-19 and 35, 95; defaulting on 16;
in developing countries 89; Developing
Countries With High Debt Levels 740,
140; existing country debt 166—8;
General Government Gross Debt (% of
GDP) 153; German 159; government
16; hard currency 166; international
16; legacy 154; long-term 170; private
creditors of 168; Spreads on Sovereign
Debt (Basis Points) /53; see also
London Agreement on German External
Debt; over-indebtedness; public debt;
sovereign debt

debt burdens 165

debt cancellation 139

debt claims 167

debt crises 9, 20, 151, 155; Latin American
139; reducing the risk of 141; sovereign
152-3

debt distress 10, 151, 159; immediate 160

debt forbearance 164

debt instruments 141

debt management 5, 26

debt markets: international 150

debtor countries 1601, 162n5

debt overhang 167

debt relief 151, 158; in China 162n5

Debt Relief International 154

debt repayment 154; sovereign 156

debt rescheduling 162n5

debt resolution 160; speeding up of 95

debt restructuring 161

Debt Service Suspension Initiative (DSSI)
141, 167

debt servicing 154, 160; external 160;
heavy 159

debt suspension 158

debt sustainability 161, 173

Debt Sustainability Analysis (IMF) 160

debt sustainability analysis framework
(IMF/World Bank) 173

Debt Sustainability Initiative 35



182 Index

decarbonisation 94-5, 101, 124, 1267,
economic development and 127,
derailing of 120; in developing nations
94, 127; fast-tracked 126; global efforts
towards 120

decoupling (economic) 54, 59, 62

deep integration 45, 92

deglobalisation 19, 62

de-industrialisation 14; in Africa 29, 103n6;
premature 29, 36, 79-82, 92, 101, 113;
in developing countries 82, 92; in Latin
America 80-1

deregulation 20, 36, 47

de-risking 54, 166, 170—1; macro exercise
in 166

developing nations: better jobs in services
for 95-9; new growth strategy for
89-102; green transition for 93-5,
99-101; growth rates of developing
nations since 1950 90; strategic
approach to economic developing of
90-3

development financing 134-5, 137, 141,
165; UN Conference on Financing for
Development 2015 142

diarrhea 149

DiDi Global ride-hailing platform
116n18

digital: ads 110; connectivity 82; economy
37n6, 48, 84; giants 30, 32; harm 30;
infrastructure 83—4; innovation 83—4;
money 138; rules 33; security 1; services
1, 84; services gatekeepers 112; services
taxes 142; surveillance 115n5; taxes 32,
37n6, 142; technology(ies) 84, 97, 111;
tools 98; trade 30, 48; transformation
6; see also Special Event on the Digital
Economy (Osaka Summit)

digitalisation 82—4, 101; of trade 49

Digital Markets Act (EU) 112, 116n20

Digital Services Act (EU) 116n20

Diwan, Ishac 141

Doha Development Agenda (DDA) 41, 44,
47,49, 51n4

domestic regulation of services 49—50

DSSI see Debt Service Suspension
Initiative

East Asia: as development model for
economic growth 90—3, 98; emerging
economies in 2; globalisation and 29;
industrial policies in 99—101; ‘miracle’
of 104n27; rise of 56; South China

Seas and 62; structural economic
transformation from agriculture to
manufacturing in 102n1

Eastern Europe and Central Asia
(EECA) 133

East India Company 14

Ebola 149

eco-anxiety 129

ecological outcomes, adverse 3

e-commerce 44, 47-8

economic efficiency 55-7, 59, 61

Eden treaty 14

EEC see European Economic Community

EECA see Eastern Europe and Central Asia

Egypt: CBAM’s impact on 172; existing
debt in 166; remittances and rating
assessments of 173; severe debt stress in
151; Share in World GDP by PPP 68

electric vehicles (EVs) 121; see also cars

electronic payments 48

electronics 1

electronic signatures 48

emerging economic framework 8

emerging economies 2; ascendance or rise
of 2, 67, 75; prominent examples of
113; see also ASEAN; China; India;
Indonesia; Korea; Malaysia; Vietnam

emerging markets: capital flows to 10;
developing countries and 10, 27, 31-2,
36, 37n6; see also Global Emerging
Markets Risk Database Consortium
(GEMs)

emigration 14—15, 125; mass 15

employer-poaching 103n7

endowment structure 78, 81-2; production
and trade structure and comparative
advantage and 76—8

epidemics 149; HIV/AIDS 31; see also
COVID-19

England: Methuen treaty 14; Swing Riots
124; see also Britain; Great Britain;
United Kingdom

Ethiopia: debt relief requested by 141

Europe: Median Sovereign Spreads in /54

European Economic Community (EEC):
Britain’s accession to 18; formation
in 1958 of 19, 42; GATT principles of
non-discrimination and 42; signing of
and signatories to 51n7; transformation
into the EU of 43

European Union (EU): Digital Markets
Act 112, 116n20; Digital Services Act
116n20; EEC roots of 43; General Data



Protection Regulation 116n20; Net-Zero
Industry Act 126; role in maintaining
rules-based trade system under
WTO of 51

Eurozone 10, 137-40

Evans, Peter 100

EVs see electric vehicles

existing country debt see debt

fatalism see climate fatalism or
utopianism

FDI see foreign direct investment

Finland: carbon taxes in 171

FOBS see Fractional Orbital Bombardment
System

Ford Model-T see cars

foreign direct investment (FDI) 71—-6

fossil fuels and fossil fuel dependence 3,
8, 30, 37n5, 95, 120-1; fossil subsidies
173; total net present value of global
fossil stranded assets 123

Fouquet, Roger 121-2

Fourth Industrial Revolution 1, 82, 83

Fractional Orbital Bombardment System
(FOBS) 63n4

France: Average Annual per Capita GDP
Growth Rate in 75; Average Annual
GDP Growth Rate in 75; as EEC
signatory and original member 51n7;
Growth Rate of GDP per Capita in
79; interwar period in 16; mercantilist
period in 13—14; Share in World GDP
by PPP 68; Share in World Inward
FDI Stock of 72; Share in World
Manufacturing Value Added 70; Share
in World Outward FDI Stock 73; Share
in World Trade in Goods 69

free trade agreements (FTAs) 46; Bilateral
and Plurilateral Free Trade Agreements
in Asia 44; RTAs and 51n6; see also
CUSFTA; NAFTA

friend-shoring 54, 103n7, 129

fractured world order: political convergence
and 55-7; shifts leading up to 57-61;
proposal to redress 62; trade and
geopolitics driving 54—62

fragmentation 6, 62—3; banking 158;
China’s role in 59; geo-political 54,
59; market 171; repairing 55; trade 8,
126-8; world/global 50, 54-5

fragmented: global economy 61; market
171; world order 61

Fukuyama, Francis 56

Index 183

G7 see Group of Seven

G10 see Group of Ten

G20 see Group of Twenty

G77 see Group of Seventy-Seven

Gallagher, Kevin P. 141

GATS see General Agreement on Trade in
Services

GATT see General Agreement on Tariffs
and Trade

GEMS see Global Emerging Markets Risk
Database Consortium

General Agreement on Tariffs and Trade
(GATT) 2, 5, 18-19, 22; Agreement
on Trade-Related Investment Measures
[TRIMS]) added to 41-2; creation
and purpose of 40; dispute settlement
mechanism of 41; principle of
non-discrimination of 42; Uruguay
Round of 40

General Agreement on Trade in Services
(GATS) 40, 46

General Data Protection Regulation (EU)
116n20

generative Al (GenAl) 1, 98, 109-10, 112

geopolitics: fractured world order
correlated to trade and 54—63;
international economic order and 223

geopolitics and economics: current
centrifugal state of 62—3; as forces
jointly driving world order 54—5

Georgieva, Kristalina 54

Germany 16; 1930s austerity budgets for
21; Average Annual per Capita GDP
Growth Rate in 75; Average Annual
GDP Growth Rate in 75; Growth Rate of
GDP per Capita in 79; interwar period in
16—18; pharmaceutical companies in 31;
Share in World Inward FDI Stock of 72;
Share in World GDP by PPP 66; Share in
World Outward FDI Stock of 73; Share
in World Manufacturing Value Added 70;
Share in World Trade of Goods 69; world
GPD and 67; see also West Germany

Ghana: debt relief requested by 141;
remittances and rating assessments
of 173

Gilded Age (US) 124

Global Economic Coordination
Council 144

global economic order, emergence of
13-21; see also gold standard

global economy: division between China
and US visions of 40; drivers of
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transformation of 7; expansion of 1,
2; evolution of 1; fragmentation of
54; obstacles to unified version of 28;
rapid growth from 1990s to 2000s of
39; profound transformations of 2;
small developing countries and 27,
Special Drawing Rights and 31; uneven
distribution of power in 5; widening
geopolitical divide in 23; world order
and 55; see also convergence; economic
efficiency; comparative advantage

Global Emerging Markets Risk Database
Consortium (GEMs) 166

global financial crisis of 2008—2009 3,
145n2, 151, 164, 169, 170

global financing of pandemic
preparedness 157

global governance: argument for a
minimalist global architecture in 30—6;
central tensions in 28—30; expansive
37n5; evolving landscape of 4; four
general principles for 26—8; framework
for, lack of 171; framework for minimal
global governance architecture 26;
‘good’ system of 36; rethinking 5,
26-36

global governance systems 174;
enforceable 10

Global Health Threats Council 157

globalisation 2, 14; good and bad outcomes
of 29; multi-national corporations
and 32; post-1990s 23; Polanyi on
37n7; potential rewards of 28; see also
deglobalisation; hyper-globalisation

global macroeconomic stability: private
capital and 1657

Global Preparedness Monitoring
Board 157

global public good 27-8; climate as
37n2, 169; climate transition as 95;
international policymaking as 57;
financing of 157; international trading
system as 61; knowledge as 37n2;
labour-friendly innovation as 98;
provision of 9, 28, 61, 135-6; reducing
emissions as 33

Global South 51

Global Sovereign Debt Roundtable 35

global value chains (GVCs) 92-3

Golden Age of economic growth 13

gold standard 4, 15—17; Britain’s
1932 decision to quit 21; rules of 20—1

Gopinath, Gita 54

Gowa, J. 22-3

grant financing: SDRs and 168—70

Great Britain: Average Annual per Capita
GDP Growth Rate in 75; Average
Annual GDP Growth Rate in 75;
Growth Rate of GDP per Capita in 79;
see also Britain

Great Depression 4, 17-19

Great Divergence 14

Great Powers 6, 58, 62-3, 126

Great Specialisation 14

Green Deal (Europe) 123

greenhouse gas emissions 3

green industrial policies 126, 129

Green Industrial Revolution 8, 120-9;
economic consequences of 124-5;
as new Industrial Revolution 121-4;
policy recommendations for 127-9

green industries 93—4

green jobs see jobs

green investments 7, 104n17, 127;
enhancing 34

green technologies 98; being a pioneer in
127-8

green transition 9, 93—5; climate crisis
and 89; investment in 95; governments’
facilitating of 123—4; labour-absorbing
services and 90, 99—-101; key
investment priorities related to 94;
mitigating inequality within countries
during 128; new industrial policies for
99-101; trade policy and 33

Greenwald, Bruce 102n4

Group of Seven (G7) 67, 71, 144;
Average Annual per Capita GDP Growth
Rate in 75; Average Annual GDP
Growth Rate in 75; share in World’s
FDI Inflow of 71; share in World’s FDI
outflow of 73

Group of Seventy-Seven (G77) 143

Group of Ten (G10) 139, 144

Group of Twenty (G20) 10, 35, 67,
134-6, 144; 2022 Bali Meeting 156;
2023 Summit 141; Common Framework
for Debt Relief developed by 159,
167; cost of sending money from 174;
Debt Service Suspension Initiative for
low-income countries 141; IDA and
168; Independent Experts Group 136;
Indonesia’s presidency of 156; Osaka
Summit 48

Group of Twenty-Four (G24) 32

GVCs see global value chains



HINI1 149

Habermas, Jiirgen 116n11

health: absence of international approach to
150; global 27; as global concern 149;
global health challenges 149—50; health
for all 157; Kerala State’s investment in
102n2; mental 116n13; public 30, 31-2,
37n2,91, 136

health care sector 7, 82

health and economic recovery: constraints
on 150-7; current reform proposals for
157-9; global resource mobilisation for
9, 150—61; what can be done to address
159-61

health investments 157

health workers 98

heat stress 149

Heavily Indebted Poor Countries Initiative
1996 139

hegemonic Great Power (i.e the US) 58, 61;
see also Great Powers; United States

hegemonic stability theory 57

hegemonies, shifting 4

HIC see High Income Countries

High Income Countries: Growth Rate
of GDP per Capita in 79; labour
productivity and 77

Hitler, Adolf 18

HIV/AIDS epidemic 31, 156

Hong Kong: Share in World’s Inward FDI
Stock of 72; Share in World Outward
FDI Stock of 74

horses 124

hyper-globalisation 35, 89, 92, 101, 126

hyper-nationalism 158

IBM 116n26

ICT see information and communication
technologies

IDA see International Development
Association

IMF see International Monetary Fund

immigration: countries of 18; New World
restrictions on 15

inadvertent cooperation 6, 55, 62—3

income and wealth disparity(ies)

Independent Panel for Pandemic
Preparedness and Response 157

India: as centre of innovation 98; Colonial
India 18; as emerging economy 71;
Growth Rate of GDP per Capita in
79-80, 79; as middle-power nation
3; role in maintaining rules-based

Index 185

trade system under WTO of 51; Share
in World GDP by PPP 68; Share in
World Inward FDI Stock of 72; Share
in World Manufacturing Value Added
71; Share in World Trade in Goods of
69; spyware used by 117n27; tradeable
service industries of 96; TRIPS waiver
requested by 31; see also Kerala State;
KoreatIndia

Indonesia: Growth Rate of GDP per Capita
in 79; manufacturing sector of 70; as
middle-power 3; hare in World GDP by
PPP 68; Share in World Manufacturing
Value Added 71; unrefined nickel
banned by 35

industrialised countries or world 14;
workers from 8

industrialisation 2, 3, 7; import-substituting
14; see also de-industrialisation 14

industrial machinery 1

industrial policy(ies) 13, 20

Industrial Revolution (First Industrial
Revolution) 3, 123—4; Whig policies
and 13; see also Green Industrial
Revolution; Second Industrial
Revolution; Fourth Industrial
Revolution; Third Industrial
Revolution

industrial revolutions 122

inequality 2

Inflation Reduction Act (IRA)(US) 20-3,
34,123, 125-6

information and communication
technologies (ICT)

information technology 96, 109

Information Technology Agreement 51n4

integrity 10, 171

Integrity Council for Voluntary Carbon
Markets 173

intellectual property rights 5, 13, 26, 40,
46, 47, 157; restrictions on 160; see
also TRIPS

Inter-American Development Bank
130, 170

International Development Association
(IDA) 134, 168-9

international economic order: geopolitics
and 22-3

International Energy Agency 172

international migration 23; see also
migration

International Monetary and Financial
Committee (IMF) 144
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International Monetary Fund (IMF) 5, 36,
54,59, 62, 166; borrower conditions
imposed by 157; Debt Sustainability
Analysis by 160; dual accounting by
138; election of head of 144; Executive
Board and Board of Governors of 137,
139; financing and lending by /37, 138;
fiscal indicators, per 152; IMF-printed
money 31; IMF-style stabilisation
plans 16; International Monetary and
Financial Committee of 144; in Kenya
167; need for reform of 159; purpose
of 19; projections regarding developing
countries with high levels of debt /40,
140; Resilience and Sustainability Trust
of 170; spreads on sovereign debt, per
153, 154; see also Special Drawing
Rights (SDR)

International Tax Authority (UN) 143, 144

international tax cooperation 142—3

International Trade Organization (proposed;
failed) 40; US objection to 24n3

internet: creation of 1; flow of information
via 57

internet searches, optimizing 110

Internet of Things (IoT) 83

interwar period 13, 16—18, 22

investment facilitation for development
48-9; joint 48; future 49

IRA see Inflation Reduction Act (US)

Ireland 51n9; Apple profits from abuse
of employees in 32; Share in World
Inward FDI Stock of 72; Share in World
Manufacturing Value Added 7/; Share
in World Outward FDI Stock of 74

Italy: Average Annual per Capita GDP
Growth Rate in 75; Average Annual
GDP Growth Rate in 75; as EEC
signatory and original member 51n7;
Growth Rate of GDP per Capita in 79;
Share in World GDP by PPP 68; Share
in World Inward FDI Stock of 72;
Share in World Manufacturing Value
Added 70; Share in World Outward FDI
Stock of 73

Japan: Average Annual per Capita GDP
Growth Rate in 75; Average Annual
GDP Growth Rate in 75; e-commerce
meeting in Davos hosted by 48;
Growth Rate of GDP per Capita in 79;
as middle-power nation 3, 6; role in
maintaining rules-based trade system

under WTO of 51; semi-conductor
industry in 40; Share in World GDP by
PPP 68; Share in World Manufacturing
Value Added 70; Share in World
Outward FDI Stock of 73; see also
Osaka Summit

jobs 18; Al and 112; future of 93; green
jobs 98; green transition’s possibility
of creating 95-9, 112; low-wage 109;
macroeconomic policy and the structure
of 103n9; manufacturing jobs 101;
middle-income 109; protecting 35;
stealing of (i.e. xenophobic rhetoric
related to “China shock”) 59; US green
investment and 34; vanishing in the US
of (i.e. offshoring of work) 61

Johnson Sirleaf, Ellen see Sirleaf, Ellen
Johnson

Johnson, Simon 115n1

Juma, Calestous 128

Juncker, Jean-Claude 22

Kennedy, John F. 55

Kerala State, India 102n2

Keynesian economics 24n2, 57

Kigali Declaration 172

Kindleberger, Charles 57

Korea (Republic of Korea): bilateral RTA
with Chile 45; as emerging economy
71; Growth Rate of GDP per Capita
in 79—-80, 79; manufacturing sector of
70; as middle-power nation 3, 6; role in
maintaining rules-based trade system
under WTO of 51; semi-conductor
industry in 40; Share in World GDP by
PPP 68; Share in World Manufacturing
Value Added 71; Share in World
Outward FDI Stock of 74

KoreatIndia: share in World’s FDI
Inflow of 71; share in World’s FDI
outflow of 73

Latin America: Growth Rate of GDP per
Capita in 79; Median Sovereign Spreads
in 154; SDR in 169

Latin American and Caribbean Taxation
Platform 143

Latin America debt crisis 139

Latin American Reserve Fund 139

League of Nations 16—17; Economic and
Financial Organization of 16; US refusal
to join 24n3

Lewis, W. 15



‘lifestyle’ diseases 149

Liquidity and Sustainability Facility 167

LMICs see Low and Middle-Income
Countries

locomotives 1

London Agreement on German External
Debts 1953 159

Low and Middle-Income Countries
(LMICs) 10; debt distress in 151-2;
Eurobond issuances in 164; health and
economic recovery in 151-7, 160,
164—74; impact of COVID-19 on 157,
164; need for greater fiscal space in 160;
public debt of 152—3; reform proposals
for 157; sovereign bonds issued by 154;
sovereign debt of 153

Luddite movement 124

Luxembourg 17; as EEC signatory and
original member 51n7

Machlup, Fritz 21

‘Magnificent Seven’ (i.e. Alphabet,
Amazon, Apple, Meta, Microsoft,
Nvidia, and Tesla) 123

Ma, Jack 116n18

malaria 149, 156

Malaysia 44-5, 113

manufacturing sector 70

mass emigration 15; see also emigration

mass migration 15; see also migration

mass manufacturing 1; see also
manufacturing sector

Mattis, James 58

Mazzucato, Mariana 157

MDBs see multilateral development banks

medium and small enterprises (MSMEs)
47,49

mercantilism 4, 13—-14

Methuen treaty 14

Mexico 3, 44-5, 60—1, 64n6, 123;
Pegasus virus used in 117n27; Share
in World Trade in Goods 69; United
States-Mexico-Canada Agreement
33; use of collective action clauses in
US-issued bonds 140; US imports from
60, 60—1

micro enterprises 49

Middle East 154; Median Sovereign
Spreads in /54

middle-power: economies 2; nations 3—4,
6, 51; see also LMICs

MIGA see Multilateral Investment
Guarantee Agency

Index 187

migration 125; ILO oversight of 18;
international 23; legal 23; restrictions
placed on 18—19; see also emigration;
immigration

Mill, John Stuart 21

MNCs

Mokyr, Joel 129

morbidity 149; heat-driven 149

MEN see most-favoured nation

most-favoured nation (MFN) agreements
and principles 4-5, 14, 17-22

MPIA see Multi-Party Interim Appeal
Arbitration Arrangement
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