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Preface

This volume appears at a time when the future of globalisation is being
actively contested. The contributions assembled here do not offer simple
solutions, but they provide essential insights into the forces reshaping the
global economy and the strategic choices facing policymakers.

The Pacific Trade and Development (PAFTAD) conference was held in
Seoul between 12 and 15 September 2023 with the theme ‘Globalisation
and the economics, technology and security nexus. The conference was
hosted by the Korean Institute for International Economic Policy (KIEP).
The papers presented at the conference are collected in this volume.

The PAFTAD conference series has been at the forefront of analysing the
major economic, political and institutional challenges facing the Asia-
Pacific region since its first meeting in Tokyo in January 1968. Over more
than five decades, PAFTAD has provided a unique forum for rigorous,
policy-relevant dialogue among economists, policymakers and scholars at
critical junctures for the regional and global economy.

The 41st PAFTAD conference was convened at a moment of profound
transformation in the global economic order. Heightened geopolitical
rivalry, rapid technological change and growing concerns about economic
security have moved from the periphery to the centre of economic
policymaking, reshaping debates on trade, investment, supply chains and
global governance. The chapters collected in this volume engage directly
with these challenges and examine their implications for Asia and the wider
international system.

The chapters explore the evolving dynamics of great-power transition and
the pressures facing the liberal international economic order. They analyse the
restructuring of global supply chains, the rise of economic decoupling and
the strategic use of technology and economic policy in an era of intensifying
rivalry. Several contributions examine whether and how Asia can continue

Xi
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to support an open, rules-based global system amid growing fragmentation,
and what forms of regional and global cooperation may be feasible in a more
contested world.

Together, the volume highlights the deep interconnections between
economics, technology and security, and the need for analytical frameworks
that move beyond traditional silos. The chapters focus on the structural
drivers of the changes and attempt to draw out conclusions and implications
that are not so time-sensitive given the rapid pace of change.

A distinguished group of economists and political economists from
across the Asia-Pacific region, North America and Europe gathered to
debate these issues. As with previous PAFTAD conferences, the hallmark of
PAFTAD 41 was the depth of discussion and critical engagement with each
paper. Chapters benefited from extensive feedback during the conference
and subsequent revision, reflecting PAFTAD’s longstanding commitment
to scholarly rigour and constructive exchange.

The PAFTAD team is grateful to the contributors to the book who
collaborated enthusiastically to bring this research to publication. Our
debt to the authors in the volume is obvious. We are also grateful for the
invaluable and substantive contributions of conference chairs, discussants,
International Steering Committee members, and participants whose
engagement helped to refine the ideas and arguments developed here,
including Shiro Armstrong, Chad Bown, Byung-il Choi, Chung-Min
Tsai, Chul Chung, Yose Rizal Damuri, Evelyn Devadason, Peter Drysdale,
Christopher Findlay, Yiping Huang, John Ikenberry, Lili Yan Ing, Merit
Janow, Il Houng Lee, Hosuk Lee-Makiyama, Kyu Yub Lee, Siwook Lee,
John Llewellyn, Aaditya Mattoo, Ann Marie Murphy, Mari Pangestu,
Louis W Pauly, Danny Quah, Barbara Stallings, Anna Strutt, Somkiat
Tangkitvanich, Daria Taglioni, Yves Tiberghien, Yasuyuki Todo, Adam
Triggs, Shujiro Urata, David Vines, Vo Tri Thanh, Wonho Yeon, Soogil
Young, Myung-hee Yoo and others. We also acknowledge the contributions
of PAFTAD Young Fellows and discussants, including Kade Denton,
Wannaphong Durongkaveroj, Nam Seok Kim, Nurina Merdikawati, Sun
Ryung Park, Dyah Pritadrajati, Rania Teguh and Yang Zhou.

We thank the Korean Institute for International Economic Policy (KIEP)
for hosting the PAFTAD 41 conference, and the PAFTAD International
Secretariat for overseeing the conference and publication process. We are

particularly grateful to Dyah Pritadrajati and Rania Teguh of The Australian
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National University (ANU) for their dedication and care in supporting the
organisation of the conference and the preparation of this volume. We also
thank ANU Press for their professionalism and support, and Beth Battrick
for her careful and meticulous copy-editing work in bringing this volume
to completion.

The PAFTAD International Steering Committee and the International
Secretariat gratefully acknowledge the generous support of PAFTAD’s
longstanding donors, whose commitment makes this work possible. Their
continued support ensures that PAFTAD remains an independent and
respected forum for advancing understanding of the economic challenges
facing the Asia-Pacific region.

Shiro Armstrong and Yves Tiberghien
Canberra, January 2026
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Introduction: The embattled
global economic order

Shiro Armstrong and Yves Tiberghien

The fate of the global economic order today offers a great paradox. Why are
major countries choosing to let the successful global economic order erode
under divergent interests and new security priorities, when their prosperity
and livelihood depend on it? And what can be done about it? The question
is particularly salient in the Asia-Pacific region, whose dramatic economic
success of the last five decades was built on this global economic order.

The postwar global economic order — what John Ikenberry calls the liberal
international order (LIO) in this book and in other works — has arguably been
the most successful in human history, generating prosperity, technological
progress and development across vast swathes of the Asia-Pacific and the
global community more broadly. The order incubated a combination of
economic interdependence and global institutions and rules that allowed
major powers in the global system to find common interests. This layered
institutional system stood in dramatic contrast to the failed efforts of
the London World Monetary and Economic Conference of June—July
1933 (Daunton 2023). The London summit aimed to coordinate among
divergent national interests regarding trade, debt and currency in order to
avoid economic collapse. It utterly failed, as leaders refused to budge from
domestic priorities, resulting in a prisoner’s dilemma outcome, where they
all suffered as a result. There is indeed a direct thread leading from the failed
coordination in 1933 to global economic upheaval and World War II.

For decades, leaders of major economies understood the crucial importance
of accepting some common discipline and norms for the sake of economic
progress and peace. The successful and coordinated global response to the
2008 global financial crisis embodied by the Washington and London G20
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Summits of 2008—09 represent the high point of such cooperation around
the common global economic order (Drezner 2014; Tooze 2018). The
United States was at the heart of this global effort, as creator and ‘owner-
operator’ of the LIO (Ikenberry 2011). North American, European and
Asian allies were all on board, of course. But there was also broad acceptance
of global economic rules and institutions by rising Global South powers,
including China, Indonesia, India, Brazil, South Africa and others. Indeed,
these five major countries are members of the G20 and have continued
to devote great resources and political capital in hosting G20 summits
respectively in 2015, 2022, 2023, 2024 and 2025.

But the picture today is dramatically different.

The world has changed. Not the sort of accelerated change that simply
challenges communities and governments, but profound change since the
global financial crisis that has seen irreversible turning points that make
the new circumstances qualitatively different and challenge the assumptions
of the post-Cold War and post-World War II order.

The US-led LIO is being trashed by the United States. No longer gradually
and subtly, but explicitly and without any alternative under the Make
America Great Again (MAGA) movement and a violent and massive trade
war on all partners (Baldwin 2025). Over several years culminating in the
Trump 2.0 Administration, the United States has decided to walk away
from the free trade system (Beeman 2024). The United States is now the
biggest threat to the trading system.

China’s rise was to some extent predictable, but the cocktail of its
authoritarian political system, coupled with new technologies and more
confidence and power on the heels of economic ascension, have created
deep uncertainty for the rest of the world.

Climate change is accelerating, approaching and surpassing some irreversible
tipping points that bring existential risks. At the COP 21 in 2015, avoiding
1.5°C of increase from the pre-industrial average was written as key
aspiration. By 2025, it is clear that we have reached 1.5°C already, and
that this threshold is leading to an acceleration of adverse weather shocks
around the globe.

Geopolitics is back, with great power competition and conflicts breaking
out. The great powers are pushing the world towards a return to ‘might is
right’, instead of rules, norms and institutions constraining power.
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The promise of artificial intelligence (AI) and digitalisation to lift living
standards globally — to end poverty, to boost productivity growth in stagnant
rich countries and to help those stuck in middle income to finally achieve
abundance — comes with unaddressed existential risks. Codes, principles
and study groups have multiplied to address this existential threat. However,
in an acute climate of competition with China and between companies, the
United States in 2025 is turning its back on any discussion of Al safety.
Great powers are far from even starting the process of collectively governing
Al in order to serve humanity.

No wonder that the security imperative is dominating policy choice
everywhere. Uncertainty is fuelling the downward spiral.

These developments are all correlated, and the world is on this trajectory
towards a 1930s epic fail equilibrium, or worse, as Armstrong and Quah
explain in this volume. The world is on that trajectory because of decisions
in Washington, Beijing and other capitals that, of their nature, are not
all-embracing.

Focus of the book

We face a global economic order paradox: why are great powers willing to
return to nineteenth-century-style great power politics and let the global
economic order erode, when that previous model led to failure and war?
What explains the current rush toward the weaponisation of the world
economy (Farrell and Newman 2019, 2025), the rise of economic security
and economic warfare (Demarais 2022; Fishman 2025), and indeed the
‘weaponization of everything’ (Galeotti 2022)?

This book is about this paradox and focuses on three key questions:

*  What are the key drivers of the current deep fissures in the global
economic order?

* What implications does the current competition over technology,
finance, trade and supply chains have for the viability of the global
economic order?

* And what can be done about this current crisis to contain it and possibly
reverse it? What are some avenues to stabilise, reform, reinvent the global
economic order?
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The book brings together leading scholars of international economics and
international relations, along with leading economic and technology policy
analysts to address these questions.

Purposeful actors in the global community can alter that trajectory by
deliberate policy choice. This book is concerned with understanding
the structural factors causing this trajectory and suggests some ways to
course-correct.

Arguments

We emphasise three drivers behind the current crisis of the global economic
order. First, the fundamental realignment in the balance of power among
major powers is a key driving force for the current upheaval. This systemic
change has led to demands by rising powers for increased participation and
voice in the rule-making process of the global economic power. Meanwhile,
the United States has increasingly refused this adjustment of power
distributions in global institutions and rule-making, fearing that it would
only accelerate the rise of rivals. This book unpacks those dynamics and
offers innovative ideas to skirt this systemic obstacle.

Second, shifts in US domestic politics play an outsized role in the crisis of
the global economic order and any solution must find a way to wait out the
current US populist uprising or find ways to accommodate demands while
preserving the existing order. The United States has shifted from the chief
architect and proponent of an open liberal economic system to one of its
strongest challengers. This shift follows changes in public opinion away from
support for open economics in the context of rising domestic inequalities
and regional dislocations. Similar but less consequential domestic political
pressures exist in European countries.

Finally, we argue here that the global economic order suffers from original
institutional flaws. In the effort to remedy the clash of economic interests of
the 1930s that led to a crisis in the global economy, the system was built by
and around US hegemony as a response. This shortcut worked for decades,
but it has also led to the current crisis. Policy leaders around the world today
must not only deal with the policy issues they face around trade, finance and
technology; they must also engineer a new method of coordination that
accommodates the new power realities, despite the current US insurgency.
A key illustration of this difficulty was found in the 2026 G20 Summit
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in Johannesburg. The United States not only completely boycotted the
summit, it pressured friends not to sign a joint declaration. In the end,
the G20-minus-one did issue a joint declaration that saw the world minus-
one become a reality. But it was a weak declaration, innovative in its focus
on Africa and in some ideas, but low on deliverables.

This book offers a set of innovative pathways to address the current crisis
of the global economic system.

Liberal international order, global economic
order and power transition

What is the global economic order (GEO)? And how does it relate to the
liberal international order (LIO)? How does the current power transition

impact the stability of the LIO and the GEO?

The first section of the book focuses on the nature of the GEQO, the drivers
behind its formation and the sources of its partial demise today. A common
theme is the impact of recent changes in the global balance of power and in
US domestic politics.

Over decades of path-breaking work, Ikenberry has deeply researched the
origins of the ‘liberal international order’. Ikenberry first defined global
order as a set of agreed relations among states, given the differential of
powers. He wrote: ‘political order refers to “governing” arrangements
among a group of states, including its fundamental rules, principles, and
institutions’ (Ikenberry 2001, 23). This work defined three types of global
order: balance of power among major states, hegemonic order, and a
constitutional order with agreed rules and limits. In his subsequent work,
Ikenberry defines the LIO as ‘a liberal hegemonic order’, defined as ‘the
provision of security, wealth creation, and social advancement’ (Ikenberry
2011, xi). This is a ‘fused’ order, with both elements of a hegemony and
elements of a constitutional order, with institutions, norms and rules.
Ikenberry writes that the United States had a special role. Indeed, Tkenberry
calls the United States ‘owner and operator’ of the LIO, ‘supporting the
rules and institutions of liberal institutionalism but also enjoying special
rights and privileges’ (Ikenberry 2011, 2).
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In his contribution to this book, Ikenberry defines the LIO as a complex
and interconnected “system” of layered rules, institutions, bargains and
projects that emerged out of the economic and geopolitical upheavals of the
1930s and 40s” (p. 19). The various pillars of this order emerged gradually
and in diverse forms, as an effort to respond to the problems of previous
decades and to coordinate among advanced industrial countries. Ikenberry
adds that the creation of the LIO resulted first from a US decision to rely
on an ‘open, loosely rules-based world political economy’ (p. 19). The LIO
was also made possible by bargains that the US struck with like-minded
capitalist states, both for economic reasons and security reasons in the
context of the Cold War. Finally, there was an ideational political project
around ‘liberal internationalism’.

The LIO analysed by Ikenberry did include political features beyond global
economic cooperation, but the GEO was its central pillar. And indeed,
we can observe that global economic institutions became much more
established and accepted than mere political norms and agreements. With
the end of the Cold war in 1990, much of the former Communist world
joined the economic order (including China and Russia, as well as India),
without accepting all the political tenets of the LIO.

Interestingly, US allies, such as Japan, Australia, Europe and Canada like
to use the term ‘rules-based order’ both for the economic order and the
political security order. This represents their belief in the constitutional
nature of this order, as it developed over the decades. But the United States
always understood that the global order relied on US hegemony, and de
facto the United States reserved the right to sometimes push or break the
rules. That partial incline became a massive torrent with the advent of
the Trump 2.0 Administration.

Vines and Llewellyn (Chapter 2) define the GEO as a system of
‘global economic governance that would manage the global economic
system by means of a set of global economic institutions’ (p. 45). The
institutions were organised with the aim of achieving four goals: domestic
macroeconomic policy coordination to support employment and limit
inflation; a smooth current account balance adjustment process; financial
crisis resolution and long-term investment through international lending
coordination; and mutually beneficial trade liberalisation (p. 46).
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Both lkenberry, and Vines and Llewellyn agree that the stability and
operation of the LIO or GEO were connected to the capabilities of the
United States and its allies in the system.

In other words, the formation of the LIO and of its GEO component
depended on a particular political consensus within the United States
and on power relations that put US dominance and US bargains with its
Western democratic allies at the forefront.

The countries that signed onto the LIO and GEO did so not just because of
the benefits that would accrue from ‘membership’, but because of the moral
basis of the existing order that was built on the principles enshrined in
the United Nations, like equal treatment. Equal treatment, operationalised
via most-favoured-nation treatment in the trading system ensured a level
playing field and is the basis for a rules-based order. The alternative is
a power-based order, where might is right.

The core question today and at the heart of this book is this: can the
stability of the GEO, upon which the global economy depends, survive
deep political changes within the United States and a change in the balance
of power away from Western dominance?

Indeed, using nominal data, developed democratic economies of the OECD
(Organisation for Economic Co-operation and Development) represented
83 per cent of global GDP in 1990 and still 81 per cent in 2000. By 2024,
however, their share dropped to 60 per cent (despite the addition of a few
countries to the OECD).! The G7 share went from 66 per cent in 1990
to 45 per cent in 2024. Meanwhile, the developing and emerging world
went from 17 per cent to 39 per cent in the same period. China alone went
from 2 per cent in 1990 to 17 per cent in 2024 (after a peak at 19 per cent
in 2021). In Purchasing Power Parity (PPP) measures, the G7 share went
down from 47 per cent to 29 per cent and the BRICS? share from 12 per
cent to 37 per cent (including new members).

These are very large changes, with 23 per cent of nominal global economic
power changing hands from developed to emerging and developing
economies. Indeed, this represents the largest amount of change in global

1 Authors’ calculations based on the IMF World Economic Outlook database: www.imf.org/en/
Publications/ WEO/weo-database/2025/April, retrieved 10 June 2025.

2 BRICS refers to the economic bloc initially formed by Brazil, Russia, India, China and later South
Africa, plus additional countries that have been incorporated into the community over time.
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economic power since the 1850s and the eclipsing of China and India by
the United States and Europe. This does change everything, including
expectations by emerging economies to have a seat at the table of global
rule-making.

In this book, Ikenberry addresses the current crisis of the LIO and GEO.
He emphasises again both domestic changes in the US (end of consensus
supporting economic openness and global public goods) and changes in
international power relations (weakening of the G7 monopoly, US—China
tensions). Ikenberry sees an erosion of the idea of ‘liberal modernity’ (p. 29).

Vines and Llewellyn echo Ikenberry’s analysis of changing capabilities and
intentions of the US and its allies. Building on Ruggie’s analysis of the
‘embedded liberalism’ compromise in the Bretton Woods era that allowed
the reconciliation of global free trade with social and political stability, they
summarise the current crisis in the following crisp way:

This embedded liberalism is now under threat throughout the
world: populism is undermining external engagement, and thereby
international cooperation. In particular, the United States is now
abandoning the position of enlightened leadership which it pursued
ever since it signed the Atlantic Charter with Britain in 1941.
Moreover, the rise of a second major power, China, is also ensuring
that a unipolar world, led by the United States, is no longer
sustainable. (p. 64)

Their analysis tracks how these changes in the US position in the system
and in power politics are rippling through three key arenas of the GEO: the
global financial system and macroeconomic management, the trade system
and climate change governance.

Louis Pauly focuses on the socioeconomic conflicts within societies and
argues: ‘Today that order is in flux, partly because of elite confusion and
incoherence and partly because those left out or marginalised have ceased
to be acquiescent’ (p. 92). For Pauly, the crisis starts at home in the United
States, Europe and other countries. The pursuit of economic liberalism under
globalisation has deeply eroded Ruggie’s ‘embedded liberalism’ compromise
and led to a powerful populist backlash. The key issue now is to find new
forms of compromise to address systemic governance, an inescapable reality
of an interconnected world.
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Economic security battlefronts: Finance,
technology, trade and supply chains

Over the last decade and especially since the COVID pandemic, key
economies have engaged in an accelerating cycle of economic security
measures. While these measures are by nature defensive and focused on
protecting the integrity of national economies and socioeconomic wellbeing,
they generate externalities for other countries. These negative externalities
affect both rivals and friends alike, and have implications for the trading

system and both the LIO and GEO.

Economic security measures refer to state (i.e. non-market) measures taken
to protect access to critical inputs for a national economy, such as energy,
food, water, medicine, capital, technology and critical components. They
also include the protection of critical infrastructure (physical and virtual)
and intellectual property.

Under the global liberal concept prevalent in the 1990s and 2000s, such
non-market measures were seen as unnecessary, superfluous and inefficient.
And they do come with a cost that is paid in inflation and decreased
profitability and living standards. The key ingredient was a shared trust that
the global market, backed by rules, would deliver such priority inputs, along
with more ‘normal’ economic goods.

Over the last few years, this trust has deeply eroded and various major players
are asking the ‘what if” questions, seeking to add a layer of precaution to
the supply of such critical goods. The problem is that economic security
measures by one party accelerate the economic security predicament for
others. Economic security measures increasingly generate a security dilemma
or an arms race dynamic. Accelerating tit-for-tat measures are hard to fully
predict and control. If left unchecked, the dynamic can get out of control
and bring about a lose—lose outcome.

Four chapters in this book address different dimensions of the economic
security dilemma: global financial integrity (Pauly in Chapter 3),
the securitisation of global trade (Armstrong and Quah, Chapter 5), the
securitisation and competition of regional supply chains (Murphy, Chapter 6),
and cyber security (Lee-Makiyama, Chapter 7).
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Southeast Asia offers lessons in how to manage economic and security
interests in an integrated manner and Ann Marie Murphy focuses on
the intersection of interdependence, vulnerability and domestic political
legitimacy in the Association of Southeast Asian Nations (ASEAN).
Murphy’s core contribution is to show that economics in Southeast Asia
has never been ‘separate’ from security; rather, it has been instrumentalised
as both a source of stability and a vector of risk.

There is growing pressure on Southeast Asia to ‘choose sides’ in the
competition between Chinaand the United States—something that Southeast
Asian states see as existential. There are new risks to ASEAN member
states that have seen economic intercedence as a source of security, now
that intercedence has become weaponised. Murphy argues that Southeast
Asia’s economic security challenge is not choosing between economics
and security, but managing their entanglement under asymmetric power.
Economic integration remains essential for legitimacy and stability, but it
no longer provides strategic reassurance. As a result, economic security in
Southeast Asia increasingly means hedging, diversification, minilateralism
and domestic political management, rather than reliance on ASEAN or
liberal interdependence alone.

Armstrong and Quah are concerned with how US-China strategic
competition is turning previously mutually beneficial exchange into being
seen as zero-sum, where there is usually only one winner. Zero-sum thinking
is causing a prisoner’s dilemma outcome, where everyone is worse off even
though there are cooperative outcomes where they are all better off. The last
time we saw a global-scale prisoner’s dilemma, or ‘epic fail’ equilibrium, was
in the 1930s in the lead-up to World War II.

Technology — 5G telecommunications, the digital economy, Al and the
entire stack to support its development and semiconductors — are the leading
edge of the securitisation of economic exchange. Hosuk Lee-Makiyama

explores this through the global deployment of 5G networks.

Lee-Makiyama argues that digital infrastructure — particularly 5G — became
an early and unusually explicit case of ‘de-risking’, driven by the perception
that control over telecommunications networks poses immediate national
security risks. Unlike other strategic sectors, 5G underpins all critical
infrastructure and societal functions, making vulnerabilities in networks
more consequential and less amenable to mitigation through traditional
market or regulatory mechanisms.
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Liberalised trade, global standards and privatised telecom markets enabled
foreign vendors — particularly Chinese firms — to gain significant market
share, which governments increasingly perceived as a threat to strategic
autonomy. Legal developments, notably China’s 2017 National Intelligence
Law, further undermined confidence in vendor independence and shifted
security assessments away from technical testing toward trust in suppliers
and legal jurisdictions.

In response, governments adopted vendor exclusions, quotas and licensing
restrictions, often justified as national security measures. However, the
chapter shows that industrial policy objectives — especially efforts to promote
Open RAN and indigenous suppliers — have increasingly overtaken security
logic. While 5G security risks were real, de-risking has produced market
distortions, politicised standards and unintended consequences that may
weaken innovation and long-term economic security.

The way forward: Innovative ideas for
aresilient global order

The authors of this book offer a series of innovative ideas to navigate the
current of changes in the balance of power, great power politics and global
economic volatility. Table I.1 summarises the ideas advanced here.

Table I.1. Innovative ideas to support the global economic order.

Authors Innovative proposal
1. Ikenberry Coalition or club-based rule-making and competitive
rule-making

2.Vines and Llewellyn | Concerted unilateralism

3. Pauly Institutional experimentation

4. Pangestu Constructive incrementalism

5. Armstrong and Quah | Defusing of vicious spirals through realignment
of incentives

6. Murphy Minilateral leadership

7. Lee-Makiyama Limited de-risking strategies in the digital space

8. Drysdale and Triggs | Green transition cooperation as transformative vector

Source: Authors’ summary.
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Ikenberry argues that both the hegemonic avenue and the constitutional
(negotiated) avenue to international cooperation are becoming impractical.
He sees hope, however, in the capacity of small groups of innovative players
to advance rule-making in a club way. Ikenberry also argues that competitive
rule-making between various innovators can open doors to advances in
global governance.

Vines and Llewellyn argue that international economic cooperation is a
necessity. To remedy the current gap, they advance the idea of ‘concerted
unilateralism’. They write: ‘such cooperation involves creating arrangements
in which it is in the unilateral interest of countries to act in a way which
is helpful to other countries. This contrasts with the idea that it will be
in the unilateral interest of countries to free ride on whatever cooperative
arrangements have been in place’ (p. 42).

Pauly writes that some form of international collaboration remains
indispensable in order to deal with radical uncertainty and systemic risks.
Given obstacles to formal multilateral cooperation today, the best hope lies
in institutional experimentation by international agencies and groups of
players that seek to develop new solutions to global risks and challenges.

Mari Pangestu introduces the idea of constructive incrementalism in her
chapter, encouraging bottom-up cooperation to compensate for the absence
of top-down US leadership. Pangestu examines the emerging post-G2
trade order shaped by intensifying US—China strategic competition and
the growing use of trade, investment and technology policies for security
purposes. While geopolitical tensions have increased fragmentation risks,
she argues that large-scale deglobalisation has not occurred and that full
decoupling would impose high economic costs, especially on developing
countries. Instead of sweeping multilateral reform, the chapter advocates
‘constructive incrementalism’: pragmatic, step-by-step progress through
regional, plurilateral and coalition-based initiatives that preserve openness
while managing security concerns. Middle powers and regions such as
ASEAN and East Asia play a critical role in sustaining the rules-based
trading system amid great-power rivalry.

Armstrong and Quah in their chapter cast within a unified economic
framework some key challenges for the GEO: de-globalisation; the rising
impracticability of global cooperation; and the increasingly confrontational
nature of great power competition. They find that some developments draw
on a growing zero-sum perception to economic and political engagement.
That zero-sum explanation alone, however, is crucially inadequate.
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Self-serving nations, even when believing the world zero-sum, have under
certain circumstances produced outcomes that have benefited all. In other
circumstances, perfectly predicted losses have instead resulted on all sides.
Such lose—lose outcomes — epic fail equilibria — generalise the prisoner’s
dilemma game and are strictly worse than zero-sum. In their analysis, third
nations — those not frontline in great-power rivalry — can serve an essential
role in averting epic fail outcomes. The policy implication is that third nations
need to provide platforms that will gently and unobtrusively nudge great
powers away from epic fail equilibria and towards inadvertent cooperation.

The inadvertent cooperation that Armstrong and Quah advocate comes
from a recognition that global cooperation is no longer a top-down process
from the United States and its club of rich allies in the G7, or even the
‘steering committee’ of the global economy, the G20. Great power strategic
competition and geopolitics has meant rule-making and cooperation are
happening outside those global forums. APEC (Asia-Pacific Economic
Cooperation), the G20 and other global forums are far from obsolete and the
key countries have not walked away from them, but inadvertent cooperation
sits alongside principled plurilateralism, described by Adam Posen, with the
Comprehensive and Progressive Agreement for Trans-Pacific Partnership
(CPTPP) and the Multi-Party Interim Appeal Arbitration Arrangement
(MPIA) as examples (Posen 2020).

Murphy explores how minilateral leadership by a group of countries can
address problems of political rivalries and competition in Southeast Asia.
She writes: ‘Like-minded Southeast Asian states with similar conceptions of
the path to political legitimacy derived from economic development, social
stability and regional autonomy will continue to collaborate on policies to
achieve these ends even if a lack of ASEAN unity makes that process more

difficul?’ (p. 208).

Dealing with growing cyber risks affecting all countries: Lee-Makiyama
enunciates strategies of targeted de-risking that are compatible with the GEO.

The international economic order has underpinned political stability
and economic prosperity around the world, but especially in Asia. Rising
tensions between the United States, China and Russia intersect against
a backdrop of longstanding failures in global economic governance and
domestic policies. In their chapter, Peter Drysdale and Adam Triggs ask
how Asia can contribute to rebuilding and reshaping the GEO.

13
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They argue that Asia has more to lose than any other region in the retreat from
globalisation and that the need for action on climate change and the energy
transition is the best option for kickstarting cooperation and rebuilding
the economic order. Elevation of the climate change and energy transition
priority does not exclude the need for simultaneous focus on strategies to
keep the trading system open and press trade reform, since fragmentation
and closure of international markets will delay and make more costly the
economic transformation that is needed to effect it. The chapter outlines
the rationale for Asian initiative on this strategy, the frameworks that might
be used and the practical steps that can be taken to achieve it.

The polycrisis, or correlated risks and uncertainty has caused economics to
become weaponised in the service of the national interest. This need not be
a bad thing. History provides examples where greater openness and freer
trade emerge from nations seeking only to advance their own self-interests.
But globally we are seeing cases with mixed results.

Peter Drysdale and Ross Garnaut formalised the idea of concerted unilateralism.
The success of this sort of cooperation can be seen in APEC, where countries
work unilaterally — doing what is in their interest — but in concert, so the
gains are compounded. With countries moving in the same direction towards
an agreed goal, at their own pace and in the manner that best suits their
circumstances, progress is more sustainable and externalities like the free rider
problem are managed. The Bogor goals from 1994, which aimed for free and
open trade and investment, are a successful case of concerted unilateralism.
The Paris Climate Agreement works in a similar manner.

Drysdale and Triggs argue that climate change and the energy transition
offer the most promising pathway for rebuilding international cooperation,
as they require open trade, large-scale investment and inclusive multilateral
solutions. Asia-led initiatives through frameworks such as ASEAN, the
Regional Comprehensive Economic Partnership (RCEP) and the G20 can
help restore trust, update global rules and defend economic openness.

The short-term outlook shows little space for investment and innovation in
global cooperation over the GEO. Indeed, we are likely to face significant
crises, as key actors test their respective advantages. However, if history is
any guide, the medium term could open a new phase of cooperation forced
by necessity and reality. The ideas presented here may well prove useful
when such space opens. A time of crisis is a key moment to envisage future
blueprints and better ways to manage the commons of a joint planet and
joint economic system.
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The state of play in great
power transition. Part A:
The rise, fall and future of
liberal international order

G John |kenberry

Introduction

One of the great dramas of the twentieth century, played out in the wake
of world war and economic depression, was the struggle to build an open,
rules-based and liberal-oriented international order. After 1945, the United
States and its partners engaged in the most ambitious order-building effort
the world had ever seen. The result was a complex array of multilateral rules
and institutions, anchored by the United Nations and the Bretton Woods
system. Economic, political, military, environmental, global, regional —
across functional and geographic domains, a sprawling array of multilateral
rules and regimes were negotiated and put into place. The world pivoted
from an era of total war and economic protectionism to the construction of
a new type of international order — one that provided tools and platforms
to, among other things, reopen the world economy, stabilise monetary and
financial relations, reform and reintegrate Germany and Japan, launch the
European project, facilitate the building of modern welfare states, navigate
the decolonisation of Asia and Africa, and, under the banner of the United
Nations and the Universal Declaration for Human Rights, articulate a global
vision of human betterment.
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After the end of the Cold War in the early 1990s, this project of building
a rules-based order was pushed forward again. The collapse of the Soviet
bloc opened the way for the global spread of liberalism and rules-based
multilateral order. In an echo of the 1945 era, the United States and other
liberal democracies organised their efforts around building and expanding
global multilateral institutions. The North Atlantic Treaty Organization
(NATO) and the European Union expanded. Regional free trade
agreements such as the Asia-Pacific Economic Cooperation (APEC) forum
and the North American Free Trade Agreement (NAFTA) proliferated, and
in 1995, the World Trade Organization (WTO) was created. Countries in
Eastern Europe, East Asia and Latin America underwent economic and
political transitions to become more closely tied to this expanding order.
The proportion of democracies more than doubled, rising from just under
30 per cent of all countries in the early 1980s to almost 60 percent in the first
decade of the twenty-first century. By the end of the 1990s, Western liberal
democracies had reason to think that their twentieth-century struggle to
build a rules-based and progressive international order was largely a success.

Today, most observers would agree that this long era of multilateral order-
building is over. The rules and institutions built up over the last eight
decades are, variously, in disrepair, unravelling and contested — widely seen
within and outside the Western world as inadequate to the task of twenty-
first-century global governance. The world has moved on since the halcyon
days of the American-led world order, the unipolar moment and the
expansionary logic of liberal internationalism. The United States may still
be the most powerful state in the system, but it is widely seen as less willing
and able to provide global public goods and underwrite multilateral order
(Wolf 2023). Across the democratic world, populism and nationalism have
undercut old traditions of liberal internationalism and global leadership.
The United States — the self-appointed cornerstone of the old multilateral
order — is deeply divided at home, perhaps only one election away from
withdrawal from its alliances and multilateral commitments. Outside the
West, China and Russia are contesting both American hegemony and the
‘liberal project’ that stands behind the Western-oriented international order.
In the meantime, new problems of interdependence — climate change, global
health pandemics, technology revolutions and fragmenting financial and
trade relations — are calling for new forms of cooperation, doing so precisely
when multilateral cooperation itself seems to be receding. The demand for
global governance is going up, but its supply is going down.
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Stepping back, what explains this rise of the US-led liberal multilateral
order, and why is it in decline? And, looking at today’s fragmenting world,
where will twenty-first-century multilateral rule-making come from?

In answering these questions, I make four arguments. First, I make a set
of claims about the logic and character of the postwar liberal international
order, as it was built and evolved across the Cold War and post—Cold War
decades. It was a complex and interconnected ‘system’ of layered rules,
institutions, bargains and projects that emerged out of the economic and
geopolitical upheavals of the 1930s and 40s. At the centre of this order-
building project, led by the United States and its allies and partners, was
an effort to create a working international order — a sort of geopolitical
environment or ecosystem — in which these states could survive, protect
their values, institutions and interests, and manage the complex problems
of economic, political and security interdependence.

Second, I argue that there were five factors that pushed and pulled liberal
postwar order-building forward: (1) the United States, the powerful leading
state, had a basic interest in an open, loosely rules-based world political
economy; (2) there was a widespread belief across industrial societies that
the world economy would need to be ‘managed’ to achieve gains and prevent
instability; (3) there was a small group of like-minded advanced capitalist
states that dominated the system; (4) the Cold War and the US-led order
brought the United States, Japan and Europe closer together, fostering trade
and integration and muting disputes; and (5) liberal internationalism was
widely seen as a ‘political project’, a pathway toward advancement and
liberal modernity.

Third, the breakdown and unravelling of this US-led liberal international
order follows from shifts in the domestic and international conditions that
supported its rise: (1) the United States has become less committed to
fostering openness and paying the costs of the provision of global public
goods; (2) the postwar consensus on openness and joint management of
the world economy, organised around trade liberalisation, has weakened,
perhaps broken down; (3) after the Cold War, the system expanded beyond
the G7 countries, bringing in more countries with different agendas and
political/economic interests and visions; (4) US—China competition has
created new divisions that make multilateral cooperation more difficult;
and (5) there has been a decline in the appeal or seeming viability of liberal
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democracy and the vision of liberal modernity. In effect, the old political
foundations that supported the postwar liberal international order have
eroded — the ‘club’ of Western states that ran the system no longer hold sway.

Fourth, there is still reason to think that a reformed and reconstructed
system of open and multilateral order — perhaps more modest, less global —
is possible. But where will rule-making come from in this new era? I explore
four models of international rule-making: (1) constitutional rule-making;
(2) hegemonic rule-making; (3) coalition or club-based rule-making; and
(4) competitive rule-making. I argue that the last two types of rule-making
do provide some avenues for the rebuilding of multilateral order. The main
sources of multilateral rule-making in the coming decades will likely come
from coalitions or club-style groupings of states that promulgate their own
rules and regimes in various functional areas. These clubs may be more or
less open to new members, expanding outward as states make choices to
adhere to the rules and regimes in exchange for gaining access to the benefits
that flow from inclusion within them. Overall, international rule-making is
likely to be more fragmented and diversified. It is likely to come from the
grouping of like-minded states, working together in specific functional and
policy areas.

The logic and character of the postwar
liberal international order

In the decades after 1945, the United States and other leading states rebuilt
the war-ravaged world by forging a system of multilateral institutions and
regimes. It was a sort of explosion or ‘big bag’ of institution building.
Between 1944 and 1952, most of the global institutions that define the
modern system of global governance were put in place — the United
Nations, the Bretton Woods institutions, the General Agreement on Tariffs
and Trade (GATT) (later the WTO), the World Health Organization, and
the array of regional economic and security organisations. The destruction
of World War II and the economic and political upheavals of the interwar
period had left the world without a functioning system of international
relations. The old order, traced back to the 1919 Versailles settlement and
the League of Nations, was destroyed and discredited. The old European-
led order had collapsed, and a new distribution of global power existed. Into
this vacuum, the United States, together with the Great Britain, stepped,
wielding an ambitious agenda aimed at creating postwar order around
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a system of multilateral economic, political and security institutions.
The result was a sprawling system of intergovernmental rules, regimes and
organisations, anchored in the newly launched United Nations — what we
today call the US-led liberal international order.!

This system of multilateral institutions was not created in one fell swoop,
and nor did it reflect a single vision or agenda. In contrast to the settlements
of 1815 and 1919, the post-1945 order did not emerge from a grand postwar
conference. Rather, led by the United States, it was cobbled together in
a variety of unfolding settings, often driven by the practical imperatives of
getting economic and security relationships up and running. The problems
of rebuilding postwar order were unprecedented: how to get European
economic recovery going, how to reintegrate Germany and Japan, how to
organise a system of trade and investment, how to rebuild domestic capitalist
democracy, how to renegotiate the security ties between the United States
and other liberal democracies, how to establish postwar working relations
with the Soviet Union and how to design the United Nations in a way that
would prevent a return of great power war. Never had order-building been so
daunting and complicated. The violence and destruction of the war opened
up a space for new and ambitious ‘visions’ of international order, yet, at
the same time, the immediate problems of rebuilding the basic institutions
of economic and political life cried out for practical forms of cooperation.
Out of these lofty and pragmatic imperatives, a new form of international
order — liberal, multilateral and tied to American hegemony — took shape.?

Looking back, there were two central imperatives that oriented the diverse
and unfolding efforts to building postwar order. The first impulse was to
build a new set of relations among the advanced industrial democracies.
The goal was to solve the problems of the interwar collapse of the world
economy and the mercantilist and geopolitical threats to liberal democracy.
This was the vision of order articulated in the Atlantic Charter and Franklin
D Roosevelts call for a United Nations. The idea was to unite the liberal
democracies and ‘domesticate’ their dealings through a complex system of

1 For portraits of the post-1945 liberal international order, see Ikenberry (2011); Patrick (2009); and
Borgwardt (2005).

2 Theterm ‘liberal international order’ is of relatively recent vintage. The term ‘liberal internationalism’
began to appear in scholarly writings in the 1930s and 1940s and came into widespread usage in the
1970s. Foreshadowing the term, Norman Angell introduced the idea of ‘democratic internationalism’ in
a 1918 book on Western postwar cooperation. The first scholarly use of the term ‘liberal international
order’” appears to be in a 1999 article that I coauthored with Daniel Deudney (Deudney and Ikenberry
1999). The term did not appear in the New York Times until 2012.
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multilateral institutions, intergovernmental relations and joint management
of the Western system and world economy. Security and stability in the
West were seen as intrinsically tied to an array of institutions — the United
Nations and the Bretton Woods system. The second impulse, a reaction
to the deteriorating relations with the Soviet Union, led to the building of
a Western-led coalition to contain the Soviet Union. Along the way, liberal
order-building got tied to an emerging bipolar struggle between the West
and Soviet communism, between what President Harry Truman called a
struggle between ‘two alternate ways of life’. The logic of balance, deterrence
and containment because the backbone of the American effort to build and
defend a ‘free world’ that was defined by its open, rules-based and liberal
values, tied to an alliance of democracies (Ikenberry 2011).

While the postwar US-led order had many layers and features, it ultimately
took the shape of a ‘system’ of Western-led global rules and institutions.
It was not just a complex and decentralised consortium of multilateral
agreements, each with their own purposes and constituencies. Rather, it was
a complex system, organised around a set of relatively coherent principles
and visions. It might be best seen as a set of ‘platforms and frameworks’ for
states to cooperate for mutual gain. It was organised around institutions,
partnerships, client states, alliances, diffuse reciprocity and strategic bargains
between the United States, Western Europe and the wider community
of states. It combined a variety of logics of order, fusing together liberal
internationalism, national security, power politics, trade and open markets,
and American hegemonic leadership. It was a Western-oriented international
order, offering those operating within it various ‘goods’ —security, trade access
and multilateral tools and platforms for states to manage interdependence.
This was the essential goal of the liberal internationalist vision of order:
the creation of an environment or cooperative ecosystem in which states —
starting with liberal democracies — can trade and develop, defend themselves
and secure rights and protections for their people.

This postwar liberal international order was unique in world historical
terms. It can be seen as a sort of ‘third way’ between older forms of order.
In past eras, international order tended to be organised around various
combinations of the balance of power and empire. Liberal order is designed as
a middle path between these anarchic and hierarchical alternatives. As such,
it drew upon on a long lineage of ideas and projects handed down from
earlier generations. What unites this tradition of liberal order-building is the
Enlightenment belief that a ‘modern world” was emerging, and that through
reason, science and enlightened self-interest, societies — in particular, liberal
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democratic societies — could build political orders that advanced the human
condition. New forms of international cooperation are both possible and
necessary. Institutions and political orders can be devised to protect and
advance the liberal democratic way of life. International order can be a site
for war and security competition, but also for collective problem-solving
(Ikenberry 2020).

Multilateralism emerged in this period as a tool used by states in tackling
the most basic problems of power and interdependence. The logic is simple:
as global economic, security and environmental interdependence grows,
so too does the need for multilateral coordination of policies. The more
interconnected states become, the more dependent they are on the actions of
other states for the realisation of their objectives. ‘As interdependence rises’,
Robert Keohane argues, ‘the opportunity costs of not coordinating policy
increase, compared with the costs of sacrificing autonomy as a consequence
of making binding agreements’ (Keohane 1990, 742). Coordinating policies
does entail some restrictions on autonomy, but the gains from coordination
increasingly outweigh these costs as interdependence intensifies. This is
the logic invoked frequently by leaders in the postwar decades to justify
a multitude of multinational institutions to manage interdependence in
various policy realms. Roosevelt made this point in his appeal to the delegates
grappling with postwar financial and monetary issues at the Bretton Woods
conference in July 1944. Great gains could be obtained from trade and
investment across borders, but domestic economies had to be protected
from the spread of destabilising economic actions taken unilaterally by
irresponsible states.

The shifting foundations of the liberal
multilateral order

A set of five underlying factors provided favourable conditions for the
building of the postwar liberal multilateral order — all of which have
weakened or declined in recent years. First, the United States — the most
powerful state in the postwar world — had a deep and enduring interest in an
open world political economy. When the United States emerged as a global
power in the first half of the twentieth century, it confronted a world of
empires, blocs and spheres of influence. The Eurasian world was controlled
or threatened by imperial powers — Germany, Japan and the Soviet Union
— and Great Britain controlled a vast empire and an imperial preference
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system. The grand question that American strategists debated before and
during World War II was whether the United States could exist in a world
of empire. The answer was clearly no — the United States had a strong and
abiding interest in an open postwar world political economy, where it had
access to trade and resources across the industrial and developing world.
It emerged from World War II as the largest and most productive economy
in the world — and so it had an absolute interest in a system of open trade.
Given this commanding position, it identified its national interest with the
functioning of a relatively open and rules-based international order. It was
in a position to think in hegemonic terms — that is, seeking to advance its
domestic interests by working to shape the logic and character of the larger
postwar order.

This hegemonic logic gave the United States incentives to invest in the
building of an elaborate system of rules and institutions in trade, finance
and monetary relations, as well as the wider set of political and security
partnerships. The United States did not hesitate to protect its domestic
economic interests, but it did open its economy on a reciprocal basis to
promote trade across the system. Along with Great Britain, it negotiated
multilateral regimes for the postwar world economy, placed itself within
them, signalling a willingness to work with other states to achieve mutually
beneficial economic gains. The United States styled itself as a ‘liberal
hegemon’, promoting a system that would protect and advance the interests
of liberal democracies, sponsoring trade liberalisation rounds, managing
economic conflicts and upholding a set of liberal-oriented principles that
give shape to a cooperative Western-centred order.

Over the last decade, the United States appears to be less willing or able to
play this hegemonic role. Part of the reason is structural — the US relative
power position has gradually declined, measured in terms of share of world
GDP. Other countries — starting with China but also others in the Global
South — have grown larger. China and Russia have mobilised their power to
contest and undercut American hegemony. Part of the reason is domestic —
the United States appears less inclined to see its national economic fortunes
advanced by upholding a relatively unrestricted system of open trade and
investment. Part of the reason is tied to policy failures and reversals — the
Iraq War and the 2008 global financial crisis both served to undermine
the standing of American internationalist elites. The failure of the ‘liberal bet’
on China — that China’s economic integration into the world economy would
move it closer to the liberal democratic West — has also served to weaken the
domestic consensus on American leadership of an open world economy.
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The second factor behind US support for postwar liberal multilateralism
was a widely shared belief in the importance of ongoing management of
the world political economy. Coming out of the Great Depression, the
Keynesian Revolution and the New Deal era, Western elites embraced the
view that keeping the world economy stable would require a permanent
hands-on set of institutions with new capacities to regulate the terms of
openness. New forms of intergovernmental cooperation would need to
be invented. In doing so, the United States committed itself to exercising
power through these regional and global institutions. Trade liberalisation,
macroeconomic stabilisation, orderly economic adjustment — the tasks of
managing the complex world capitalist system would be a common project,
led by the Western democracies. Mutual gains were anticipated and realised.
Behind this Bretton Woods system of cooperation, the leading liberal states
had a shared epistemic understanding of the problems and tasks of modern
economic cooperation — and the capacities of the modern industrial state to
manage, and even transform, society (Daunton 2023).?

Liberal societies want the benefits of trade and exchanges with other countries.
But this openness creates dangers, triggered by, for example, economic
downturns, geo-economic competition and technological change. Economic
security, social coalitions and class compromises are all at risk. In the post-
1945 era, as Western governments came to take on new commitments to
economic security and social wellbeing, the problem of liberal openness
intensified. It is not surprising, therefore, that democratic governments, led
by the United States and Great Britain, sought to construct post-1945 rules
and institutions that would support governments’ efforts to make good on
this social welfare commitment. Out of this dilemma emerged a political
compromise — or social bargain. If the citizens of these countries would
agree to live in a more open world economy, their governments would take
steps to stabilise and protect their livelihoods through instruments of the
modern welfare state. John Ruggie, adapting the idea from Karl Polanyi, has
famously called this the compromise of ‘embedded liberalism’ — a system
of managed openness (Ruggie 1983). Unlike the economic nationalism of
the 1930s, the new system would be multilateral in nature, and unlike the
nineteenth-century visions of free trade, it would give countries leeway to
stabilise their economies if necessary.

3 Charles S Maier calls this mid-twentieth-century activist state the ‘project-state’ (Maier 2023).
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The erosion of a shared vision of a cooperatively managed world economy
has taken place in fits and starts over many decades. The high tide of the
Keynesian consensus may have been the oil crisis years of the 1970s, when
the G7 partners forged agreements on trade and monetary policies. Trilateral
relations and the ‘locomotive’ policies of demand stimulation and oil price
regulation became the centrepiece of the managed world economy. With
the rise of the Reagan and Thatcher governments in the 1980s, the postwar
Keynesian era gave way to more diverse economic thinking in Western
capitals, and the gradual rise and spread of neoliberal thinking. This so-
called Washington consensus powerfully shaped American thinking in the
1990s and, together with global movements after the Cold War toward
trade liberalisation, reregulation and capital decontrols, spelled an end to
the postwar consensus on managed openness. The backlash to neoliberalism
in the years after 2008 created an opportunity for industrial democracies
to rebuild domestic coalitions to support the old comprise of embedded
liberalism, but this did not happen.* The G7 countries continue to consult
and cooperate, but they are doing so without a widely shared consensus on
how to balance domestic economic security with an open world economy.
The arguments for trade liberalisation are not dead, but domestic political
coalitions within the United States and the other industrial countries do not
exist to drive the process of policy cooperation.®

The third factor that lay behind postwar multilateralism was the size and
character of the grouping of states that initially forged the agreements.
It was a small group of like-minded Western democracies, led by the
United States. Indeed, most of the core agreements about trade, finance
and monetary relations were hammered out between Washington and
London. These countries did not agree on everything. The United States
initially wanted more unfettered trade openness, while Great Britain and
the other European countries worried about economic stabilisation and
social protection. But relative to the rest of the world, this was a small and
homogenous group of Western states that had just fought a war together.
Their economies converged, their interests were mostly aligned, and they
generally trusted each other.® They engaged in negotiations and reached
compromises. Once the postwar multilateral institutions were established

4 On the rise and fall of the neoliberal consensus within the Western world, see Blyth (2002); and
Farrell and Quiggin (2017).

5  For a historical overview, see Cavin (2016); see also Erwin (2017).

6 The literature of Anglo-American postwar economic cooperation is large; see Edmonds (1986).
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among this small grouping, the rest of the world was invited to join. The
muldilateral system exhibited an ‘open’ logic, designed to expand and
accommodate new members.”

This small core of G7 states continues to exert some leadership over the
world’s political and economic rules and regimes, but it has lost some of
its sway within the larger system. Symbolised by the founding of the G20
in 2010, the governance institutions for the world economy have both
expanded and weakened. The centrepiece of the old postwar multilateral
order was the trade liberalisation regime. The G7 countries led the world
in an ongoing process of reciprocal tariff reductions. Barriers to trade
were identifiable, and negotiations among a small group of advanced
industrial states could be carried out on the basis of core principles —
non-discrimination, most-favoured nation status, and reciprocity. Part of
this shift from this older model of multilateralism has been driven by the
emergence of new governance issues — global warming, health pandemics,
refugee flows and so forth. These new transnational issues intersect with the
expanding number and diversity of states to frustrate cooperation. The new
issues are complex problems of interdependence with distributional costs and
differential impacts on economic growth. These are particularly hard issues
for states coming from very different levels of development and political
orientations to agree upon. The rising non-Western developing states are
necessary players in these international efforts. But with negotiations
involving a greater number of states from a greater diversity of ideologies
and national circumstances, agreements are harder to achieve.

A fourth factor that facilitated the launching of postwar multilateralism was
the wider American-led security setting. As the Cold War intensified, a far-
flung security system was constructed in Europe and East Asia. This meant
that the countries that the United States worked with to build an open
world economy were also its alliance partners. They were on the same side
in the Cold War and they all depended on the United States for security.
In this sense, Cold War tensions reinforced intra-Western cooperation. This
system of alliance partnership made it easier for the United States and its
partners to make commitments and bear burdens. In made it easier for
European and East Asian states to agree to operate within an American-
led liberal order. The alliance system provided institutional channels and
mechanisms for the leading states in the postwar order to make bargains

7 For the wider confluence of ideas and actors shaping the Bretton Woods system, see Helleiner (2014).
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and hammer out common decisions. Japan and Germany were anchored in
this US-led security order, positioning themselves to become major players
in the world economy. The alliance system was a cooperative security order
that tied the most powerful states in the world to its partners. American
power was made more reliable and connected to Europe and East Asia.
These states were not just ‘economic partners’, using multilateral institutions
to solve common problems. They were tied together in a more existential
way, and the multilateral system was itself an embodiment of this shared
political community.

With the end of the Cold War and the post-911 crisis of international
terrorism, the unifying impact of the US-led security order declined.
The United States still leads a worldwide system of security alliances and
partnerships. These security ties still help reinforce relations between the
United States and Europe and East Asia. But this old trilateral core is not
at the centre of the global system in the way it once was. Over the last
decade, China has passed Japan and Germany to become the second-
largest economy, and it is this relationship — between Washington and
Beijing — that now forms the axis of global political and economic conflict
and cooperation. China and the other rising non-Western states are not
‘full spectrum’ partners in the way Japan and Western Europe have been.
In economic conflict between the United States and Japan during the
1980s and early 1990s, alliance dynamics served to mute and contain
disagreements, creating incentives to settle trade and economic disputes.
With China, security relations are having the opposite effect. As security
competitors, economic and security conflicts tend to reinforce each other
rather than mute or moderate them.

Finally, the states that came together within the postwar liberal multilateral
order saw themselvesas participating ina greater ‘political project’. The United
States promoted a liberal internationalist vision of the world — democracy,
capitalism, openness, rule of law, and human rights. For most of this post-
1945 and post—Cold War era, this liberal internationalist vision of tended
to be congruent with the deep forces of modernisation and global economic
development. The United States was leading the world in a direction that
much of the world wanted to travel. It was not just that other countries
shared the American vision; it was that this vision had a good fit with the
modernising forces of development, growth and social advancement over
the last decades. Countries joined into this multilateral order not just to
solve common problems, but with the idea that participation in the order
would move their societies upward in a modern direction. Multilateralism,
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liberalism and national advancement seemed to go together. At the same
time, liberal multilateralism had an ideological — even moral — appeal. To be
‘outside’ this liberal multilateral order was to be left behind.

In the last decade, the appeal of the liberal political project has declined
dramatically. The United States — or liberal democracy, more generally — does
not seem to possess the lustre it once had as the vanguard of modernisation
and human advancement. Its domestic system is troubled, and people
around the world — both friends and foes — wonder if the United States still
has the domestic capacity to lead the liberal international order. The four
years of the first Trump Administration brought this simmering worldwide
worry to a boil (Ikenberry 2017). Where the United States was once the
embodiment of the promise and possibilities of ‘liberal modernity’, it is
now a cautionary warning. It no longer appears to be a model that others
might want to follow. Its domestic travails spill over into the global system,
weakening the wider system of rules and institutions that have been built
around and premised on American power and liberal leadership. China has
stepped forward to offer the world an alternative to American hegemony.
When American-led multilateralism can be rebuilt in this new global setting
remains far from certain.

Models of global rule-making

Today, the circumstances for global rule-making are very different than those
in the periods after World War II and the Cold War. The configuration of
power, interests and ideas that propelled the building of the US-led postwar
system of multilateral cooperation has given way. The United States and its
partners are not as globally hegemonic as in these earlier moments. More
states with growing capacities and diverse interests and ideologies seek to
shape global rules and institutions. The ‘problems’ of the world order have
shifted, and the trilateral axis of multilateral cooperation — anchored in the
US, German and Japanese partnership — has transitioned to US—Chinese
strategic competition. Under these new and less hospitable conditions,
where will international rule-making come from? Who will do it, and under
what conditions?®

8  On the role of rules in society across ancient and modern eras, see Daston (2022).
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In answering this question, it is useful to step back and look at the various
ways in which multilateral rules emerge in international relations. States
exist in a global system defined — at least in the modern era — by both
sovereignty and interdependence. This structural setting makes rules both
desirable and difficult to agree upon. Sovereignty means that no world
authority above the state can make or enforce global rules. Interdependence
means that states are continuously at the mercy of the behaviour of other
states. As noted earlier, under conditions of rising interdependence, states
have growing incentives to coordinate their policies — and rules provide
a way to do so. Rules provide the ‘contractual’ institutional setting in which
to negotiate compromises between the protection of sovereignty — or state
autonomy — and the management of the terms of interdependence. Some
rules are foundational, providing the formal procedural principles and
norms for the negotiation of more specific agreements. Rules can also be
devised to regulate more specific realms of interdependence, providing
‘regimes’ for managing conflict and cooperation.’

The first model of international rule-making is ‘constitutional’. It is the
most basic, but also perhaps the rarest and most demanding way that states
lay down rules. This is when all relevant states come together to deliberate
on the foundational principles, rules and institutions of order. Obviously,
this sort of rule-making is only possible when there is a complete breakdown
in the old order, when even the most basic organisational principles of order
are up for grabs. Constitutional moments are most evident within countries,
occurring after civil wars, revolutions or struggles for independence.
The polity is the closest it can be to a blank slate; regime principles do
not exist and must be devised. Constitutional rule-making is an exercise
in bringing all the stakeholders — classes, parties, factions and groups —
together to agree on the principles and institutions of government. In pre-
revolutionary France, a glimmering of constitutional rule-making was seen
with the monarchy’s ‘calling of the Estates General’, an assembly of the three
major parts of society — the clergy, the nobility and commoners. The polity
had reached an impasse, and a new settlement of the basic rules and bargains
that undergird state and society was necessary. In a sense, constitutional rule-
making emerges out of necessity, at an historical breakpoint — an existential
crisis — that forces a polity-wide search for rules around which to rebuild
a new stable political equilibrium.

9 The authoritative statement on the concept of international regimes is Krasner (1983).
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In international relations, these moments are rare, perhaps most clearly seen
after major great power wars — 1648, 1713, 1815, 1919 and 1945. The old
order is in ruins, and basic rules and institutions of the system no longer
exist (Ikenberry 2001). These postwar ordering moments fell short of full-
scale constitution-writing exercises. They produced political settlements, led
by the states that won the war. Nonetheless, it is possible to see glimmerings
of the logic of constitutional rule-making in several respects. They focused
on foundational principles and institutions — in 1919 these foundational
rules were embodied in the League of Nations, and in 1945, in the United
Nations. The rule-making was driven at least in part in a way that involved
all the relevant stakeholders, with the idea that encompassing and universal-
style rules and principles would be most legitimate and enduring. These
postwar moments were also constitutional in the sense that the logic of
order-building was focused on establishing outcomes that were functional —
that created understandings and mechanisms that would allow states across
the system to do business and regulate their relations. These moments
were also constitutional in the sense that they entailed efforts to elaborate
rules and norms that defined the restraints and protections on the exercise
of state power.

Looking into the future, it is very hard to imagine that conditions will open
up for this sort of constitutional-style rule-making. It might take a world
war, which, one hopes, will not happen. A major armed conflict between
China and the United States over Taiwan could bring the world to a global
moment when the most basic questions of order are in play. But rule-making
is probably going to emerge in other ways. The main contribution of the
constitutional logic might be as a hypothetical exercise in rule-making.
If a constitutional convention were held for the world, what could be agreed
upon? This is a version of the Rawlsian experiment in devising political first
principles. Behind a veil of ignorance at a constitutional moment, what
principles make states devise to protect their unknown equities (Rawls
1971)? From the perspective of the global system, are there rules and norms
that could gain consensus agreement? Presumably, these rules and norms
would be largely procedural, elaborating the rights of sovereignty and non-
discrimination.

The second model of rule-making is ‘hegemonic’. This is when a leading
state steps forward to organise and enforce the rules of the game.
Hegemonic rule-making requires the presence of a state with sufficient
capabilities and interests to provide governance leadership. Sharp disparities
in the distribution of power is a necessary condition. The leading state
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must have a full range of instruments of power to push and pull other
states into a framework of rules and institutions. As Robert Gilpin argues,
under these conditions, the hegemonic state identifies its interests with the
creation of a stable system of order. It provides ‘public goods’ — in effect,
it underwrites the stable functioning of rules and institutions. This public
goods provision is costly, but these costs are repaid to the hegemon in the
benefits that it accrues from a system of open trade and exchange, and in
the advantages that come from its political control over the larger order
(Gilpin 1981). According to Gilpin, hegemonic rule-making tends to take
place in the aftermath of major wars — what he calls *hegemonic wars’ —
in the international system. Powerful states rise and decline, and a newly
powerful state emerges from a hegemonic struggle with the opportunity
to establish the terms of order. It seeks to secure and advance its interests
through the building of institutions and regularised relationships. The result
is a system of governing rules, which persist as long as the hegemon has the
power and interests to uphold them.

There are various ways in which hegemonic rule-making can be undertaken.
At the extreme, the leading state uses coercion to impose its designs for
order on other states. Other states simply do not have the capacity to resist.
Through rewards and punishment, the hegemon establishes and enforces
the rules of international order. In another version of the hegemonic model,
the leading state establishes rules by forging a set of bargains with weaker and
secondary states. The hegemonic state agrees to provide a set of public goods
in exchange for the cooperation of other states. The leading states agrees to
a set of restraints and commitments, and its junior partners agree to accept
the hegemon’s leadership. Weaker and secondary states get a form of order
in which there are rules-based limits on the coercive and indiscriminate
exercise of power. In return, the hegemonic state gets the acquiescence and
compliance of other states without needing to resort to the costly use of
coercion to enforce the rules (Ikenberry 2001). The hegemon sets the rules,
but it does so in a way that draws others into the order. The hegemon
can also shape the rules of the system through the instrumental use of its
domestic economy. It opens its economy — the largest and most lucrative
market — to other states, and these states, along the way, gain access to this
market by adopting the rules and standards organised around the hegemon’s
domestic system (Drezner 2007).

Powerful states across the modern era have used their capacities to establish
order and promulgate rules. From Spain under the Hapsburgs, and France
under Louis XIV and Napoleon, to post-Bismarck Germany, European
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great powers have risen up and sought to establish their dominion on the
continent and beyond. These imperial efforts at order-building reached
their climax at the end of the nineteenth century (Kennedy 1987). In the
aftermath of the Napoleonic Wars, Great Britain expanded its empire, led
the Concert of Europe and, with the repeal of the Corn Laws, pursued
free trade. Empire, commerce and international law went hand in hand.
After World War 11, the United States engaged in the most coherent project
of hegemonic rule-making. The initial proposals for the United Nations
and Bretton Woods institutions had the markings of constitutional rule-
making, with open membership and inclusive rules. However, as the Cold
Wiar set in, global systems of rules gave way to order-building within rival
blocs, and the United States engaged in hegemonic rule-making. In security
affairs, cooperation moved from the UN Security Council to regional
alliance systems, most notably NATO. In monetary and trade relations,
the US dollar and domestic economy became the anchor of the postwar
Western-centred world economy. Across policy realms, the United States
and its partners constructed multilateral rules around clubs — some open
and some closed — of like-minded states.

Hegemonic rule-making is a fairly demanding undertaking. It requires the
presence of a truly powerful state, poised in the aftermath of a great war
or upheaval to establish a new set of multilateral rules and institutions.
The leading states must be able to look beyond short-term interests and
calculate for the long-term. It must be willing to open up its domestic
system — its markets and politics — to would-be partners. It must be able to
credibly convey promises of restraint and commitment. Other states must
see advantages in working with the hegemon, given the alternatives that
might exist. The leading state needs to be able to give up some freedom
on its ability to protect domestic interests when those interests collide with
hegemonic bargains. Power distributions, calculations of interests, strategic
options, judgements about risks and uncertainty — these are all elements
that impinge on the possibilities for hegemonic rule-making. Along all
these dimensions, the United States does not appear to be in as favourable
position today as it was in earlier decades.

Coalitional rule-making is the third model. This is order-building pursued
by a subset of states who seek to build rules and institutions within their
circle of relations. This type of rule-making is straightforward. A group of
states, often occupying a specific region, find incentives to establish a set
of rules for managing their relations. They are a subset of states, defined by
a set of common characteristics — like-mindedness, geographical proximity,

33



34

AT THE BRINK?

historical legacies. They have particular reasons to want to work together.
If they occupy a region, they are unusually tied to each other for trade and
exchange. They have specific ‘problems’ of order, and specific opportunities
to make gains through building a set of common rules. In effect, this is
a club approach to rule-making. A group of states have specific goals that set
them apart from other states, and so they organise among themselves — they
create a club with its own rules of membership and conduct. The club may
be more or less open to new members.

The best example of coalitional rule-making is the European Union. These
postwar European states, led by France and West Germany, sought to build
order on the continent by establishing a political community with its own
rules and institutions. At first, these rules were tied to creating a common
framework for trade and commerce. The goal was to promote integration
and growth, but also to find ways to overcome the mistrust and enmity
that had led to war. Ultimately, the project of European union was tied to
larger postwar projects — rebuilding liberal democracy, strengthening ties
with the United States, forging the NATO alliance and countering Soviet
communism. Coalitional rule-making involved both open and closed
aspects. It was closed in the sense that it was geographically bound, and
held out demanding requirements for membership. But it was also open, in
the sense that European countries outside the original membership were —
in the decades to follow — given opportunities to join.

Coalitional rule-making can be seen in all corners of the world. ASEAN
(the Association of Southeast Asian Nations), NAFTA, APEC, the African
Union, OAS (Organization of American States) — regional orders with
club-oriented rules are everywhere, some complex and demanding, and
others not. There are also various sorts of coalitional groupings that engage
in rule-making to advance various functional and value goals. The IAEA
(International Atomic Energy Agency) establishes rules relating to civilian
atomic energy and other nuclear technology challenges. Regimes of all sorts
exist around the world for the management of the environment and global
commons. The OECD (Organisation for Economic Co-operation and
Development) brings together representatives from the advanced market
economies to identify ways to manage their common problems.

Coalitional rule-making can also be pursued as a way to introduce new rules
into the wider global system. The idea is that a group of states make the ‘first
move’ in establishing rules and standards in a given policy or technology
area. If this initial group succeeds, other states will have incentives to
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follow."” The strategy builds on the logic of first mover advantages and
network externalities. If a group of states succeeds in getting a set of rules
established in a specific policy or technological area, other states seeking
to establish a rival set of rules will face start-up costs. This sort of logic
might be particularly relevant in promulgating rules and standards for new
technologies. For example, European governments have moved to adopt
a comprehensive set of rules for artificial intelligence, with the idea that
it will become ‘a model for other places working on similar regulations’
(Chan 2023). These sorts of coalitional strategies of rule-making may be
focused on very specific and technical regulatory struggles, or they can
be aimed more generally at protecting the values and interests of a group
of like-minded states.

The fourth model is ‘competitive’ rule-making, which builds on the
coalitional logic. International rules emerge as competing groups of states
seek to establish their influence and control over global order. To be sure, if
all the leading countries in the world agree on the fundamental principles
of order, competition over rules and institutions might not exist. But where
there are multiple powerful states who embrace deeply divergent visions
of order, competition is inevitable. China and the United States appear
increasingly to be competitors of this sort. It is not only that they both
are powerful — that they have rival hegemonic capacities — but they have
very rival preferences for how the world should be organised. They each
want to ‘make the world safe’ for their polity and regime principles. This
struggle over rules and institutions is manifest at two levels. At one level,
it is a realist struggle over authority and influence. Each superpower wants
to be more influential than the other in world politics. China seeks to
expand its influence within East Asia and across the globe. The United
States wants to protect its hegemonic position and remain influential in the
face of encroachments by China. At another level, the struggle is over the
values and principles that each seeks to protect, both at home and abroad.
The United States wants rules and institutions that favour and protect
liberal democracy, and China seeks rules and institutions that favour its
authoritarian-style regime.

In these circumstances, competitive rule-making entails activist agendas
for reshaping global rules and institutions. This is the logic of ‘contested
muldilateralism’ (Morse and Keohane 2014). These contests might take
place within existing global institutions. At the United Nations, for example,

10 On the first-mover advantage in establishing international institutions, see Gruber (2000).
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the United States and other liberal democracies find themselves in political
struggles with China over human rights norms and liberal values. In other
areas, the superpowers struggle over the rules relating to the internet, media
platforms and the flow of information. This competition has also played
out in the area of developmental assistance. China’s founding of the Asian
Infrastructure Investment Bank (AIIB) has been widely seen as an effort
to offer an alternative to the World Bank, creating rules and resources for
development funding that favour China’s interests and values. The extent
to which China’s AIIB alternative is in fact ‘revisionist’ remains debated.
But the competition has had the effect of creating more global capacities
(Wilson 2019). As such, competitive rule-making might lead the world
along two possible pathways. It might lead to a sort of bipolar separation
of spheres of global rules and institutions. China and its coalition of states
will increasingly build their relations around one complex of rules and
institutions, and the United States and its coalition will continue to operate
in its liberal democratic complex (Ikenberry 2023). This would entail
elevating coalitional rule-making to a global level. But it seems more likely
that the overall effect of competitive rule-making will be a decentralised
system in which a diversity of global rules and institutions coexist.

Conclusion

The future of the liberal multilateral order is unclear. Are we at the end of
an 80-year period when power, interests and ideas all aligned to produce
an open and rules-based international order? We do know that the postwar
conditions that led to the remarkable explosion of multilateral order-
building after World War II and after the Cold War have weakened in
various ways. The United States is not as powerful as it was when it led
in building the postwar order, and the liberal vision — and liberal democracy
itself — is less attractive. In the earlier era, Keynesianism offered a theory
of how to organise and manage an open world economy, but that too
no longer provides the basis for rules-based policy coordination. The old
system of postwar political and economic cooperation, led by Washington,
Berlin and Tokyo, no longer occupies the centre of the world economy.
In the postwar era, open trade and national security reinforced each other.
In the new era of US—China competition, the deep moving parts of the
global system — trade, technology, national security, great power politics
— are working increasingly at cross-purposes. Multilateral and rules-based
order is suffering as a consequence.
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What we know about multilateral rules-based order is that it is built on
a foundation of state power. Multilateral rules and institutions are not
‘value neutral’. They reflect the prevailing distribution of power, interests
and reigning ideas. Rules do not simply emerge simply because they make
sense in an interdependent world. Rules need to be backed up by states
with the power and self-interest to underwrite and protect them. The most
coherent and functional system of muldilateral order was built by the
United States and its partners when the world was in the midst of a global
Cold War. Modern industrial societies had emerged with powerful states
pursuing ambitious agendas for making a better world. Social democracy
at home went hand in hand with building a multilateral order abroad.
International cooperation was necessary so that governments could balance
trade openness with economic security. This is the signature aspect of the
age of liberal multilateral order. Progressive government at home required
an international order that was also progressively oriented. The project of
building better societies could only be accomplished within a wider system
that gave governments tools and rules to manage interdependence.

Today, this optimism in the capacity of the modern democratic state to
pursue projects of social and economic betterment has been lost. The New
Deal and the other great progressive movements of the mid-twentieth
century seem to be markers of a different and long-gone age. The logic of
building a more cooperative and rules-based order so as to strengthen the
capacities of states to achieve elevated social and political goals is missing in
today’s political give-and-take. The question is whether these connections
can be reestablished. Will the rise of China as a global competitor force
the United States and other liberal democracies to rethink and renew the
project of building better societies? We know that the rise and evolution
of liberal democracy was a rocky path, and that innovations in the liberal
project occurred when illiberal great power challengers loomed. In World
War I, World War II and the Cold War, the future of liberal modernity
was up for grabs. In these three periods, in sequence, authoritarian, fascist
and communist alternatives lurked. In each case, the liberal democracies
found common cause and organised themselves into a coalition — they called
themselves, respectively, the Allies, the United Nations and the Free World.
And in each case, liberal democracy itself was reimagined, and projects for
rebuilding the liberal international order were launched. To many people in
the liberal democratic world today, China looks like a threat. But precisely
because it is a threat, it is also an opportunity. It is an opportunity to reinvent
liberal democracy at home and liberal order abroad.
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The state of play in great

power transition. Part B:

The new world order and
global economic governance

David Vines and John Llewellyn

1 Introduction

We are writing this chapter at a time when the entire world economic
order is up for grabs. This economic order is being challenged in a way
quite unlike anything which has happened in living memory. That this
threat should be coming from the United States of America seems almost
incomprehensible.

In these circumstances, all of our countries need to put in place a set of
arrangements which enable each of us to do the best we can. It is clear
that, if the institutions of international cooperation are undermined in the
way which seems quite possible, the best we can do may well still be little
short of catastrophic. Nevertheless, in such circumstances it seems especially
important to examine the foundations of what cooperative arrangements
might look like, and how they might be sustained.

This chapter considers one particular set of challenges, those to do with the
system of global macroeconomic management. There are many other issues
to do with the world economic order which we have deliberately to put to
one side, including questions to do with international financial regulation,
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security and defence, IT and data, and the global health system. However
important these topics are, both time and space have prevented us from
saying something about them.

In what follows, we argue that the form of international cooperation that
is needed in global macroeconomic management is different from what
is conventionally supposed. The traditional analysis of such cooperation
maintains that it involves the avoidance of free riding in a prisoner’s
dilemma situation. We argue, instead, that such cooperation involves
creating arrangements in which it is in the unilateral interest of countries to
act in a way which is helpful to other countries. This contrasts with the idea
that it will be in the unilateral interest of countries to free ride on whatever
cooperative arrangements have been in place. We use the term ‘concerted
unilateralism’ to describe this form of cooperation. We provide a number
of examples. And we consider in some detail how such cooperation might
best be achieved.

The chapter proceeds as follows. Section 2 summarises the challenges that the
developed world faced at the end of World War II, and the discussions that
took place at the time. Section 3 describes the resulting ‘liberal international
order’: the US-led liberal multilateral order of global governance and
international cooperation that was created in the aftermath of World War II.
Section 4 examines how that post—World War II liberal order actually fared.
Section 5 extracts key recent developments in the theory of international
cooperation, focusing on the importance in that theory of the idea of
concerted unilateralism. Section 6 contends that the post—World War 11
liberal order is now breaking down, for both political and economic reasons.
This section sets out three contemporary challenges to that order, to do with
global macroeconomic policymaking, the regulation of international trade
and the management of the transition to net zero carbon emissions in the
global economy. The section then goes on to show how ideas of concerted
unilateralism might be useful to policymakers seeking to respond to these
challenges. Section 7 suggests how a twenty-first-century cooperative
international order might be reconstructed, managed and sustained
institutionally in the face of the three challenges which we have described.
Section 8 concludes.
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2 Challenges that the developed world
faced at the end of World War Il

In the second half of the twentieth century, a US-led liberal multilateral
economic order emerged, one which has been described in much detail.!
In this new system, US hegemony filled the vacuum created by the absence
of leadership by the United Kingdom, which had been evident during the
1930s. This position of leadership was thrust upon the United States by
World War II, and the need to ensure that postwar reconstruction led to
a vibrant, rapidly growing world economy.

At the beginning of the war, on 14 August 1941, the United States and
the United Kingdom issued an ‘Adantic Charter’, a joint statement by
these countries that followed a meeting between US President Franklin D
Roosevelt and British Prime Minister Winston Churchill. This declaration
provided a broad statement of the postwar ambitions which these countries
shared. In particular, both countries agreed to seek the liberalisation of
international trade, and to establish a set of labour, economic and welfare
standards. More generally, the Charter that Roosevelt and Churchill
drafted included eight ‘common principles’ to which the United States and
United Kingdom would be committed in the postwar era.?

As World War II progressed, the United Kingdom, the United States and
their allies were determined to avert a slump in postwar economic activity,
and, in particular to prevent the kind of global depression that had emerged
after World War I. To do this, they sought to recreate the sort of open
liberal world that existed before World War I in the first era of globalisation,
and which had been lost in the 1920s and 1930s.

1 See for, example, Acheson (1941, 1969), Schelling (1960), Keohane and Nye (1973), Waltz (1979),
Keohane (1984) and Kindleberger (1988).

2 These principles included not just a commitment to the liberalisation of trade and the establishment
of welfare standards, but also an undertaking not to seek territorial expansion, a commitment to establish
freedom of the seas, an obligation to support the restoration of self-governments for all countries that
had been occupied during the war, a responsibility to allow all peoples to choose their own form of
government, and, furthermore, a more general commitment to self-determination. Churchill was
distinctly uneasy about this last provision — given his position on India and other colonies, even though
this was as late as 1941 — but signed up to it, under pressure from Roosevelt (see Department of State

Office of the Historian 2024).
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John Maynard Keynes had already seen the need for this. In Chapter 2 of his
Economic Consequences of the Peace, published in 1919, he had given a clear
account of why the British imperial system had worked so well as a form
of global economic order. Indeed, one can interpret the whole of Keynes’s
life’s work as showing a commitment to re-creating, after World War II,
a globalised international order that mirrored the one in which he had
grown up during the fifty-year period before World War I (Vines 2023).

Keynes appreciated that the re-creation of such a world would require global
cooperation. He understood that full employment policies would have to be
reconciled with the need for each country to be sufficiently competitive —
that is, each country would need to be able to export sufficient goods to pay
for the imports that would be purchased at full employment.

Hence, in 1942, Keynes put forward plans for a new postwar international
monetary system designed to make this possible — what he called a ‘Clearing
Union’. His plan drew not only on the theoretical arguments in his General
Theory, but also on the harsh practical reality provided by the United
Kingdom’s return to the gold standard in 1925. He argued that, for many
countries, sufficient competitiveness would not be assured if the world were
to return to a gold standard after the war. Such a standard required that any
country with balance of payments difficulties — of the kind which Britain
was likely to have — would need to rely on downward adjustment of its
wages and prices in order to make its goods sufficiently attractive in world
markets (Temin and Vines 2013, 2014). Keynes judged that, in the political
climate of the postwar world, such wage and price adjustments would not be
feasible. Nevertheless, given the experience of the exchange rate instability
of the early 1920s and the 1930s, he also showed no enthusiasm for floating
exchange rates.

Discussions of what was needed began with officials from the United
States at the same time. They were led by Lachlan Currie (at the Federal
Reserve and the White House) and Harry Dexter White (at the Treasury).
Currie and White were both New Dealers who had been recruited by the
eminent Chicago economist Jacob Viner to join his ‘Freshman Brain Trust’ at
the US Treasury. They too sought to achieve high levels of employment and
output. In seeking to do this, the United States and its allies were inspired
in part by Keynes's General Theory, and its use of demand-management
policies focused mainly on fiscal measures. They too looked towards the
remaking of an open liberal world, one that they thought would create huge
opportunities for the rapidly developing US economy (Sandilands 1990).
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Plans were discussed by US and UK policymakers in much detail over the
following two years, including during a visit that Keynes made to Washington
in 1943.3 It is clear that Keynes was propelled in these discussions by the
knowledge that the provision by the United States of wartime funding to
the United Kingdom (‘Lend Lease’) had put the United States in a position
in which it would be able to dismember the British Empire after the War.*
Keynes, who had been accustomed to Britain managing the global economy,
wanted to create a new global order in which prospects for Britain remained
acceptable, even though global economic hegemony would pass to the
United States.

Keynes feared that difficulties in the balance of payments adjustment process
might impose, on current account deficit countries such as Britain, an
obligation to deflate demand below full employment. He also believed that
this might not be matched by symmetrical expansion by surplus countries.
If this were to outcome were to eventuate, it would create pressures leading
towards the global deflation that everybody feared. This is why he wanted
his Clearing Union to be able to create global liquidity. (Like a bank, it
would ‘clear’ the overdrafts that countries could obtain from it.) He differed
in this view from Dexter White, who feared that liquidity would be so freely
available that there would be a great postwar worldwide inflation. These
differences of view led to great difficulties in the discussions.

3 The resulting new international
liberal order

As they gathered in the United States in early 1944 in preparation for the
Bretton Woods Conference on the International Monetary system, Keynes,
White and others recognised and accepted that the requisite global economic
system would need a particular form of global economic governance. The
discussants sought a form of global economic governance that would

3 The analytical content of these immensely difficult negotiations is discussed in more detail in Vines
(2003), which draws on the historical account by Skidelsky (2000), and can be supplemented by the
ideas in a recent book about Dexter White by Jim Boughton, a former historian of the International
Monetary Fund (IMF) (Boughton 2021).

4 The penultimate chapter of Part One of Volume 3 of Skidelsky’s biography of Keynes (Skidelsky
2000) concludes (on page 133) with a succinct statement of this US position. As Dean Acheson described
in his own autobiography, Keynes was utterly outraged when he first saw a draft statement of what the US
was seeking to achieve (Acheson 1969, 29 and 30). See also Acheson (1941).
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manage the global economic system by means of a set of global economic
institutions (Subacchi and Vines 2023; Susskind and Vines 2024). These
institutions were set up to bring about the following four things:

* Domestic macroeconomic policies that ensured an adequate level of
aggregate demand globally, promoted full employment, shared economic
growth widely and yet avoided inflation.

* A workable international adjustment of current account balances,
whereby imbalances between nations could be corrected by exchange
rate changes, without resort to deflation and austerity, or protectionism.

* International lending that addressed the needs for shorter-term financing
of balance of payments adjustment processes so as to avoid international
financial instability and longer-term financing of foreign direct investment
(FDI) in a way not prone to excessive instability or crises.

* A mutually rewarding process of trade liberalisation that would enable
countries to specialise in what they were best at producing, and would
enable emerging market economies to engage in a process of export-led
growth.

Table 2.1: The postwar world economic order.

Objective

Instrument(s)

Responsible authority

Full employment

Demand management
(mainly fiscal)

National governments

Balance of payments
adjustment

Pegged but adjustable
exchange rates

International Monetary
Fund

Economic development

Managed international

World Bank

investment flows

International Trade
Organization

Promotion of international
trade

Tariff reductions, etc.

Source: Authors’ summary.

Table 2.1 provides a sketch of the new world order which was established. The
four objectives of global macroeconomic policy, as understood at the time, are
listed on the left column of the table. A policy instrument devoted to each
objective is outlined in the central column; it was clear that four instruments
of policy were needed to achieve the four objectives. And four separate sets of
policymaking institutions, listed in the final column, were put in place.

First, national governments really did adopt Keynesian full employment
policies. The UK full employment White Paper was significant, precisely
because that country remained in a central position in the post—World
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War II world. When the Australian Prime Minister was in London in 1944
and saw this happening, he went back to Australia and said, ‘T want one of
these too’. And by 1946 it became clear that the United States would be
adopting its own version of such full employment policies.

Second, the International Monetary Fund (IMF) was established to supervise
the Bretton Woods system of pegged but adjustable exchange rates. It was
also given the role of promoting international monetary cooperation, and
the elimination of exchange restrictions on current account transactions, to
foster exchange rate stability, and provide temporary financial assistance to
countries so as to ease balance of payments adjustments.’

Third, the World Bank was set up to facilitate movements of capital to
the poorer parts of the world. This was at a time when private sector
international capital markets were highly underdeveloped. There was also
an early focus on lending to support post—World War II reconstruction
in Europe, greatly assisted by aid coming from the Marshall Plan and
administered by the newly created Organisation for European Economic
Cooperation (OEEC) which eventually became the OECD (Organisation
for Economic Co-operation and Development).

Fourth, the GATT (the General Agreement on Tariffs and Trade), which
was signed in 1947, was able to manage the liberalisation of international
trade, and thereby contribute to achieving the fourth objective.® As a resul,
in the early postwar period there was a series of highly significant rounds
of tariff reductions.”

5  In fact, the IMF that was actually established was much more limited in its articles of association
than the kind of institution that Keynes had pushed for in his proposal for a Clearing Union (see House
et al. 2008). The money which the IMF could provide was much more tightly circumscribed than
Keynes had wished, a constraint that was imposed upon the outcome by Dexter White and his US
colleagues, because of their fear that liquidity would be too freely available. Events of the subsequent
60 years have shown, particularly at the time of the East Asian financial crisis of 1998 and the global
financial crisis of 2007/8, that at times of crisis, the Fund has been able to mobilise resources in the kind
of way which Keynes might have wished.

6 It was wise that negotiations about the last objective — trade liberalisation — were deliberately kept
away from the Bretton Woods conference, because a year or two later the US Congress torpedoed the
negotiations that had been set up to establish an International Trade Organization, or ITO. But many of
the rules and regulations that had been devised for the management of the international trading regime
were incorporated into the GATT.

7 During the GATT years, eight rounds of tariff negotiations were held between 1947 and 1994:
Geneva (1947), Annecy (1949), Torquay (1950-51), Geneva (1956), Geneva (1960-61) — also known
as the Dillon Round — the Kennedy Round (1964-67), the Tokyo Round (1973-79), and the Uruguay
Round (1986-94), at the end of which the World Trade Organization (WTO) was created (in 1995).
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There was a recognition that the hegemonic leader, the United States, would
ensure that the rules of the international economic order helped to ensure
that the four objectives of policy were actually achieved, and was prepared
to enforce international cooperation in achieving them.

What was created was not just a new international monetary system.
It was also an overall system of global macroeconomic management.
Keynes understood this very clearly. One day, early in 1944, as the difficult
discussions between the United Kingdom and the United States about the
postwar world dragged on and on, Keynes turned to his junior colleague,
James Meade, showing him a sketch on the back of an envelope. Keynes
remarked, as he did this: ‘At last I know how the world economic system can
be remade’. His sketch was what we have reproduced in Table 2.1.8

4 How the postwar liberal order
actually fared

The initial outcome of the new international liberal order was a remarkably
successful period of global economic progress, which became known in
English-speaking countries as the ‘Golden Age’, and in France as ‘Les Trente
Glorieuses’.

In that period, which saw rapid growth of the kind that had occurred before
World War I, the United States, the global technological leader, enabled
postwar reconstruction and then subsequent rapid growth in both Europe
and Japan. And this spilled out into the rest of the world.” All this lasted
until the late 1960s or early 1970s.

Three elements emerged as particularly important in the process:

First, there was rapid growth in the US hegemon, which can now be understood
in terms of endogenous growth theory, which emerged in the 1990s.

Second, there was rapid transfer of technology, which enabled growth in the
emerging market periphery (i.e. Europe and Japan). This can be analysed
using the Swan—Solow growth model which emerged in the mid-1950s.

8  One of us has described how difficult it was for Keynes to reach this understanding. See Vines
(2023), and also Vines (2003) and Temin and Vines (2013, 2014).

9 There was of course also the Cold War, which led quite directly to the Marshall Plan of aid to Western
Europe, which led the US to transfer substantial resources to support the reconstruction of postwar Europe.
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Third, the interaction between the hegemon and the periphery created a
virtuously self-propelling global economic system in a way that was first
analysed using the international version of the Lewis model in Lewis’s book
The Theory of Economic Growth (Lewis 1954).

While this was a multilateral system, it was at the same time a unipolar
system, in the sense that it was led by the United States. There was
widespread support internationally for this system because, being led by
the technologically dominant country, it opened up the prospect, through
freer trade, of new markets, of opportunities for FDI, and so forth. And
domestically, the engagement of the United States in the global system was
popular too, not just because the United States embraced full employment
Keynesianism, but also because the benefits of growth were shared widely.

4.1 The vulnerability of the postwar liberal order
The Golden Age proved to be vulnerable in two ways.

First, it became apparent that this regime had an inflation bias. In the
United States, Milton Friedman famously argued that US policymakers
were aiming for an excessive level of output, in the process moving too far
along a short-run Phillips curve and thereby raising inflation expectations.

Friedman (1968), Kydland and Prescott (1977) and Barro and Gordon
(1983) equally famously suggested that this happened because policymakers
acted in a time-inconsistent manner: promising low inflation while at the
same time engineering a high level of output that was inconsistent with
that promise. In their view, this behaviour was politically motivated.
Orphanides and Williams (2004) later suggested that policymakers did this
not for political reasons, but because they overestimated the potential level
of output.

In the United Kingdom and continental Europe, the process appears to have
been somewhat different. The bargaining power of trade unions meant that
the non-accelerating inflation rate of unemployment (sometimes known as
NAIRU) was much greater than the natural rate, described by Friedman,
at which all labour would be fully employed (Rowthorn 1987; Layard et al.
1991). European policymakers, not realising this, seem to have aimed for
something like the natural rate, while promising low inflation. This made
it impossible to resist union militancy and consequent wage ‘explosions’.

49



50

AT THE BRINK?

This was a widespread phenomenon: the events of May 1968 in Paris were
just the most famous example. For whatever reason, confidence in the
possibility of achieving full employment and stable prices began to fade.

Second, confidence in the international aspects of the Bretton Woods
system slowly withered. The system began to unravel as a result of the
ever-increasing current account surpluses being run primarily by Germany,
Austria and Japan during the 1960s. Over time, the deficits of both the
United Kingdom and the United States became ever more severe. But
whereas deficit economies were under pressure to adjust, surplus economies
were under no such pressure: and yet one is the analogue of the other. This
inconsistency came to be known as the “Triffin’ problem (Triffin 1960).
As a result, the pegged exchange rates system came under increasingly severe
speculative pressure.

The devaluation of sterling in November 1967 was the beginning of the
end. Four years later the US Government decided that it could no longer
defend dollar convertibility, and in August 1971 it closed the gold window.
Later that year, the regime of fixed-but-adjustable exchange rates finally
disintegrated after a conference convened at the Smithsonian Institution in
Washington DC failed to keep the system together.'

The consequences of the end of the Bretton Woods system have been
summarised by Barry Eichengreen (2023, 189) thus:

The result was what we now call the non-system. There was no
agreement following the collapse of Bretton Woods on a new
exchange rate regime or system. There was no agreement on how
to create a more symmetric adjustment mechanism. There was no
global regulation of international liquidity. There was no enhanced
role for the SDR [or special drawing rights].

4.2 The global non-system

Nevertheless, from the early 1970s the entire system of fixed-but-adjustable
exchange rates gave way to a non-system of floating exchange rates,'" which
is now the standard for advanced economies,'” thereby allowing each

10 See Temin and Vines (2013).

11  See Corden (1983, 1994).

12 Among the advanced economies, the countries that are members of Europe’s monetary union are
bound to a system of fixed exchange rates; however, their common currency, the euro, is fully floating.
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country to choose its own individual fiscal and monetary policy settings.
It is a very different setup from the Bretton Woods system. In fact it took
a full 20 years — until the early 1990s — for this non-system to fully emerge.

The resulting non-system is one in which countries today generally have
an inflation targeting regime and a floating exchange rate, and also — when
things are working properly — adequate fiscal discipline and a satisfactory
form of financial regulation. It is possible to imagine how a fully functioning
version of this new world economic order would operate, one in which all
countries have all these features.

In a perfectly functioning version of this new world economic order — what
can be called the ‘perfect model world” — Keynes’s four objectives would
all still be achieved, even though this would happen in a rather different
way from that which was envisaged under the Bretton Woods system.
Each country would have full employment without inflation, a sustainable
current account balance and a sustainable flow of international financial
capital; and there would be an open trading system that enabled countries
to specialise in international trade and grow.

Such a perfect model world would be intrinsically stable, so that — in
principle at least — no leadership would be necessary to prevent crises or
to manage crises when they emerged.” And indeed, it seemed during the
much of first decade of the twenty-first century, the period which became
known as the Great Moderation, that the global non-system might actually
operate in this way.

4.3 A sustainable global order

The political scientist John Ikenberry describes the geopolitical nature
of the liberal international order that actually emerged in “The rise and
decline of the global multilateral order’ (Ikenberry 2023). It was, he says,
an ‘interconnected “system” of layered rules, institutions, bargains, and
projects— a sort of geopolitical ecosystem — in which states could survive
and protect their values, institutions and interests, while managing the
complex problems of economic, political and security interdependence.

13 The argument lying behind this claim about how the perfect model world might operate is
presented in some detail in Vines and Subacchi (2023).
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Such an environment emerged — he says — because liberal democracies,
led by the United States, had a set of capabilities that they put to good
use in the creation of this international order. These included the rule
of law, which gave liberal democracies a form of legitimacy that helped
them to lead and shape international norms, the ability to create and
sustain international institutions that provide rules and mechanisms for
international cooperation, and the ability to adapt to changing conditions
through political debate, electoral change and policy adjustment.

Ikenberry outlines five political conditions that were necessary for the
creation of the liberal international order that emerged:

* security co-binding, in which great powers demonstrate restraint;

* the open nature of US hegemony and the dominance of reciprocal
transnational relations;

* the presence of self-limiting powers, notably Germany and Japan;

* the availability of mutual gains due to ‘the political foundations of
economic openness’; and

* the role of Western ‘civil identity’.

What needs to be added to Ikenberry’s approach is the idea that the postwar
global order which he describes — what might be termed a political and
social ‘superstructure’ — was built on top of an economic ‘base’; the global
macroeconomic policymaking system depicted in Table 2.1. One key reason
that the world order described by Ikenberry survived for so long was that this
macroeconomic policymaking system turned out to be extremely adaptable
in the way that we have described.

Ikenberry argues that the global order is now breaking down because the
five political conditions that he identifies are now no longer satisfied. Just as
important is the fact that the global macroeconomic policymaking system is
also breaking down. Indeed, a critical point of interest in this chapter is in
the connection between these political and economic factors: they are not
happening independently of each other.

Ikenberry argues that a new era of liberal order-building might still emerge.
This hopeful point of view recognises that political conditions are now
very different from what was the case immediately after World War II — or
indeed until very recently. It will require that other kinds of rule-making
processes be considered, which are somewhat different from those which
have been followed until now: a kind of open, rules-based order, with
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something of the character of a club, or a number of clubs with mutually
overlapping rules-based orders. As will be seen below, a rebuilding of the
global macroeconomic policymaking system might also be possible, along
lines which run parallel to those set out by Ikenberry.

To see why this is the case, it is necessary to understand some more about
the nature of cooperation in global macroeconomic policymaking.

5 International cooperation

The economic theory of international cooperation and leadership has
advanced considerably in the last 50 years.

5.1 The prisoner’s dilemma approach

Economists first came to understand international cooperation in economic
policymaking using ideas taken from game theory. International cooperation
could be thought of — they said — as the solution to a prisoner’s dilemma
problem. There are gains from multilateral cooperation. But individual
self-interested countries face a unilateral incentive to deviate and free ride.
As a result, there is a risk that the cooperative equilibrium gives way to a
familiar suboptimal Nash equilibrium in which each player selfishly pursues
their own interest. But because any game between countries is likely to be
continually repeated, cooperation might still emerge if the ‘shadow of the
future’ prevents deviation and free riding. International institutions were
thought to have an important role in supervising cooperation of this kind.
And the US hegemon was thought to be important in ensuring that the
rules of the game were actually followed.

Economists used this kind of argument to understand — and indeed to
help pursue — the liberalisation of trade that took place in the postwar
world. It was in the collective interest of countries to liberalise trade, in
order to engage in some version of export-led growth and to specialise
their production according to their comparative advantage. However,
individual countries, unilaterally pursuing their own narrow self-interest,
might nevertheless resist the removal of protectionism, in particular the
reduction of tariffs, for political economy reasons to do with political
pressure brought by industries exposed to international trade. The Nash
equilibrium was thought to be a continuation of protectionism. In this
framework, the liberalisation that took place under the GATT — a series
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of extremely difficult and slow ‘negotiating rounds’ of trade liberalisation
negotiations, consisting of reciprocal reductions in tariff levels — was seen
as a cooperative process which enabled countries to resist their domestic
protectionist pressures. This process was to be managed by the GATT.
Bagwell and Staiger (1999, 2002) called their analysis of this process an
‘economic theory of the GATT".

Similar kinds of arguments were used to analyse the macro-policy game
being played by countries in the Bretton Woods system (Hamada 1974,
1979, 1985). Fiscal policy was at the time being used to manage aggregate
demand in a Keynesian manner. But, as already noted, at the same time
a number of countries (especially Germany and Japan) desired a trade
surplus. These were not matched by other countries (in particular the
United Kingdom and the United States) being able to run corresponding
surpluses — a difficulty which — as we have noted — became known as the

“Triffin problem’.

The Nash equilibrium was believed to be a deflation war. Each country
would pursue a trade surplus by means of fiscal deflation, at the expense
of creating unemployment. But not all countries can achieve a surplus;
the deflation war would go on getting worse and worse until each country
had so much unemployment that it was prepared to live without the
trade surplus that it desired. Cooperation — it was said — would involve
countries realising that they cannot all have a trade surplus; as a result
each country could use fiscal policy to pursue full employment. The idea
put forward by those who produced that early literature on international
macroeconomic policy coordination was that the IMF should be thought of
as an institution enabling agreements about balance of payments targets
of the necessary kind.'

A later focus in the macroeconomic literature was analysis of what emerged
when the world moved to the global non-system with floating exchange rates.
This was a time of high inflation. In theory, policymakers faced a unilateral
incentive to tighten monetary policy and appreciate their country’s exchange
rate, in order to ‘export” inflation to other countries. Successful cooperation,
however, would lead them to forgo such action. The idea put forward by

14 It took some time for economists to recognise that a cooperative solution required the deployment
of two policy instruments (exchange-rate adjustment as well as fiscal policy) in the pursuit of two policy
objectives (external balance as well as full employment) (see Meade 1951; Swan [1963] 1968). Only
then would there no longer be a temptation to run fiscal policy in a way unhelpful to other countries,
because that one instrument was being used in the pursuit of both full employment and external balance.
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those who produced this later literature on international macroeconomic
policy coordination was that the IMF should become an institution bringing
pressure on countries not to act in this way (see, for instance, Oudiz and
Sachs 1984; McKibbin 1988). But this did not happen.

Taken together, these arguments provided by economists generated
scepticism about the feasibility and sustainability of multilateral
international cooperation.

5.2 Concerted unilateralism

We think that there is a different way to think about how global cooperation in
economic policymaking might best be achieved. We use the label ‘concerted
unilateralism’ to describe this set of ideas."” The distinguishing characteristic
of concerted unilateralism is that it is a process with two stages:

*  First, there is an agreement on a common goal or purpose (an international
public good) by a number of countries — possibly in the form of a non-
binding agreement. This is the concerted stage.

* Then, second, each of the countries pursues this agreed objective in an
independent non-binding manner. This is the unilateral stage. Countries
in this second stage are free to choose what best suits them individually,
within the framework that has been set by the initial agreement on the
common goal.

The postwar system — in the various dimensions which we have described
above — required legal agreements, institutional supervision and
enforcement by the hegemon. Of course, some processes of international
cooperation may well take this form. But concerted unilateralism involves
something different.

The key idea of concerted unilateralism is best understood by means of three
examples, one taken from trade policy, one taken from macroeconomic
policymaking and one taken from international cooperation in the pursuit
of net zero carbon emissions.

15 This term was first used by Peter Drysdale and Ross Garnaut: see Drysdale and Garnaut (1994a,
1994b, 1996a, 1996b). See also Garnaut and Vines (2007) and Vines (2014, 2015, 2016a, 2016b).
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Trade policy

The process of trade liberalisation in the Asia-Pacific region was highly
significant, leading to the creation of APEC (the Asia-Pacific Economic
Cooperation group). Garnaut (1994b, 280-81) describes what happened:

Through the 1980s, and especially from 1985, there was an
acceleration of unilateral, non-discriminatory trade liberalization in
virtually all market oriented Western Pacific economies (including
China). This led to observation that non-discriminatory trade
liberalization was more likely in an economy that was part of a
region in which other economies were liberalizing trade, than in
a region of increasingly inward-looking states ... In this world, each
individual economy in a region [behaving in this way] observes the
prosperity others are experiencing as a result of trade liberalization,
in which the benefits of each country’s liberalization are extended
by the contemporaneous liberalization of others. This increases
incentives for each country to liberalize its own trade, bringing
benefits not only to themselves but to others in the region. In this
world, the regional trade policy ‘game’ takes [a new form which can]
be contrasted with the ‘prisoner’s dilemma’ ‘game’ that has been
used to define the process of trade liberalization amongst advanced
industrialized economies in recent decades.

Drysdale and Garnaut (1994) gave a striking name to this new form of
the trade policy game: ‘prisoner’s delight'. By this they meant a scenario
in which unilateral trade liberalisation by individual countries not only
leads to mutual benefits, as in a prisoner’s dilemma setup, but is also in
the interests of each country. This is entirely different from a ‘prisoner’s
dilemma’ game, in which there are incentives for each individual country
to remain protectionist, for political economy reasons which we have
previously described.

Technically this new form of the trade policy game is different from
a prisoner’s dilemma because it has ‘multiple equilibria’. In the prisoner’s
dilemma game, all participants face a temptation to renege on the cooperative
equilibrium and to defect to the (unique) Nash equilibrium — the selfish
one in which in which each player looks after only their own interests as
perceived. Here, after the initial agreement on purpose is reached, it is in
everyone’s interest to cooperate, and the cooperative outcome is a new Nash
equilibrium from which countries do not wish to deviate.



2. THE STATE OF PLAY IN GREAT POWER TRANSITION. PART B

This new possibility emerges precisely because — as described by Garnaut —
in the first concerted stage of the economic policy game all countries agree
to liberalise. That means that the benefits of each country’s liberalisation
are extended by the contemporaneous liberalisation of others, and extended
enough to make each country want to liberalise. The concertedness of the
process means that each country’s unilateral actions become actions which
— instead of free riding —are in the interests of the other countries.

Within the East Asian process, there was no attempt until the second decade
of the twenty-first century to create an overarching regional free trade area
(FTA) or customs union (CU) — that is, a region in which a process of trade
liberalisation would be undertaken, but within which tariff barriers would
be maintained against those outside the FTA or CU.

What happened up to that point was thus an outstanding example of
concerted unilateral reform (Garnaut 1996a, 1996b; Garnaut and Vines
2007). In such a process, the international environment supported the
objectives of trade liberalisation at home. In particular, liberalisation by
other countries was leveraged by trade policy officials and politicians as and
when they embarked on liberalisation; foreign actions became important in
winning contests with protectionists at home.

As a result, a sense of opportunities abroad, throughout East Asia, influenced
the ability to achieve reforms at home. This was especially important
when the foreigners concerned were important regional trading partners.
Leadership was provided by the APEC process, an institutional structure
in which the tasks of hegemonic leadership were collectively shared among
the countries of the region. At the APEC Summit in Osaka in 1995, for
example, China unilaterally delivered a 50 per cent cut in its tariffs across
the board, a substantial downpayment on its way to accession to the World

Trade Organization (WTO).

The ‘open regionalism’ which we have described led to a decade of
achievement. But the process died in the early 2000s. The current pursuit
of discriminatory FTAs among smaller groups of countries is a different,
early-twenty-first-century, attempt to achieve cooperation among countries.
Many people initially saw this approach as providing a stepping stone to
global free trade. Increasingly they are being seen as the opposite.'®

16  See Chatham House (2016) and Mrazova et al. (2013).
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Macroeconomic policymaking

The example to do with the coordination of macroeconomic policymaking
comes from 2014 when Australia was Chair of the G20 (see Vines 2015,
2016a; McKibbin and Vines 2020). In preliminary discussions at the
beginning of the year, leaders from all nations were asked to agree that the
G20’s focus for that year would be to raise the global growth rate, which was
generally thought to have been inadequate in the six years since the global
financial crisis of 2008. It was also agreed that the method to be used would
be concerted fiscal expansion by all countries within the G20. Countries
were then invited to propose policies which they might each embark upon
on to contribute to this overall global strategy.

Each country’s proposals were reviewed by another country to see if what
had been proposed was ‘fair’ in the sense of making an adequate contribution
to the overall objective. It was agreed that, if necessary, countries would be
invited to ‘do a bit more’ if the initial proposals were not large enough.
This is what, in fact, was necessary to ensure that the whole set of proposals
added up to a big enough total. So the process was, indeed, concerted.

For some countries — including the host country Australia — the process
was a potentially difficult one, given that the politicians in power were
publicly committed to fiscal austerity, so that a commitment to fiscal
expansion appeared to go against the announced policy intentions. Such
countries — including the host — thereby faced internal political pressures
not to cooperate with the purpose of raising global growth. However, it was
understood by all that a world in which all countries were adopting more
expansionary policies would be one in which demand for exports would be
that much higher in all countries, lessening the political pressure in each
country for austerity.

Furthermore, in line with a deliberate policy framework of concerted
unilateralism, all countries were free to propose whatever kind of fiscal
expansion they preferred. In particular, those countries committed to
austerity were able to make proposals for increasing their expenditure
on infrastructure, so that they would be able to display an asset that the
fiscal expansion had created, providing them with shelter from domestic
criticism. It therefore became possible for them to avoid looking as if they
were reneging on their commitment to austerity. So the process was indeed
unilateral as well as concerted; it allowed for freedom of action.
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Australian officials were at pains to ensure that there was no process of
top-down instruction, and no top-down enforcement of conditionality.”
The resulting agreement was signed off by leaders at the Brisbane summit
in November (Vines 2015). It was clear at the time that the fiscal positions
adopted by many such countries were more expansionary than they would
have been had the G20 process not been put in place. A subsequent review
judged the policy process to have been successful — at least to come extent
— in influencing global macroeconomic outcomes.” Nevertheless the task
was a difficult one. As we describe in Section 6.1 below, there were strong
pressures pulling away from this kind of cooperation.

Policymaking in pursuit of net zero carbon
emissions globally

Climate risk has become a major policy concern in all countries. This is a
global problem, and the solution will necessarily involve global cooperation.
That cooperation is being managed by the Conference of Parties (COP),
the decision-making body of the UN Framework Convention on Climate

Change (UNFCCCQ).

The broad combination of actions that will be required is now familiar.
This includes, but is not limited to, a collection of well-known mitigation
and adaptation measures: increased carbon taxes; decreased fossil fuel
subsidies; improvements in carbon storage; decarbonised energy generation;
adoption of sector-specific low-carbon technologies; and many others.
To see these interventions in China and India, consider Garnaut (2024)
and Ahluwalia and Patel (2024), respectively.

The inadequacy of climate change-related policies which the world
has undertaken is well understood. In particular, the inadequacies of
the Paris Agreement in 2016 did not take long to surface — even though the
Paris conference was declared a resounding success. The Intergovernmental
Panel on Climate Change (IPCC), in a report published in 2018, warned

17  Montek Ahluwalia has said to us that the word ‘concerted’ was actually used in the G20 Sherpa
discussions in 2014 as a way of describing the best agreement that it was possible to reach. (Ahluwalia
was the Indian G20 sherpa at the time.)
The point at issue was the need to take coordinated expansionary action in the face of British
and German unhappiness about fiscal expansion. It [the term concerted] was used by the
British sherpa ... to distinguish between ‘co-ordinated” which suggests much more precise
agreement than was possible on what each country must do, and ‘concerted’ which is weaker.
(email received on 19 March 2023)
18  See ‘Quantifying the Implementation of G-20 Members’ Growth Strategies’, a note which provides
an estimate of G20 members’ progress towards implementing structural reform and public infrastructure
investment commitments made at the Brisbane Summit (International Monetary Fund and OECD 2018).
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that the remaining carbon budget for the world, consistent with limiting
global warming to +1.5°C, was shrinking, and that the world as a whole had
to reduce emissions to net zero by 2050 to keep global warming within the
limit set. The adequacy of the Copenhagen commitments always depended
on the ratcheting up over time that was foreseen in the Paris Agreement.
Despite subsequent progress in Glasgow, the sum of the commitments
remains much weaker than is required to achieve agreed global climate goals.

Nevertheless, an approach along the lines of concerted unilateralism started
to yield fruit. This new approach, foreshadowed in the discussions, late in the
Copenhagen conference, between President Obama and the representatives
of Brazil, China, India and South Africa was given form at Cancun a year
later, and more concrete form at Paris and Glasgow. The Cancun/Paris
approach had countries putting wunilateral voluntary proposals forward.
They would be discussed by peers and amended every 5 years, so that a
set of commitments that did not initially add up to 1.5°C at Paris would
be gradually upgraded. If all worked well, they would eventually be strong
enough to meet the global goal. Indeed the Glasgow revisions came closer
(with India’s ‘net zero by 2070’ providing a commitment to net zero for
the first time). And Australia, which had been the only developed country
without a ‘net zero by 2050’ commitment before Glasgow, corrected this
position at Glasgow. The world is still not there for 1.5°C or even 2°C.
But it has been coming closer. Of course the policy position of the new US
president is in danger of overturning this progress.

As Montek Ahluwalia has said to us, ‘concerted unilateralism’ can be
thought of as a second-best kind of decision-making process. In his paper
with Utkarsh Patel (Ahluwalia and Patel 2024), he makes the point that,
while the logical way to proceed in setting decarbonisation targets might be
to agree on a rational way of dividing the remaining carbon budget for the
world across major countries, this has not been attempted in COP meetings
because it is realised the countries would not be able agree on a formula.

So the alternative was to keep nudging the herd to a ‘more’ common
point of view. The whole story of developing countries in climate
change negotiations reflects [the relevance of the unilateralism
part of the concerted-unilateralism process]. These countries first
refused to accept any obligation, then agreed to reduce ‘emissions
intensity’ and finally agreed to actually reduce absolute emissions
and get to net zero albeit at different dates. This is a perfect example
of [the concerted unilateral process at work]."

19 Email received from Montek Ahluwalia on 19 March 2023.
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Gone are the targets and timetables of the Kyoto approach, which were
based on a prisoner’s dilemma approach to international cooperation about
climate policy. It was not possible to follow that path because the major
powers, first of all the United States, but also China, while willing to bind
themselves domestically to strong mitigation outcomes, were unwilling
to enter international agreements to the same end. And there were no
effective sanctions against breaches of commitments — as demonstrated
by Canada walking away without penalty from its Kyoto Protocol pledges
(see Garnaut 2024).

Instead, a process based on the ideas of concerted unilateralism seems to
be offering a way forward. As in other policy areas, this process means first
reaching agreement on the shared purpose rules — here an obligation on each
country to make a ‘fair’ contribution to the global policy objective to limit
global warming to +1.5°C — and then allowing a (gradual) process to work
itself out whereby each participating country works out how and when to
make its own unilateral contribution. This approach began to emerge at
Copenhagen, took firm shape at Cancun, and was elaborated in subsequent
UNFCCC meetings in Durban and Doha, and taken further forward in
Paris and Glasgow. The big departure from the old regime has been in the
setting of country targets for constraining emissions.

It is accepted, if only by default, that commitments to absolute reductions
in emissions are voluntary, and represent serious domestic undertakings
that are not binding under international law. The voluntary targets are set
domestically, rather than within a comprehensive international agreement.
The pressures to make them ambitious come from domestic politics and
review and commentary from other countries — a process known as ‘pledge
and review’, or ‘peer review’ in the OECD. It is possible to describe the new
process as a form of concerted unilateral mitigation.

5.3 Our interpretation of the postwar global order

What is being set out in our presentation of concerted unilateralism is in
effect the description of a two-level game. Putnam (1988) talks about two-
level games in which diplomacy and domestic politics operate at different
‘levels’. There is something similar at work here. Higher-level agreement is
achieved internationally, largely through political leadership, diplomacy and
interstate relations. Where appropriate it will involve agreement on the rules
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of the game and the establishment of international institutions to manage
the game being played. Then at the lower level each country typically gets on
with setting its own policy by doing the best that it can in its own interests.

This is a view that cooperation in international economic policymaking
is not simply a cooperative equilibrium in the purely technical sense of
avoiding free riding in a prisoner’s dilemma situation. It involves, instead,
creating circumstances in which it is in the interest of all payers to act in
a way that is helpful to other countries.

Global economic institutions, such as the IMF and the OECD, to take those
two institutions as an example, help to bring this about this in a number
of ways. They provide policy advice, through the Article IV consultations
and the OECD Country Reviews; training for professional economists
from poorer countries and emerging market economies in the case of the
IMF and for all countries, through the IMF World Economic Outlook and
OECD Economic Outlook processes; and knowledge about how other
countries’ policymakers are likely to act.?® Only occasionally, such as the
1974 Concerted Reflation Action Package, or the 1985 Plaza Agreement
on exchange rates, has policy action been specifically coordinated across
member countries.

If this theoretical analysis is right, it is necessary to take a different view
of international policy coordination, not just as regards cooperation in
trade, but to do with macroeconomic and other policymaking areas as well.
It becomes a view that cooperative behaviour, as distinct from self-regarding
Nash behaviour, reveals itself in the agreement about purpose, and — where
appropriate — the construction of the institutions, and creation of rules
of the game associated with these institutions. This can be thought of as
happening at the ‘meta level’ — rather than in the everyday operation of the
international system that these institutions oversee.

This way of thinking about international cooperation can help provide a
better understanding of the global economic order that was created after
World War II, including first the Bretton Woods system and the global
non-system which followed it. There is a real sense in which the global
macroeconomic policymaking system involved the kind of cooperation
analysed in Section 5.2. The participating countries all agreed upon a shared

20 This kind of knowledge is especially important in a crisis. When crises happen, all of a sudden,
‘doing the best that one can’ requires meeting unexpected needs in unfamiliar ways. Examples are the
Asian financial crisis of 1997 and the global financial crisis of 2008.
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purpose — to stimulate global economic growth. Then — given this purpose
— they each pursued policies of their own choosing. Viewed as a system,
these policies brought together the pursuit of all four of Keynes’s policy
objectives: the promotion of full employment, the resolution of imbalances
in international payments, the provision of international finance and
the promotion of more open forms of international trade. It is true that,
as mentioned in Section 5.1, opportunities for free riding in relation to
particular policies were identified: a trade policy which remains protectionist
or a macroeconomic policy which damages other countries. But the overall
global economic policy systemn was not a prisoners’ dilemma situation in
which free riding was attractive to participants. Instead, no country wished
to disturb the overall international policymaking system, with its many
interlocking pieces. This meant that free riding in relation to particular
policies could be managed and contained.

In short, the Nash equilibrium was one of system preservation. This is why
we were able to claim at the end of Section 4 that the economic base —
the global macroeconomic policymaking system — sustained the political
superstructure: the liberal international economic order which Ikenberry
describes. Memories of the 1930s were much too powerful for anything else
to be contemplated.

US leadership reinforced this global system. What was built was a multilateral
system; but it was at the same time unipolar, led by the United States. There
was widespread support internationally for this system because, being led by
the technologically dominant country, it opened up the prospect of global
growth through freer trade, the creation of new markets, the opening up of
opportunities for FDI etc., a prospect which — with full employment — was
shared throughout the world. Domestically, the engagement of the United
States in the global system was popular too, not just because the United States
also embraced full employment Keynesianism but also because the benefits
of growth were widely shared within that country as well.

6 Three contemporary challenges

Jonathan Kirschner, in his recent book An Unwritten Future (Kirschner
2022) argues that the post—World War II world order rested on what he
— and other political scientists — have called the ‘embedded liberalism’
that was present in the domestic political systems of the countries which
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were part of that world order. This took the form of a domestic political
compact in which all gained — and all were presumed to gain — from rising
living standards.

This embedded liberalism is now under threat throughout the world:
populism is undermining external engagement, and thereby international
cooperation. In particular, the United States is now abandoning the position
of enlightened leadership which it pursued ever since it signed the Atlantic
Charter with Britain in 1941. Moreover, the rise of a second major power,
China, is also ensuring that a unipolar world, led by the United States, is no
longer sustainable.

Against the background of a system breakdown the world now faces three
major challenges. These are to do with: the global financial system and
macroeconomic policy; trade policy and the need to manage cross-border
conflicts; and climate change and the need to manage the transition to net
zero carbon emissions.

6.1 Macroeconomic policy.

The Great Moderation — that period at the beginning of this century that
looked to all intents and purposes like a perfect model world — ended
abruptly in 2008 with the onset of the global financial crisis (GFC).
The financial collapse, and subsequent deleveraging, led to the most rapid
decline in world economic activity since the Great Depression.

The initial policy response to the crisis by world leaders was a remarkable
degree of international cooperation. At the G20 Summit in London in
April 2009, global policymakers worked in close cooperation with the IMF,
and the expansionary macroeconomic policies agreed at the time — both
fiscal and monetary — played a significant part in preventing the GFC from
becoming another Great Depression.

In the face of a potential collapse in aggregate demand, all countries
pushed in the direction of an extremely accommodating monetary policy.
An unprecedented joint fiscal stimulus was agreed at the London G20
Summit in early April of 2009.

Had each country pursued these self-same policies, but in an uncoordinated
way, each proceeding at its own pace, each would have risked a loss
of confidence and currency attack. But because cooperation ensured that
all countries were acting in an agreed way at the same time, countries
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were reassured this would not happen. The process of mutual support was
enormously helpful. Each country was able to proceed in its own way in the
way that it desired.

At the Pittsburgh G20 Summit nearly six months later, in September 2009,
global leaders pledged that they would work together in a cooperative way
to ensure that growth was sustained. To do this, they initiated a policy
framework known as the ‘Framework for Strong, Sustainable, and Balanced
Growth’. This framework led to the creation of a multilateral process
through which G20 leaders:

e first, identified a set of macroeconomic objectives for the world
economy, namely strong, sustainable and balanced growth;

* second, agreed on a general set of macroeconomic policies that would
be needed to achieve these objectives; and

* third, committed themselves to a mutual assessment of the way in
which policies in each country were contributing towards the meeting
of the overall global objectives.

This G20 Mutual Assessment Process, or G20MAP* was managed in
collaboration with the IME and was an attempt to institutionalise a form
of what can be called ‘concerted unilateral action’ in global macroeconomic
policymaking (see Vines 2014, 2015, 2016a).

Many hoped that the G20MAP might provide precisely what was needed:
a framework within which policymakers could cooperate internationally to
stimulate global demand and ensure faster growth (see Butler 2012). But in
fact, from 2011 policymakers went in the opposite direction.

* Fiscal austerity took hold, notwithstanding the lack of need for the
opposite in most countries. A collective decision was taken at the G20
Summit in Toronto in June 2010%* to withdraw the kind of fiscal support
that had been agreed at the London G20 Summit of 2008.

* For the following decade, austerity policies were adopted in the United
States, the United Kingdom, the Eurozone — especially Germany —
and, as noted above, Australia. These countries acted independently and
uncooperatively in determining the extent of their fiscal austerity.

21 See IMF (2015).
22 See Butler (2012) and Wolf (2014, 268).
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This abandoning of the coordination of the global policy purpose of the
pursuit of economic growth imposed significant costs on the world economy.
Each country, in choosing fiscal consolidation, imposed burdens on other
countries. The world had — in effect — created a twenty-first-century version
of the Triffin problem (see Zhou 2009). A number of advanced countries
were in effect attempting to use two instruments — fiscal policy and monetary
policy (either interest rates or, later, at the zero lower bound, quantitative
easing) — in order to pursue two targets: they were seeking to reduce public
deficits and cut public debt, while at the same time aiming to use looser
monetary policy —and the currency depreciation to which this would lead —
to boost growth and achieve a move towards fuller employment of resources.
But the objectives of these countries were mutually inconsistent.

These measures in effect returned to the kind of free riding which had
posed a threat to the Bretton Woods system, which Hamada analysed and
which we described above. It had a profoundly negative impact, leading
to what Douglas Irwin and Barry Eichengreen have described as ‘exchange
rate warfare’ (Irwin and Eichengreen 2010). As we discussed above, it was
this problem that Australia had attempted to overcome in 2014, when
Australia Chaired the G20 using ideas of concerted unilateralism, with
some (limited) success.

More than 10 years on, the international macroeconomic cooperation
agenda is now wide open again. The world is now in profoundly different
macroeconomic circumstances in the wake of the COVID pandemic,
the war in Ukraine and the installation of Donald Trump as President of
the United States. In particular, the threat from the United States of the
imposition of tariffs is creating uncertainty in all economies of the world.
And monetary tightening in the United States, in the face of fiscal loosening
there, and in the face of stimulus to domestic demand which will be caused
by tariffs, is in the process of imposing burdens on dollar-indebted emerging
market economies.”

The rest of the world now faces a new macroeconomic challenge coming
from the United States, going beyond the difficulties caused by COVID
and the war in Ukraine. Even if the United States persists with the damaging
policies which were announced by President Trump at the beginning of his
second presidency, the rest of the world needs to find a way of refocusing

23 See Basri and Sumatomo (2023), Gallagher and Gao (2021), Grenville (2023) and Ostry (2023).
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attention on the purpose of increasing the rate of global economic growth.
And how might it be possible for many diverse countries in the world to
contribute to this overall objective, each in its own way?

6.2 Regulating international trade

Most people acknowledge that trade liberalisation brings major gains. These
benefits come partly from the well-understood benefits from more efficient
allocation of resources, but also from the exposure of the domestic economy
to foreign competition. In addition, trade enables a country to import a wider
variety of final goods, and to import improved capital goods, technology
and better methods of production. Unilateral liberalisation has been richly
rewarding to those economies that have embarked upon it. Nevertheless
attitudes to this process of globalisation have become increasingly critical,
particularly in the United States.

But there are now ways in which the benefits of trade have come to seem
problematic. This is partly because globalisation of economic activity has
had radical distributional effects in all advanced economies.?* In particular,
the falling price of labour-intensive and other imports from China and
other emerging market economies made life difficult for low-wage,
unskilled labour in advanced countries. Some countries — for example
Japan and Australia — have been able to manage the trade adjustment
and its distributional consequences, taking advantage of global shifts in
comparative advantage (Irwin 1996; Garnaut 1994a, 2000). But this has
not been true in the United States, where the real wages of the median
worker have not risen for more than 30 years. There had been a widespread
sense that economic policy was supportive of the American dream. The
sense that this is no longer true has led to the disintegration of embedded
liberalism, and a rise in populist pressure for protectionism.”® The same
trend has been evident in much of Europe t00.%

24 These are of a kind that economists can characterise by means of the Stolper—Samuelson theorem.
Such globalised trade lowers the returns to the factor(s) of production used intensively in the production
of goods similar to many of the imports from China and other emerging market economies, namely
unskilled labour.

25 Kelly (2020) argues that a key reason for this is that rising concentrations of wealth have created a
politics that makes reducing economic inequality more difficult. More specifically, Frank (2016) examines
how the Democratic Party’s policies have increasingly favoured the interests of a professional elite,
overlooking the needs of the broader American populace. He argues that this shift in policy has contributed
to economic inequality and — consequently — to a sense of disenfranchisement among many Americans.
26 Mark Mazower has set out a compelling argument as to why the forces of populism are less powerful
and disruptive in Europe than they are in the US: see Mazower (2024).
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It is these protectionist pressures that the WTO exists to manage. From its
inception, the WTO has been a much higher-profile organisation than was
its predecessor, the General Agreement on Tariffs and Trade (GATT). The
GATT relied heavily on diplomacy and ‘pragmatic flexibility’, with new rules
applying only to those countries that signed up to them (most developing
countries did not).

By contrast, the WTO is a ‘single undertaking’: all members are subject
to the specific agreements in (almost) all areas, although discipline may
be differentiated according to level of development. The WTO also spans
a much broader set of policy areas, including intellectual property rights,
and trade and investment in services; and enforcement of its disciplines is
more legalistic and ‘binding’. The key difference is in the dispute settlement
system: the WTO system is more rules-based, binding and enforceable
compared with the diplomatic and consensus-driven system under the
GATT. This shift has made WTO dispute resolution more predictable,
effective and fair, though some challenges — such as the current paralysis
of the Appellate Body — persist.

As a result, the WTO has gone beyond ‘negative integration’. This form
of policy engagement involves an agreement 7oz to do something (not to
exceed a certain maximum tariff on a product, not to discriminate against
foreign goods through domestic consumption taxes, etc.). The WTO now
also encompasses ‘positive integration’: agreement to enforce minimum
standards (e.g. to provide patent protection of at least 20 years’ duration).

The move in the direction of positive integration has led to a shift towards
negotiating disciplines on ‘behind the border’ policies. This has helped
to make such negotiations much more difficult. Earlier GATT rounds
focused on tariff cuts, which were relatively straightforward. Recent WTO
rounds, like the Doha Round, have dealt deal with complex issues such as
intellectual property, services, environmental regulations and agricultural
subsidies. This has implied that a broader set of stakeholders became
involved in, and affected by, the negotiations, both within government
(e.g. regulators, line ministries other than trade/commerce) and outside it
(e.g. non-governmental organisations with a focus on public health) (Jones
2015). In addition, the number of participating countries has grown, and
the diversity of their preferences has increased (Rose and Moser 2012).%

27  The 23 participants of the first (Geneva) round of GATT negotiations took only six months to
conclude a deal that reduced 45,000 tariffs. But there are now over 150 members of the WTO, a number
that makes negotiations considerably more difficult.
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Furthermore, there are now additional ways in which the benefits of trade
have come to seem problematic. The competition for economic rents in
high-tech and digital industries has become a defining aspect of global
trade, particularly between the United States and China. Major corporations
such as Facebook, Amazon, Microsoft, Netflix, Google and their Chinese
counterparts like Alibaba, Tencent and Baidu are central to this dynamic.
This competition has led to protectionist policy responses by both nations
in an attempt to capture these rents.”® This response in the United States has
taken the form of tariffs, domestic content requirements and the imposition
of standards that favour domestic producers. Indeed as Guzman and Stiglitz
(2024) say, ‘if the old rules tie the US hands, too bad for the rules’. Of course,
this creates worries about an onrush of protectionism, worldwide.

Two key features underpin this move of policy in a protectionist direction.

The first is to do with innovation. Market failure results in innovating firms
being unable to capture fully the rewards that innovation creates, because
their intellectual property is not secure. Newly invented ideas and processes
can be copied, and key workers are prone to leaving, taking their ideas with
them.” How should policy respond to this? At the very least, intellectual
property policies will clearly be essential.

The second feature concerns ‘dynamic comparative advantage’. In a world
of learning by doing and economies of scale, state support appears to be
essential in the early industry stages. In the United States, government
support was crucial to the success of Bell Labs, making it a powerhouse of
innovation in support of US industry from the 1930s to the 1970s.>° And
since 1958 the Defense Advanced Research Projects Agency (DARPA) has

played a crucial role in maintaining US scientific and industrial leadership

28  See Birch and Cochrane (2022). The paper by Mueller and Farhat (2022) examines how both
countries have progressively restricted access to each other’s digital platform markets since 2009, often
citing national security concerns.

29 Wang (2023) highlights how rapid diffusion and imitation can undermine innovators’ incentives
by allowing competitors to capitalise on their innovations without appropriate compensation. Hoisi
(2020) summarises the effects of inventor mobility on the retention and dissemination of knowledge
within firms. The discussion includes how employee departures can lead to knowledge spillovers that
affect a firm’s ability to appropriate returns from its inventions. Guzman and Stiglitz (2024) provide an
analytical account of possible policy responses in such circumstances.

30 See Gertner (2012). Without this support, Bell Labs would not have been responsible for many
groundbreaking technological advancements, including the transistor, satellite communications,
information theory and numerous other developments that shaped modern technology. This support was
not merely supplied by granting Bell a monopoly in the telephone industry but also through other key
mechanisms, including military contracts, regulatory advantages and collaborations in national defence.
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in many fields.®’ In the EU, government support was crucial in ensuring
the survival of Airbus as a global competitor to Boeing in the large mass
transport aircraft industry.? State support may be crucial at times of crisis;
in the United Kingdom, the Rolls Royce would not have been able to go
on making aeroplane engines without a bailout in 1971.** An important
contemporary case in point is the fact that the EU is now actively debating the
adoption of protectionist measures to support its car and battery industries*
in response to competitive pressures from Chinese manufacturers.’

For policy to respond appropriately to such circumstances two major things
will need to be kept in mind.

First, it will be necessary to identify a dividing line between areas of
international trade in which negative integration is all that is needed,
and new areas of international trade in which positive integration and
‘behind the border’ measures are necessary. Caution is required. In a world
of workable competition, economies of scale, gains from innovation, and
dynamic comparative advantage can all be consistent with competitive
markets and beneficial international specialisation. The possibility that
support of domestic industry can be excessive needs to be understood, and
such an outcome be avoided. In many cases, even in new industries, it will
still be the case — just as in the late 1940s — that removing restrictions on
trade is appropriate, and all that is required.

Nevertheless, there will also be sectors which are produced under economies
of scale, exhibit learning by doing and endogenous innovation, and are sold
in oligopolistic markets. In the production of such commodities there can
be a first mover advantage, such that revenues accrue to those who first
begin production. They then have funds for further innovation, and can

31 See Defense Advanced Research Projects Agency (2025).

32 This financial assistance helped Airbus develop new aircraft models, including the A300 (its first
aircraft) and the A320 family and the A380 program (WTO 2010). This was despite the fact that WTO
ruled in 2010 and 2018 that Airbus received illegal state subsidies (WTO 2010, 2018).

33 This intervention preserved the UK’s position in the aerospace industry. The successful turnaround
post-nationalisation underscores the critical role of timely support in sustaining key industrial capabilities.
34  See European Commission (2024).

35 This may well involve imposition of tariffs on Chinese electric vehicles and the adoption of
regulatory measures which encourage technology transfers and local production. A report by Dunne
Insights (2025) suggests that Europe is 7-10 years behind’ China in the electric vehicle and battery
sector and recommends a funding target of €20 billion for developing advanced battery gigafactories
and proposes a gradual introduction of a 50 per cent tariff on imported batteries over a five-to-seven-year
period; the phased approach is intended to allow time for companies to scale up local production and
compete effectively.
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lower their costs and thereby race ahead (Guzman and Stiglitz 2024). WTO
rules will need to provide exemptions for policies in cases where support of
such sectors of the economy seem essential. Having done so, it will then be
necessary to understand what policies of domestic support and subsidy for
producers in these industries can be made acceptable in the international
rules-based trading system, and it will be important to clarify how the
resulting rules can be articulated and administered.

Second, it needs to be understood that there will be goods and services that
are strategically important for defence, such as chips and electronic circuitry,
where restrictions on trade will be necessary, important and appropriate.
The defence policy establishment of each country will have views about
this, and these will need to be considered. Of course, drawing a dividing line
between such goods and other goods will be difficult.

The political economy challenge of reinterpreting the WTO rules will
be a demanding one (Sullivan 2023). How might the resulting rules be
administered in a fair manner, even although some aspects of them will be
intrinsically discriminatory, and even although defence requirements will —
of necessity — interfere with international trade? A beneficent global social
planner would understand the difficulty here, and would see that countries
with industries that race ahead will need to provide rewards — or at least
some compensation — for those countries whose firms get left behind.

Establishing just what such rewards might be, and who should pay them,
will however not be straightforward. Guzman and Stiglitz (2024) provide
important suggestions about how to analyse this problem of global social
justice in a Rawlsian manner. But the authors do not provide clear solutions.
None of this will be easy.

For medium-sized countries, such as the United Kingdom, Canada, Korea,
Thailand, Indonesia or Australia, and even for India, this new world creates
two major kinds of challenges.

* The first is for each country to design its own industrial policies such
that they do not — in the way that they did in the past — degenerate into
inefficient rent-seeking.

* The second is to find what role they can play on the international stage
in writing the new trade rules. If the United States is ripping up the
post—World War 1II trading rules, what can middle-level powers do to
help preserve the best of them?
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It is clear that, in the world which we are describing, in which economies
of scale and network externalities are important, the world is in danger
of dividing into a US ‘bloc’ and a China ‘bloc’. In such a situation, both the
United States and China are already engaging in protectionist policies of a
discriminatory kind, designed to encourage countries to join their own bloc
and discriminate against members of the other bloc. This is an economist’s
interpretation of the motivation behind the ‘friend-shoring’ policies upon
which the United States has embarked (Sullivan 2023). It is clear that such
friend-shoring will create global tensions, as it did in the1930s.

As Kikuchi and Liu (2023) have argued, in these circumstances the outcome
which emerges can be significantly influenced by the way in which medium-
sized countries respond to the emergence of a multipolar world of this kind.

That said, international supply chains are now so integrated that it seems
scarcely possible, except at great cost, for the world to split into anything like
two entirely separate economic regions. The attempt by the United States to
reduce its trading connections with China is leading to evasion, with ways
around the barriers being found through Vietnam, Malaysia, Mexico and so
on. But the effects of such discriminatory policies will be large.

Australia is a case in point. Policymaking in Canberra is being greatly
hindered by the fact that, under the influence of the US security
establishment, Australia obliged to adopt policies that create frictions in its
trade with China. And yet China is by far Australia’s largest export market.
These policy changes, if fully imposed upon Australia by the United States,

would likely materially endanger Australia’s economic performance.

The experience of the 1930s looms as a warning. In a world that is actively
engaged in restricting and sanctioning major sectors at the heart of trade
and growth, protectionist and mercantilist spirals are only a few steps away.
This is what happened with policies towards Japan adopted by both the
British Empire and the United States in that decade.

6.3 Managing the transition to net zero
carbon emissions

The emergence of climate risk has become a major policy concern in most
countries. Being a global and potentially existential problem, the solution
to it will necessarily involve global cooperation. That cooperative process is

being ‘managed’ by the COP, the decision-making body of the UNFCCC.
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The move to net zero will involve a massive structural transformation from
carbon-based energy to fossil-free energy, with strategic complementarities
stemming from peer effects on demand or technological spillovers,
propagation and amplification mechanisms that will increase the effectiveness
of climate policies. But, nevertheless, radical policies are needed to shift
economies from a high-emissions to a low-emissions path.*® There will
be an extended role for tax and subsidy policies, in order to influence the
dynamics of change. These policies are likely to be protectionist in effect,
even if desirable. The difficulties in bedding down the European Carbon
Border Adjustment Mechanism (CBAM) are a case in point.

That need for this global cooperation will fly in the face of the strategic
competition described in Section 6.2. Furthermore, carbon border
adjustment taxes (such as CBAM) stand to become important, as will
policies that discriminate against countries that are not operating effective
policies aimed at decarbonisation. These CBAM policies will be difficult to
implement in a non-protectionist manner.

Emerging market economies are likely to face particular difficulties here,
in that they will unavoidably be slower to adopt low-emissions technology,
given that they will not be able to afford to invest adequately, at least in
the required time frame. There will need to be some kind of global fund to
compensate those countries for the effects of the CBAM policies and, at the
same time, to subsidise action in these countries to put in place adequate
decarbonisation policies.

The World Bank and other international financial institutions will need
to find ways to make the necessary loans. And the international monetary
system will need to find ways to support the balance of payments current
account deficits that these emerging market economies will need to run
in order undertake the high levels of private sector investment that will be
necessary as these new technologies are adopted.

Our discussion in Section 5.2 has shown just how important a process
of concerted unilateralism has been in taking forward policy in this area.
Such an approach is now bearing fruit.

36  For more details, see papers by Venables and van der Ploeg, Zenghelis ez.4l., and Hepburn ez.al.
in the 2025 Oxford Review of Economic Policy 41 (2) issue on the macroeconomics of structural change.
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7 Reconstructing global economic
governance in the twenty-first century

7.1 The changing importance of countries and
regions in the global economic system

The world is much more complex than it was immediately after World
War II, when the United States was in a position to lead. As already noted,
global power is now in the hands of not just one but two dominant countries
or regions — the United States and China — or three if Europe is treated as
a third global player — rather than just one hegemon.

Looking forward to the end of the century, the nature of the transition is
obvious. Projections by Laurence Kotlikoff and colleagues (Benzell et al.
2023) suggest that by 2100 China and India will be the world’s two largest
economies, China with 27 per cent of world GDP and India with 16 per
cent — both measured on a purchasing power parity (PPP) basis. By contrast,
the US and Western Europe (including the United Kingdom) are each
projected to have only 12 per cent. Of course, such projections must not be
asked to bear too much weight. Nevertheless, they draw attention to the fact
that, in the long run, it is no longer possible to think of the US hegemon as
managing the global system in a unipolar manner.

Furthermore, this time of transition is already upon us. Emerging market
economies have experienced significant growth over recent decades, leading
to notable shifts in their contributions to global economic output as
compared with the United States and those in Europe. As of 2023, emerging
markets accounted for approximately 42.8 per cent of global (nominal)
GDP, whereas the US only represented about 25.3 per cent of global GDP
in (nominal) terms in 2022 (Wikipedia 2025). Projections indicate that the
share of GDP generated by emerging markets will rise from 42.8 per cent in
2023 to 56.5 per cent by 2050. This anticipated growth is largely driven by
countries like China and India. China’s share of global economic output is
expected to increase from 17.3 per cent in 2023 to 24.3 per cent by 2050,
potentially surpassing the United States by 2037 (BMI Country Risk and
Industry Research 2025).

Sustaining a cooperative global order in these circumstances, one that can
deal with all three challenges adumbrated above, will be institutionally
difficult. The immense tensions that we are seeing in the world, as we
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write this chapter, make this point with great force. Where might common
interests be found, and among whom? And how might policy give expression
to these interests?

The experience of the early 1940s — and in particular the Atantic
Charter — offers some promise. That Charter set out an international
agreement on a set of objectives for the global post—World War II world.
As described at the beginning of this chapter, the Charter connected the
economic management that was needed with an understanding of what
was politically possible. The world now needs what would effectively be a
new version of that Charter. Such an agreement would show how economic
nationalism could be put to one side so that countries could — once again —
work towards a common purpose, namely dealing with the three issues of
common interest which we have identified in this chapter.

If the theoretical analysis we have discussed is right, it is necessary to think
that cooperative behaviour, as distinct from self-regarding behaviour,
will require agreement about purpose among this highly diverse group of
countries. For this to happen four things seem necessary.

First, the position of the United States will need to change radically. The
liberal global order, and the global economic institutions that supported
it — the IME the World Bank, the GATT (now WTO), the relevant UN
agencies, and the OECD — were created with the support and leadership of
the United States. But in the past four years the United States has shelved the
WTO dispute settlement process and more generally has shown disregard
for trade rules and trade partners.

Notably, the United States has acted in a questionable manner in its
determination to retain technological superiority in leading-edge industries.
It may be that US actions against Huawei and other high-tech companies
have been based on justifiable concerns about security risks. Nevertheless,
such actions reveal a United States that is prepared to exploit its remaining
hegemonic authority with disregard for the interests of other countries in
the international community. Such actions lead to a fragmented global
technological system, and reduce competition and innovation globally.

Gordon Brown (2024) has argued that, until recently, the ability of the
United States to sustain its dominance has been supported not just by
technological dominance, but also though its military superiority and its
exercise of soft power. However, the ability of the United States to go on
to maintain its military superiority needs to be seen in the light of the
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diminishing size and importance of the United States in the world economy.
And recent activities by the new US Administration have severely damaged
the United States’ soft power.

Of course, a crucial issue concerns how an America-first United States
can be persuaded to moderate the demands which it places on the rest of
the world. Can the leadership of that country be persuaded that it will be
in its interests to cooperate with other countries because the risks of not
cooperating are too large? It may be that the world will need to wait for
some time for this to happen.

Second, the position of China, today’s rising hegemon, will be critical.
The first stage of China’s entry to the global system involved joining a world
order managed by the United States, and in particular joining the WTO,
so as to engage in export-led growth. But the second stage of the Chinese
development appears to involve a view that it will be possible for China
to transform that world order. Furthermore, China’s leadership appears to
believe that this transformation might not require much more than patience
on the part of Chinese policymakers, given the changing relative economic
power described above. However China’s policy stance in a number of fields
is not making any such transformation easy. China has been criticised for its
managed trade practices and deploys the kinds of state support not obviously
consistent with WTO rules.”” In addition, China has engaged in what looks
like theft of intellectual property.”® And China needs to understand that its
gains from economic exchange with the outside world will be much greater

if it is understood to be honouring generally accepted principles such as the
UN’s Declaration of Human Rights.

Third, the position of the European Union will also be crucial. So far,
European imagination has been almost entirely inward-looking in terms of
both macroeconomic policy and trade. This needs to change. And it has the
potential to change as Europe negotiates its position between the United
States and China.

Finally, the interests of second-tier countries — in particular those grouped
in the G20 — will need to be served if a sustainable global order is to
be reconstructed. Already today the share of world output produced by
emerging market economies is larger than that produced by the world’s

37  See, for example, Rotunno and Ruta (2024) and Ezell (2021).
38  See, for example, USTR (2009).
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most advanced economies — including not just the United States, but
also countries within the European Union and some additional advanced
countries further afield such as Canada, Korea, Thailand, Australia and
New Zealand.

Particular challenges are faced by both the United Kingdom and India,
which have turned away from (the United Kingdom), or never really joined
(India), the mega-regional blocks that have become part of the global
order. At the same time, however, there are previous examples — Canada in
the 1970s and Australia in the 1980s and 1990s — of mid-level countries
punching above their weight in helping to bring together global coalitions
that will help protect their interests.

The recently augmented BRICS group of 10 countries — Brazil, Russia,
India, China, South Africa, Egypt, Ethiopia, Indonesia, Iran and the United
Arab Emirates — has styled itself as a challenge to the United States and
Western countries more generally. But, at least on their showing to date,
the BRICS countries would seem to be in the position of followers, rather
than being able to provide any form of significant strategic leadership to the
international economic system.

7.2 Institutions fostering international cooperation:
OECD and RCEP

We see ‘concerted unilateralism’ as a model form of engagement which can
help to bring together the highly disparate group of countries which we
have just described and — more than this — can lead to cooperation between
them. We have identified a set of three major global challenges about which
cooperation of this kind will be necessary.

The OECD

As a first step in this process, a group of countries might come together to
create an international institutional forum, or forums, in which an issue
or issues might be discussed, with a view to taking action. Or it might be
possible to modify, or extend, the mandate of an existing institution.

Earlier experience with OECD countries might suggest a template. In the
past, a number of key, complex international trade issues were first analysed,
and then resolved by consensus, within the institutional framework of the
OECD’ s (limited) membership. The result was then taken to the WTO to

be negotiated among that organisation’s wider constituency.
g g & Y.
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Typically, the process started with the OECD Secretariat and member
countries working together to agree on a clear statement of the problem.
Once this had been achieved, work would shift to formulating what the
characteristics of an ideal policy would be. This could take many months,
sometimes a year or more. But in the end, it would result in a consensus,
which all the countries involved would adopt and — importantly — adhere
to. Typically some, sometimes many, countries would then seek initial
derogations: but in the months and years that followed a process of peer
review would ensure that the derogations were progressively dropped.

The key point here is that the processes of policy design and policy
commitment were kept separate: the result was policies that were ‘highest
common factor’ rather than ‘lowest common denominator’.

Meanwhile, agreement in principle having been reached among the major
countries, this would be taken to the WTO for negotiation among its wider
membership.

While that ‘OECD process’ could be a model again, there would have
to be a key difference. The successes of the ‘OECD then WTO’ process
described above depended in significant part on the constructive offices
of the United States as sole hegemon. In today’s world, by contrast, in which
there is hegemonic competition, it would be necessary to accommodate,
at a minimum, both the United States and China: and this could happen
only if both agreed.

But it is conceivable that leadership could be shared. This was achieved,
for example, in the Uruguay round of trade negotiations. Australia helped
to bring together the Cairns group of primary commodity-producing
exporters who were instrumental in bringing about a final agreement in the
global negotiations.

Such arrangements to share leadership preserve sovereignty in policy action
that accord with important social preference to protect the plural identity
of states. There has been an overwhelming instinct to act in this way in
heterogeneous postcolonial Southeast Asia. Such a mode of engagement has
been the energising force of recent diplomacy in East Asia.

Another example is of course the Paris climate conference of 2016, which
adopted such an approach after the unsuccessful outcome of the Copenhagen
conference, which had tried and failed to adopt a top-down method of
policy implementation. We have discussed this case in detail in this chapter,
and where it might lead.
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RCEP

It is also conceivable that the institutions of Asias new Regional
Comprehensive Economic Partnership (RCEP) might help in the
management of the process of concerted unilateralism.

RCERP is a free trade agreement, initiated by Indonesia nearly a decade ago,
and signed at the end of 2020, between 15 Asia-Pacific nations: Australia,
Brunei, Cambodia, China, Indonesia, Japan, Laos, Malaysia, Myanmar,
New Zealand, the Philippines, Singapore, South Korea, Thailand and
Vietnam. The member countries account for about 30 per cent of the
world’s population (2.2 billion people), and about 30 per cent of global
GDP (around $26.2 trillion in 2020), making it the biggest trade bloc in
history. A notable feature of the RCEP agreement is the liberal rules of
origin that it embodies, probably the most lenient ever achieved in a major
trade agreement. These mean that only 40 per cent of any good traded
within the RCEP region needs to have been produced in the region in order
for that good not to face tariffs at the border. This innovation will do much
to encourage the development of Asia-wide supply chains in the production
of goods destined to be exported to the rest of the world.

A key feature of RCEP is its Economic Cooperation Agenda (ECA), which
aims to ensure that institutional and policy frameworks for international
cooperation can go on being strengthened. The ECA seeks to do this by
bringing about regular meetings between heads of state, trade ministers and
economic officials to assess progress and discuss future cooperation. It is
clear that the ECA will serve as a key mechanism for deepening economic
ties while at the same time ensuring political commitment to this process
of deepening within each of the from member states. In taking forward
the ECA, the secretariat of RCEP will become a forum in which further
Asia-wide liberalisation and integration is managed, working alongside the
economic cooperation process that is a pillar of RCEP.

And RCEP will also, inescapably, come to deal with, and possibly manage,
many of the processes to do with China’s Belt and Road initiative. Such
an internationalisation of the Belt and Road initiative might even be
something that China could actively encourage. This is both because of the
heavy indebtedness of many of the countries to China, and because of the
turning inward of China’s growth strategy in a post-COVID, post-Trump
world. The challenges that China faces because of its ageing population,

79



80

AT THE BRINK?

and its shrinking workforce, no longer require the 30-year-old export-led
growth strategy that the Belt and Road initiative was initially constructed to
support. Big changes can be expected here, but there is much uncertainty.

Of course, all this may be wishful thinking, given that the US—China conflict
is unlikely to go away. Nevertheless, in each of the three critical issues
outlined above, self-regarding action by countries will create significant
negative externalities for the other players. Failure to constrain such self-
regarding actions would create the potential for crisis in all three of the areas
which we have examined: macroeconomic policy, trade policy and climate-
related policy. In each of these three areas some of form of multilateral
cooperative process that constrains self-regarding action is necessary: that’s
the nature of concerted unilateralism.

It is tempting to say that RCEP is the appropriate place to look for
inspiration. But there is a more positive reason than this. The formation of
APEC showed the way in which countries in East Asia have a capacity for
concerted unilateral engagement. It is likely that this capacity will be put
to work in the future development of RCEP. It is also to be hoped that the
growing institutional capability of RCEP might enable it to cooperate with
the OECD in taking forward matters of important global concern.

7.3 Going forward from here

As already noted, John Ikenberry hopes that a new era of liberal order-
building may emerge, starting from where the world is now — but of course
looking beyond the turbulence which the new US president is imposing
upon the world, both politically and economically. That optimistic point
of view has required him to consider kinds of rule-making processes that
are somewhat different from those that have been followed hitherto: a kind
of open, rules-based order, with something of the character of a club, or
a number of clubs with mutually overlapping rules-based orders. There is
perhaps a sense that what we have described in this chapter can build on
his ideas.

Gordon Brown (2024) has added to this optimistic view the idea that
countries will come together to make rules in what might be described as a
framework of concentric circles. The idea is that the closest engagement,
and cooperation, can happen between countries that are spread out in a
circle around a dominant leader or hegemon, and — in particular — that the
closer is a country to the centre of that circle, the closer is the collaboration
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it can achieve with other such countries in the rule-making process. And of
course the corollary is that the possible extent of cooperation with — and
among — countries that are placed further from the centre of the circle is
somewhat less.

In early 2023, John lkenberry and a group of colleagues gathered at
Princeton University to produce a set of what they call Princeton Principles,
involving:

a fairly ambitious effort to see what countries might agree upon
despite their deep differences, and use those foundational principles
and norms to rebuild what is widely seen as a troubled, even crisis-
ridden, international system. (Durso 2023)

The document they produced sets out what they call a minimum set of
conditions for rebuilding the international, rules-based order. The 10 tenets
of the document address how countries might interact with each other in
relation to economic development and competition, human rights, nuclear
weaponry, dispute settlement and territorial and regime integrity.

We have tried to go further than that in this chapter by picking up
three challenging areas in which negotiations are necessary, to do with
macroeconomic policy trade policy and policies to do with climate change.
The negotiations in these three areas will be demanding. But it will be helpful
when carrying out these negotiations to have the Princeton Principles in
the background, to provide a framework within which these negotiations
can be managed.

Itis apparently in the interests of China to ensure that many important kinds
of international cooperation function adequately, whether in supply chain
management or in dealing with global public goods such as the move to net
zero, or the need to cope with global health issues. And its ‘dual circulation’
policy model notwithstanding, China still needs export-led growth in order
to create the wealth that will enable it to become a high-income country.

And of course a crucial issue concerns how an America-first United States
can be persuaded to moderate the demands which it places on the rest of
the world. Can the leadership of that country be persuaded that it will
be in its interests to cooperate with other countries because the risks of
not cooperating are too large? This may well take some time. At the time
of writing the answer to this question is not at all clear.
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8 Conclusions

We have argued that cooperation in international macroeconomic
policymaking is not simply a cooperative equilibrium in the purely technical
sense of avoiding free riding in a prisoners dilemma situation. Rather,
it involves instead creating circumstances in which it is in the interest of
all players to act in a way which is helpful to other countries. Following
analysis first worked out by economists who studied the liberalisation of
trade in East Asia the 1990s, we describe such a form of cooperation as
‘concerted unilateralism’.

The distinguishing characteristic of concerted unilateralism is that it is
a process with two stages. First there is an agreement on a common goal or
purpose by a number of countries — possibly in the form of a non-binding
agreement. This is the concerted stage. Then, second, each of the countries
pursues this agreed objective in an independent non-binding manner.
This is the unilateral stage. Countries in this second stage are free to choose
what best suits them individually, within the framework that has been set by
the initial agreement on the common goal.

We have examined how processes of concerted unilateralism might be
facilitated in three areas, in relation to macroeconomic policymaking, trade
policy and policy designed to bring the world to net zero carbon emissions

by 2050.

It seems to us that implementing such a form of cooperation in each of these
three areas will have six basic ingredients:

1. aclear analysis of the issue (as the process routinely adopted by the
OECD makes clear, a clear understanding of the problem takes you
more than halfway to the solution);

2. aforum, to which members come by choice, motivated by self-interest,
not compulsion;

3. election of a Chair, at the forum, by popular vote;
agreement, at the forum, on the purpose of collective action;

5. a secretariat, to undertake the initial analysis, collation of views,
meeting organisation and follow-up; and

6. some form of peer review.
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There will clearly be concentric circles at work in determining what
happens. Some countries close to the United States or China — or indeed
Europe or India — will be able to cooperate more closely than will others
that are more distant.

Finally, we have examined the global economic institutions that stand
to be important in influencing outcomes, both in relation to concerted
unilateralism and in relation to concentric circles of cooperation.
In particular we have examined how the IME the G20, the WTO, the
OECD and RCEP, might help, sustain, and take forward the processes of

cooperation in the three areas of policy which we have considered.
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Beyond national
self-reliance in a complex
and uncertain world

Louis W Pauly

Introduction

The two introductory chapters in this volume, by David Vines and John
Llewellyn, and by John Ikenberry, note that coercive structures of power
always underpinned stable periods of systemic order. In previous work,
Ikenberry has written extensively and elegantly about times when the
ideology of liberalism was called upon to contain and restrain the organised
violence implied by such structures. In fact, liberal plans to mollify the
effects of inter-imperial and great-power rivalries have emerged repeatedly
and in various guises ever since the late eighteenth century (Ikenberry
2011, 2020). Liberalism in its most idealised form never provided the
basic foundation for order in the real world. The ideology of nationalism,
also born in the late eighteenth century, proved a more powerful political
motivator. But liberalism retains its promise to steer the system in
constructive directions.

Ikenberry suggests that key ideological elements of a liberal worldview
finally reshaped the system in practice twice during the long twentieth
century —once just after 1918 and once again, more successfully, after 1945.
During neither period, however, could any dispassionate observer looking
back plausibly argue that an open, universal, pluralist and resilient order
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had bubbled up from below. A broad analytical consensus instead follows
Ikenberry and contends that the actual order during both eras mainly
reflected the preferences of powerful elites within Anglo-America. Those
preferences linked to the ideals of individual rights, the rule of law and the
delivery of distributive justice through reasonably fair and open markets —
ideals sometimes honoured in the breach, as in the United States after the
national election of 2024.

Today that order is in flux, partly because of elite confusion and incoherence
and partly because those left out or marginalised have ceased to be acquiescent.
In advanced industrial countries where populist or authoritarian movements
are rising, this phenomenon correlates with the erosion of what John Ruggie
called the post-1945 ‘compromise of embedded liberalismy’, which combined
relatively open foreign economic policies with social welfare programs
adequate to the task of redistributing domestic adjustment burdens. At the
same time, geopolitical competition has revived and provided options for
new bilateral and multilateral relationships, while ever more daunting cross-
border problems are festering at regional and global levels. The quest for
a more effective and more inclusive problem-solving machinery broadly
accepted as internally and externally legitimate is again underway (Pauly
2021, 2025). As I will suggest later in this chapter, hope for success in
that quest remains justified. During the global financial crisis of 2008, as
well as during earlier and later moments of systemic emergency, we caught
glimpses of a promising road ahead. The challenge is to remember that
intense political collaboration was required to avoid catastrophe. The idea
that the same will not be required in the years immediately ahead is vacuous.

Beyond nationalism narrowly conceived

Without denying bedrock commitments to the legal principle of state
sovereignty but also acknowledging the hollowness of any notion of serious
policy autonomy in the wake of global challenges posed, for example, by
climate change, biodiversity loss and the rise of multiple technologies capable
of mass destruction, ancient ideas of federated governing systems call out for
renewed attention. Indeed, eschewing utopian dreams of an unambiguously
united world government, such ideas inspired serious planning in 1919
and again after 1945. During both eras, tough-minded realists around the
world joined briefly in common cause with liberal pragmatists. Limited
but shared and authoritative governing instruments were the objective,
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and the most realistic proponents proposed to construct them by indirect,
functionalist means. The image of mutually advantageous insurance
arrangements tended to restrain political emotions and concentrate minds
on common interests.

The long struggle to construct an open regional order in Europe after 1951,
the frustrating search for effective and durable burden-sharing arrangements
in North, Central and South America, and the quest for an open and peaceful
regional order in East Asia fostered, for example, by the founders of the
PAFTAD Conference, combined core liberal ideals with hopes for feasible
political arrangements to share power and adjustment burdens fairly and
reliably (Weiss 2009, 2014; Douglas 1968). Despite the complications all
around us today, no practicable alternative exists to continuing experiments
along the same lines.

At a time when systemic power is dispersing, the essential macropolitical
task is to steer a dynamic but still state-based system in a more solidaristic
direction, without fundamentally compromising the dominant ideology
underpinning that system. The ideology is nationalism, which does not and
never has required the practice of absolute political autonomy. The admixture
of liberalism has, in fact, sometimes proven capable of leavening strict
nationalist constructions, lifting up nationalism’s ‘civic’ possibilities and
taming its excesses. A pragmatic acceptance of the reality of interdependence
has at times done the same. To be sure, other ideas for world order have
arisen in many places around the world. In the field of international political
economy, exemplary recent work demonstrates how local seeds of socialism,
autarkic thought, environmentalism, feminism, pan-Africanism and pan-
Asianism germinated during the modern era (Helleiner 2023). But none
ever effectively stymied the global sweep of nationalism and the mercantilist
policies to which it naturally inclined. Against such a backdrop, it remains
reasonable, even essential, to look to states sharing a liberal heritage for
a renewal of collective and constructive leadership in the turbulent era
ahead. Of course, they must continue to value that heritage internally, and
Americans in particular will have to recover the open-mindedness of their
most important founders. At the same time, liberal nation-states must find
ways reliably to bring others into common cause without expectations of
deep structural convergence in the near term.
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The continuing problem of
systemic governance

Relying entirely on the voluntaristic, standards-based and mainly market-
driven international cooperative ventures of the post-1945 era has become
too risky. The implication is that the traditional domestic sources of
resistance to the formal sharing of the privileges and the burdens of political
authority must be overcome at a time when decentralised forces of social
and economic integration are under great stress.

The task becomes more difficult when liberal ideals are conflated with
many of the practices of existing democracies as they have evolved over
time. The United States is commonly categorised as a liberal democracy,
even though its founders intended it to be a republic enlightened by liberal
principles and limited democratic practices. The implications of the category
error were occluded by President Woodrow Wilson when he popularised the
notions that postwar US foreign policy had to be aimed at both ‘national
self-determination’ and ‘making the world safe for democracy’. As political
scientist Theodore Lowi (1967) later contended, the real challenge of that
day, as well as ours, was to make democracy, perhaps especially American
democracy, ‘safe for the world’(Pauly 2010). Its expanding dimensions are
revealed in populist movements spreading around the world, as well as in
the resurrection of patrimonial ideas of government in the United States
and elsewhere (Hanson and Kopstein 2024).

The leading states, or competing empires, arising out of the Industrial
Revolution repeatedly stumbled into systemic catastrophes. In the aftermath
of each, they convened conferences to reconstitute the political foundations of
systemic order. They never seriously contemplated establishing a world state,
but they did consider moving toward binding federal arrangements, with
a serious and accountable international civil service in place to manage only
those issues that needed to be managed in a reliably coordinated fashion.
This meant solidarity to the minimal extent required for the common good,
with the principle of subsidiarity —local control — applied to everything else.
The ideological support for such arrangements inside the United States, both
in 1918 and in 1945, resonated with pragmatic notions circulating when
the American constitution itself was first being negotiated. In principle, they
sought to balance self-government with stability. In practice, liberal ideals
were forced into sometimes painful compromises with the realities of social
and political power.
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The League of Nations coming out of the first conference and the United
Nations coming out of the second signified only modest steps in a quasi-
federal direction. The bureaucratic apparatus of the League mainly reflected
the norms, standards and interests of a flagging United Kingdom, while its
direct successor in the UN manifested a facsimile of the preferences and
limits of public management practices in the United States. Facing rising
domestic and external pressures in both cases, the leading powers of the day
maintained a veto and soon retreated from the most ambitious federal ideas.

Lowi’s analysis is useful in helping us to understand this phenomenon.
In the US case, he distinguished between decisions made after 1945 by
US leaders during crises, when they could be remarkably coherent and
effective, and decisions made at calmer moments, when they were often
incoherent and ineffective. His explanation rested both on intentional
constitutional strictures as well as on the inordinate complexities of internal
distributive politics in a turbulent, mainly market and interest-group
governed, society. The system was designed to work in the face of clear and
present dangers, and, in a more open world, to export much of the costs of
adjustment when policy changes were required. Lowi (1967, 301-2) thus
came to the following conclusion:

After World War II, much was done, in the interests of peace, to
capture the spirit and perpetuate the organizational innovations of
war. But we often ended up instead with an extension of domestic
processes, practices, and values. As a result, we have the reverse of
Wilson’s problem. We have not yet succeeded in making democracy
safe for the world.

Despite the contemporary dispersion of systemic power, when Americans
can be convinced that they face a clear and present danger, the organisational
innovations of war still function. Indeed, we witnessed them in the initial
building and reinforcement of an alliance of liberal democracies to counter
Russian aggression in Ukraine. We are also saw them in early extensions
of export controls on dual-use technologies. The expressed aim was not
to turn back the cause of economic development in China or elsewhere,
or to halt deepening engagement with other societies and their economies,
but to contain the retrograde ideological challenges that might once again
begin to emanate from certain national capitals.
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The politics of compromise

Ever more undeniably, despite much talk about economic and political
fragmentation, world society is still deepening all around us, albeit in ever
more obviously fragile natural and political environments. That society is
no accident. Through alliances maintained in the shadow of the Cold War,
the United States — in its own interest — promoted the universal expansion
of its social preferences, mores, norms and, yes, governmental dysfunctions.
So now, also not by accident, a new form of liberal multilateralism must
confront more directly the issues of how the benefits and burdens of what
Joseph Nye and Robert Keohane called ‘complex interdependence’ will be
authoritatively allocated — globally. A synonym for effective and legitimate
instruments of authoritative allocation is government.

Today, the kind of solidarity required for new governing arrangements in
a less hierarchical and more complex world brings to mind the image of a
two-way street. Leadership is needed, but others must now routinely behave
more like system builders and less like bystanders. Within the United States,
itis also necessary that the noxious fusion of libertarianism, authoritarianism
and cronyism not for the first time infecting significant parts of its body
politic be rendered innocuous.

In 1789, American elites embarked on a long experiment with a new form
of political authority in a far from perfect society. Over the previous decade,
they had already commenced the difficult work of reimagining the meaning
of sovereignty. Again, they concluded that a just-adequate collective
authority to deal with clear and present dangers could be constructed on
the foundation of aspirational but not immediate individual liberty for all.
Essential central authorities were designed to be shared, contested and left
somewhat opaque.

Over two centuries later, it no longer makes sense even to pretend that
the essence of that still-unfinished experiment is limited by the oceans’
edges. Nor can its winding path be maintained by the cut and thrust of
interest-group politics that take seriously only the short-run interests of an
established elite. Today, the proponents of a new multilateralism inspired
by federalist antecedents do not have to believe that the adaptation of
existing instruments for mutual decision-making, where possible, and the
establishment of innovative joint governing instruments, where necessary,
are wonderful. They need only convince themselves that every feasible
alternative will lead to worse outcomes — for everyone. Sustainable solutions
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to inextricably shared problems that must be addressed do not require
abandoning the idea of political autonomy across the board. They do,
however, require much deeper, more reliable and more enforceable forms
of collaboration.

In 1947, Henry Stimson, the quintessential conservative American
statesman who served as Secretary of State and of War during administrations
extending from William Howard Taft to Harry Truman, came to the same
conclusion (Stimson and Bundy 1948, 652-54):

It is the first condition of effective foreign policy that this nation
put away forever any thought that America can again be an island
unto herself. No private program and no public policy, in any sector
of national life, can now escape from the compelling fact that if it
is not framed with reference to the world, it is framed with perfect
fudility ... [I]t follows that we shall be wholly wrong if we attempt
to set a maximum or margin to our activity as members of the world

. [W]e must remember that we are building world peace, not an
American peace.

A realist deeply involved in decisions to build as well as deploy atomic
weapons, Stimson believed then that the belligerence of the party leading
the Soviet Union after 1947 had to be contained, and he hoped that internal
forces would eventually guide the peoples of the Soviet empire away from
an ideological dead-end. He nevertheless contended that the devastation
left behind by the war, as well as the stark new dangers revealed by the
harnessing of nuclear energy, now required clear-eyed statecraft that closely
aligned with his country’s historically liberal aspirations (Stimson 1947, 12).

In counselling against policies which ignore the facts of the world as
it is, I do not, of course, mean to argue that we can for a moment
forget the nature of our final goal. Lasting peace and freedom
cannot be achieved until the world finds a way toward the necessary
government of the whole. It is important that this should be
widely understood.

Both the containment of dangerously illiberal national projects and the
promotion of a kind of federated approach to the sharing of political
authority in certain policy arenas is implied by Stimson’s logic and his
wartime experiences. The story outlined in the rest of this chapter affirms
their continuing relevance.
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Governing authority in a financially
open world

Governments are in the business of helping their constituents live
with uncertainty and manage risks. In the contemporary era of finance
capitalism, and considering past experience, their vital mandate seems
clear. Excessive domestic inflation, erratic swings in exchange rates, and
economic depression must all be avoided — even if that means accepting
limits on national authority. Such acceptance has never come easily.
A common policy response when global financial pressures on national
economies become too great is to try to control inward and outward capital
movements. Such restrictions can work for a time, but they often come with
unintended consequences. Over time, they tend to founder on the shoals
of human ingenuity.

In the wake of global catastrophe, the delegates to the 1944 Bretton Woods
Conference were well aware of the political trade-offs involved in attempting
to rekindle and steer in a progressive direction the forces of globalising
capitalism (DeLong 2022). They asked themselves how the most profound
risks in the monetary and financial arenas could be managed in a reformed
system that would rest on the basicliberal principle of economic openness but
would for the foreseeable future also have to accommodate widely different
tolerances for the socially difficult adjustments inherent in a capitalist
system. In practice, this entailed a generalised embrace of freer trade and
direct foreign investment and constraints on the short-term financial
flows necessary to encourage them. This implied, however, simultaneous
acceptance of the right and responsibility of national governments to separate
necessary productive flows from capricious speculative flows. A pegged but
adjustable exchange rate system overseen by a neutral arbiter was combined
with national control over internal financial markets. The combination held
only for a brief time. Market demands would not be countermanded by
unelected technicians. By the late 1960s, it had become obvious that in
the absence of wartime conditions a stark distinction between productive
and speculative capital flows could not be maintained, especially by liberal
democracies. Reliance on capital controls proved to be just too politically
and economically costly in the long run.

The subsequent connection between the collapse of the Bretton Woods
exchange rate system in the early 1970s and a broadening movement toward
more open national financial markets was not coincidental. The transfers



3. BEYOND NATIONAL SELF-RELIANCE IN A COMPLEX AND UNCERTAIN WORLD

of capital necessary to facilitate international economic adjustment and
postwar national economic recovery and development could have occurred
through official channels. At each critical juncture in the first three decades
after 1945, however, private corporations were instead encouraged to build
global supply chains. This necessitated the opening of private financial
markets — first banking markets, and then broader capital markets. Financial
liberalisation gradually marked the path of least policy resistance across all
advanced and rising economies. Thereafter, policy imperatives at the national
level went hand in hand with official international efforts simultaneously
to encourage competition and prudent risk-taking by nationally chartered
financial intermediaries.

Acquiescing in market-opening turned out to be a relatively easy policy
task. Fostering prudence proved much more difficult. Also challenging was
the establishment of policies to maintain public confidence in markets that
naturally led to perceptibly unfair outcomes. Very practically speaking,
increasing tax and regulatory arbitrage across political borders and market
segments, as well as accessions to cross-border pressures disconnecting
the discipline of markets from the compensation arrangements of senior
financial executives, would soon preclude simple answers to unavoidable
political questions. Even before the term ‘neoliberalism’ would be applied
to a historical era, elites in the United States, the United Kingdom and
elsewhere periodically forgot that markets were tools of policy, not
substitutes for it and that libertarianism is inimical to liberalism. Sound
financial markets always need to be governed, and no serious substitute for
well-governed markets promises to provide the volumes of capital needed
for growth and development around the world — and no unified global
governor has ever emerged.

As Vines and Llewellyn’s chapter notes, financial panics with systemic
reverberations thus recurred with some regularity after the Bretton Woods
compromise dissolved. Similar events had often occurred during the
pre-1914 era of financial openness, albeit in a less expansive economic
system. Now, technological developments and the realities of market
scale and scope meant that periodic emergencies would spread more
rapidly and more widely across both sectoral and geographic borders
(Reinhart and Rogoff 2011). Systemic risk had to be managed differently
(Knight 1921/64; Polanyi 1944; Kindleberger 1978; Minsky 1986; Strange
1998; Skidelsky 2009).
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Soundly and durably functioning financial markets rest on legal and
therefore political foundations. Market actors need mutually understood
operating rules. Property rights have to be established and adjudicated
when disputes arise. Procedures have to be in place to handle inevitable
failures. The denser the webs of financial interconnectedness, the greater is
the need to limit the chance that specific debt defaults cascade and engulf
otherwise healthy borrowers and lenders. Some agency thus has to be
entrusted with the responsibility and given the ability to monitor systemic
risks, mitigate them to prevent crises, and in an environment of inevitable
uncertainty act as lender of last resort when crises occur anyway. In light
of the risk that the very existence of such a facility could tempt potential
beneficiaries to act imprudently (‘moral hazard’), last-resort lending then
had to be complemented by regulatory disincentives to rely upon it. To deal
with extreme instability, however, when liquidity shortages are difficult to
differentiate from solvency crises, when banking operations can no longer be
neatly separated from capital market activities and when systemic collapse
is plausibly threatened, last-resort lending facilities have to be backed by
investors-of-last-resort, investors with access to a final line of resources
to absorb losses and decisively stop financial contagion from spreading.
Both functions have long been understood to implicate central banks and,
ultimately, robust national treasuries. In a world of sovereign nation-states,
no alternatives exist.

Before the end of the twentieth century, however, it had become crystal
clear that such facilities were no longer enough. They had to be coordinated
across territorial boundaries. Key central banks and national treasuries faced
the theoretical choice between intensive monetary and fiscal collaboration
or profoundly depressing capital market dis-integration. Their political
constitutions and their dominant economic interests were now misaligned.
International arrangements for systemic risk assessment, crisis prevention
and emergency management themselves threatened to fail unless they could
come to rest on a new foundation of reliable political collaboration. At its

legal and fiscal core, sovereignty itself had become more complex (Grande
and Pauly 2005; Pauly 2020).
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Financial risk assessment, crisis prevention
and emergency management

As capital markets became more integrated across the borders of both
developed and developing countries, their basic governance deficiency
became ever more apparent. First, postwar intergovernmental agencies
had to be adapted to help recognise and measure systemic financial risks.
Organisations like the International Monetary Fund (IMF) were already
in place to help identify the spillover effects of national macroeconomic
policies, provide technical advice and encourage prudent domestic policies
conducive to external stability. Fund surveillance activities were soon
readily expanded to cover international capital markets. But the Fund was
not well-suited for crisis prevention or for managing systemic emergencies,
especially those involving advanced economies (Nelson 2014; Stone 2011;
Chwieroth 2010; Copelovitch 2010). In the end, it had no central banking
facilities and no deficit-financing capacities at its disposal. Even in emerging
market countries where it was encouraged by its leading member states
to try, it was also not well-placed to handle the always-fraught domestic
politics surrounding the distribution and redistribution of the crisis-driven
costs of adjustment. At most, it became a useful scapegoat for actual crisis
managers. The Economic and Financial Organization that developed
within the League of Nations had foreshadowed just such a conundrum
during the interwar period (Clavin 2013). So too had the 1930s-era central
bankers” club for the great financial powers, the Bank for International

Settlements (BIS).

Having developed a profitable business managing central bank reserves,
however, the BIS did offer a convenient venue for confidential monetary
and financial meetings. It also proved to be a reliable source of staff support
during the financial crises emanating from emerging markets during the
1970s and 1980s. This led to its natural role in supporting the work of
what became the Basel Committee on Banking Supervision (BCBS)
(Goodhart 2011).

The BCBS concentrated initially on the operations of systemically significant
banks and the financial conduits between them, and it sought to coordinate
a collective search for common-enough regulatory and supervisory standards
in an environment still basically characterised by competition among states
and the intermediaries they licensed. A quickly developing capacity for
measuring systemic risks and advocating for a responsible consensus on
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prudential matters initially gave the BCBS credibility, just as it provided
useful cover for the central bankers and finance ministries actually calling
the shots.

In 1983, the BCBS promoted a concordat to clarify the respective
responsibilities of the home and host country supervisors of cross-border
banks. It also soon began to draft protocols for minimum standards for
capital reserves expected to absorb losses and reduce the likelihood that
national monetary and fiscal resources would be called upon during periods
of instability (Basel I). Based on a technocratic logic and a ‘club’ model of
consensus building, it commenced work with other national and regional
bodies to assess systemic risks and bolster the effectiveness of prudential
supervision within and beyond the banking sector narrowly defined. Other
transnational bodies convening in what is now called the ‘Basel Process
soon sought more broadly to facilitate collaboration on the non-banking
parts of a still-globalising financial system.

One of the legacies of Basel I is the principle that regulatory rules and
supervisory practices on risk assessment need not be identical, but that
home-country rules and practices must be roughly equivalent-in-effect and
recognised as such by others if globalising markets are to function in a stable
fashion. Set to continue bedevilling the actual application of that principle
was the question of whether that stability ultimately required a mutual
understanding on market outcomes deemed fair enough to be politically
sustainable.

In 2006, the most extensive and detailed effort to ensure the capital
adequacy of cross-border market participants and a ‘level playing field’ came
in an accord dubbed Basel II. Under its terms, international lenders were
encouraged to bring sophisticated and self-disciplined risk-management
techniques into their calculations of capital adequacy. The politics of
policymaking through technocratic clubs here reached a limit because
underlying risk cultures (risk-averse versus risk-acceptant social and political
structures and mores) across major states and regions remained quite diverse.

Basel II wound up inadvertently encouraging excessive borrowing by large
money-centre banks. Basel III was launched in an effort to come to grips
with that problem by combining better risk assessment practices with risk-
adjusted and more broadly shared capital standards. Challenges remained,
but what the Basel Process as a whole did accomplish was not trivial.
It established the dominant form of politics by which global financial
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risks would gradually become commonly understood and measured.
The technocrats at its core never formally shed their national identities,
but they did constitute a classic ‘epistemic community’ expected to develop
common knowledge in the cause of global financial stability.

Nevertheless, after each banking crisis since the end of the Bretton Woods
exchange rate system, better cross-national policy coordination came to
be seen as necessary to promote the deepening integration of national
economies — the core and persistent objective of leading states ever since
1945. One crisis followed another throughout the 1980s and 1990s, always
implicating the role of private financial intermediaries in facilitating capital
flows to and from emerging market economies, including China. Driving
those capital flows were ever more fundamental economic forces, increasingly
reinforced by the speculative activities of those same intermediaries and
their major clients.

In the latter decades of the twentieth century, it became obvious that the
United States was no longer content to continue its real economic role as
the engine of a robust and integrating global economy. Its national polity
was becoming resistant to importing too much, saving too little and
depending for its financing needs on vast inflows of capital from China,
Japan, Germany and many middle-income and developing countries —
all of whom had come to rely excessively on generating trade surpluses to
sustain economic growth. For a time, the situation looked like a happy one
for some cross-border financial institutions handling the accommodating
capital flows. Instead of encouraging proactive and mutual macroeconomic
adjustments, however, too-loosely regulated capital markets permitted those
imbalances to expand dangerously.

Global financial stability across integrating markets had come to depend
on the pursuit of roughly compatible fiscal and monetary policy objectives
across the most powerful actors at the core of the system. The IMF only
proved capable of encouraging significant policy adjustment in countries
availing themselves of its credit facilities. It was never really at the centre
of efforts to stimulate constructive adjustment among the great powers.
The G7 ostensibly evolved for that purpose after the 1970s. But it too failed
repeatedly in preventing financial crises, which usually proved economically
and politically most costly for emerging market and developing economies.
In the wake of the Asian crisis, therefore, in 1999 leading governments,
seeking to broaden macroeconomic policy collaboration through the G20,

established the Financial Stability Forum (FSF).
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‘Macroprudential policies’, instruments intended to foster the safety and
stability not of individual intermediaries but of entire financial markets the
very interconnectedness of which posed new systemic risks, soon came to
the forefront of FSF discussions. At the centre of those discussions remained
the finance ministers of the G7 countries, who still found themselves
representing a diversity of national risk cultures, or as political economists
put it, a range of mainly internally focused social purposes (Baker and
Widmaier 2015).

The results of those discussions — consensus-based, advisory, informal and
underpinned by adiffuse sense of reciprocity — could have been different. They
could well have reinforced systemic financial stability. However debatable
the underlying causes, the fact remains that the adaptive intergovernmental
machinery for assessing systemic risks ultimately failed to preventa sprawling
cross-regional crisis in 2008. Behind excessive market optimism were loose
monetary policies, lax national-level regulation, remarkably high leverage
in globe-spanning private financial intermediaries, financial innovations of
questionable benefit, a broadly underappreciated turn in the global business
cycle and the ill-advised reliance of leading states — especially the United
States — on housing market bubbles to sustain national prosperity (Helleiner
et al. 2009; Sorkin 2009; Stiglitz 2009; Schwartz 2009). When the spectre
of global depression once again appeared, the new politics of emergency
management concentrated minds.

Assertive and coordinated state intervention in international capital
markets proved essential to containing the crisis of 2008. Unilateral US
monetary and fiscal actions alone would not have succeeded. Emergency
management now had to be multilateral. Among other things, this meant
that the membership of the BCBS and other BIS-hosted clubs had to
expand quickly. By March 2009, the number of countries around the Basel
table had grown from 13 to 27, with the inclusion of advanced developing
countries from the G20. At the same time, the FSF was transformed by
the G20 to the Financial Stability Board (FSB) (Griffith-Jones et al. 2010;
Gallagher 2015; Liitz 2015; Subacchi and Vines 2023). Its mission was
to accelerate an ambitious work program on the constituent elements of
more stable and resilient financial markets, including but not limited to
expanded capital buffers, minimum liquidity ratios and maximum leverage
requirements for the burgeoning number of banks and other financial
institutions then deemed to be ‘systemically significant’. Behind the veil
of the FSB, finance ministries had reasserted themselves in the face of a
systemic crisis, and central banks, quietly including the Peoples’ Bank of
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China (PBOC), would play a fully supportive role. The PBOC in particular
was forceful in ensuring that the banks under its control did not seek to
liquidate their massive dollar holdings during the crisis. Its fiscal masters,
moreover, moved decisively to stimulate a national economy that was now
more open than it had ever been in the decades since 1949.

G20 authorities proved that they retained, at least at that moment, the
power to stabilise markets that might have collapsed, but only if they acted
collaboratively. That national autonomy in a truly systemic crisis proved to
be a hollow concept needs to be emphasised. After the crisis subsided, the
expanded size of ‘sovereign’ external balance sheets around the world looked
set to further constrain independent action. Those constraints underlined
the systemic political and economic risks now undeniable in a post—Bretton
Woods system organised ever more decisively around relatively open but
differentially regulated capital markets (Copelovitch and Singer 2020).
Despite contemporary efforts in many places to restore national controls,
capital continues to find myriad ways around them.

Sovereign debt crises in emerging markets had earlier suggested fundamental
systemic governing deficiencies. After 2008, the need to address them
across all national markets had become unavoidable. Resolving the debts
of overextended sovereigns or large cross-border private funds necessarily
involves compensation and the extensive sharing of losses. Distributing
gains is not always politically easy; distributing losses — with finality —
is profoundly difficult, especially at the system level where only informal
networks exist to work out implicit bankruptcies. But even those networks
are today inextricably bound up in a new macropolitical struggle across now
deeply interdependent markets. The idea of ‘self-reliance’ in such a context,
like the idea of peacefully ‘decoupling, is fanciful (Ernst 2014). The facts
of global financial and industrial life remain resistant to magical thinking.
Since the late eighteenth century, only world wars, and then only for
relatively brief periods of time, have encouraged such fantasies. And since
1945, the very possibility of systemic military catastrophe involving nuclear
weapons is what has at root sustained the more enlightened policies of both
leading and following states promoting both the evolution of global capital
markets and the occasionally necessary restructuring of sovereign debts.
The principles of reciprocity, comparable treatment and joint burden sharing
may have to become more explicit in the years ahead (Henning 2023),
but market openness and resilience remain essentially common objectives.
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In short, states have available to them for the foreseeable future no serious
alternative to private investment and consumption markets for sourcing the
vast capital they need to develop key technologies, to maintain politically
stabilising and sustainable growth, to help manage domestic debt crises, and
to support the green transition. The United States and other states capable
of creating trustworthy vehicle currencies for such markets retain a special
responsibility. Indeed, the major markets through which capital in all its
forms now flow across national boundaries are their joint responsibility

(Wolf 2023).

In macropolitical and structural terms, where might such observations
lead? Financial crises in the past certainly did promote the kind of political
solidarity required for legitimate authority to be reconstituted within many
civil societies. The modern state itself was an outcome during a discrete era
in time. Something akin to such a transformation may well be occurring,
albeit haltingly, within the Eurozone, as emergencies forge just enough of
a sense of solidarity — a wide enough realisation of ‘shared fate’ — to deepen
regional capacities for crisis prevention and resolution (Schimmelfennig
2014; Brummer 2012; Pauly 2009). There is no obvious reason, however,
to think that such a logic — the logic of federated solutions to basic
problems of collective action — cannot apply universally. A global economy
organised around more open capital markets suggests that someday soon
pragmatic imperatives must inspire more explicit political understandings
on what it will take to sustain it (Goodhart and Illing 2002; Eichengreen
2003; Truman 2006). Dreams of peacefully returning to some fanciful
era of closed and well-functioning markets are just that. Ever since the
Industrial Revolution and the dawn of capitalism, serious moves toward
market closure correlate most clearly with episodes of disastrous conflict.
At a time when political power is shifting underneath a still-globalising
economy, the logic of functional and geographic spillovers inexorably meets
the hard politics of legitimating the existing ad hoc fiscal and monetary
capacity to manage financial and other kinds of systemic risks. Uncertainty
abounds, but the system inclines toward more complex interdependence
and more political contestation. Not for the first time in history has the
pressing need to manage common interests and address dangerous tensions
foreshadowed the legitimation of limited governing capacity at higher levels
of political aggregation.
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Conclusion

When calculable risks in markets exhibiting both fragmenting and
integrating tensions next threaten to be overwhelmed by radical uncertainty,
the expectation that entangled governments must collaborate will be more
obvious than ever (Katzenstein 2026). Complete transparency, however,
is not necessarily optimal in a dynamic and conflictual political setting.
The management of systemic financial and other risks requires capable
leaders and an adequate network of willing followers, all of whom may
continue to need plausible grounds for denying that burden sharing is
motivating their interdependent and self-interested decisions. Constructive
for the future is the habit of collaboration, which increasingly extends from
collaborative monetary measures to implicit fiscal coordination — and not
only among the United States and like-minded liberal democracies.

Twenty-five years ago, Stephen Krasner (1999) demonstrated convincingly
that state sovereignty itself was always an ‘organized hypocrisy’. For the time
being, collaborative practices of financial risk assessment, crisis prevention
and systemic emergency management at the pragmatic technical level justify
the same label. States can pretend that the markets they depend on will
manage themselves, but moments of emergency expose lies and conceits.
Conflict is sure to persist in a more honest future, but so eventually may
legitimate new institutions develop as experiments in risk governance
continue eroding ‘sovereign’ boundaries (Wendt 2003; Koenig-Archibugi
and Ziirn 2006; Ziirn 2018).

Unless or until fiscal and monetary authority ultimately moves to the level
implied by relatively open markets and inherently global risks, effective
policy capacity and durable political legitimation will remain in profound
tension. Experimentalism thus will likely long continue to characterise the
order of the day. Institutional innovations like the Basel Process, the FSB
and pragmatic bilateral understandings among central bankers and finance
ministries may thus for a time help us live with such tensions. Although
straightforward ex ante burden-sharing agreements continue to prove
elusive, repeated ad hoc arrangements during and after crises do certainly
give rise to reasonable expectations of future regulatory, monetary and
fiscal collaboration.

Let us here acknowledge explicitly what that means in practice. It means that
complete policy autonomy in this vital political arena is an illusion. It means
that incipient governing capacity exists, but that it is a collective capacity
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exercised by a widening range of powerful public authorities. It means that
the singular power of a dominant state to dictate the ‘rules of the game’ is
likely to be ever more highly constrained, and that therefore the authority
of states acting collectively in a pragmatic fashion will be essential (Kirshner
2014). It means that the challenge of accommodating political realities and
rendering global governing capacity reliable must eventually be met with
practical new understandings between liberal and illiberal states on essential
cooperation on a transparent and explicitly reciprocal basis (Farrell and
Newman 2023). In the near term, policy debate will focus on ever-deeper
issues of regulatory and supervisory equivalence. Under the surface, it must
actually aim at a new compromise on much more fundamental matters.

The anticipation and resolution of systemic financial crises defines a policy
arena where seriously creative political imagination remains required.
The 2008 experience gave us a model, inelegant and improvised but capable
of being rationalised. More generally in this field, establishing more formal
and well-resourced agencies aimed at emergency management might be
reimagined. With regard to crisis prevention, the mandates and capacities
of such agencies need to go beyond their post-1945 antecedents and club-
like successors (Davis 2023). They could be framed, for example, by the
collective logic of better and more inclusive mutual insurance instruments,
with variably weighted member states all represented and ‘paid-in’, but with
none holding a veto. Of course, power differentials would remain relevant.
Legal equality and political equality are never the same, even in formally
constituted federal arrangements. The absence of veto power and voting
rules requiring super-majorities, though, might usefully encourage the
development of durable coalitions (Lipscy and Lee 2019). Such agencies
might also construct new mechanisms for gathering and deploying capital
from private sources, perhaps under the joint control of existing multilateral
development banks (Halland et al. 2023).

The door should be left open for those choosing for a time to stay outside
such institutional experiments, but threats to any sound governing ideas at
regional and global levels will need to be contained, and incentives will need
be in place eventually to encourage universal inclusion and participation.
Insisting that all immediately conform to the identical normative standards
may be expected to remain unrealistic and counterproductive. ‘Global
democracy’ is not in fact required to stabilise a plausible system comprised
of states seeking the benefits of a maximum feasible policy autonomy and
a high level of productive economic interaction (Rodrik 2011). Across
diversely structured polities sharing basic interests and common threats,
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however, minimally solidaristic commitments and limited but authoritative
decision-making structures aimed at containing systemic risks in the long
run are essential. In the Pacific region, as Vines and Llewellyn note, we
can begin to see how such structures might emerge through, for example,
the Asia-Pacific Economic Cooperation process. Concerted unilateralism,
however, will not likely underpin fair, effective and durable policy
instruments. If regional prosperity and stability are to be sustained as
cross-border risks expand, something more will be required.

At both regional and global levels, images of intense collaboration are
perhaps easier to conjure in the financial arena than in the arenas of trade,
development and direct investment. But analogies between systemic
financial risks and mounting environmental, technological, health and
security risks are increasingly easy to draw. An adequate sense of solidarity
to govern them all, both regionally and globally, in the cause of sustaining
life on a fragile planet will ultimately depend upon shared aversions to
readily imaginable catastrophes and the willingness to continue building
up functional instruments of mutual protection (Pauly 2025). A deepening
sense of trust across the world’s current political divides may be difficult
to nurture. Indeed, history gives pessimists plenty of reasons for despair.
But the complexity and scope of many of the risks now commonly shared
around the world is becoming clearer. Indeed, some threats are becoming
more certain, and the basic source of many deepening uncertainties is
being revealed as political. In the financial arena, such clarity has at times
driven novel governing experiments. Mutual fears of system-wide loss and
the probability of social learning through shared experiences, moreover,
have justified a stubborn sense of hope in new structures of transnational
policymaking and implementation. To sustain such hopes there and in other
crucial policy arenas, though, one truth must soon be directly acknowledged
by pragmatic policymakers, not least in the United States and China. In the
face of inescapable systemic risks, the nation alone is indefensible.
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A post-G2 world order on
trade: The path of constructive
incrementalism

Mari Pangestu

1 Introduction

Over the past three decades, the relationship between the United States
and China has gone through various phases, which has occurred alongside
China’s economic growth and structural transformation. The strategy of
the United States towards China also shifted from one of engagement and
working to bring China into the global economic order, to seeing China as
a strategic competitor and rival in the economics, security and technology
spheres of influence.

In recent years, security and economic tensions have increased between the
United States, China and a widening group of countries. This has led
the United States and its allies to utilise a variety of economic instruments
in response, be it trade tariffs, investment restrictions, export restraints or
domestic subsidies, in the name of security and resilience, as well as efforts
to reshore or ally-shore critical parts of supply chains.

The tools and instruments have not been identical across advanced
economies, yet major jurisdictions — the United States, Europe, Japan, Korea
and others — have adopted domestic measures to strengthen resilience, back
industrial policies in critical sectors, deepen ties with partners seen as allies
and de-risk trade and economic links with China. Most analyses show that
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the costs and risks of economic decoupling between China and the United
States and its partners, as well as further supply chain fragmentation, would
be high. Consumers would face higher prices, and GDP losses would likely
occur in the United States, China and third countries (Petri and Plummer
2020; Hunt et al. 2020).

Given the uncertainties and challenges created by geopolitical trends,
coming as they are on top of many other global challenges, the aim of this
chapter is to consider the question: what might the post-G2' world order
look like? This author’s view is that it can be viewed as a glass half full: on the
one hand, the world has achieved a level of economic interdependency and
openness and international trade in goods, and particularly services, which
continues to grow. The world is not yet showing large-scale ‘deglobalisation’
or a fundamental abandonment and overhaul of the global order and
system. Reform of multilateralism continues to be discussed in Geneva, but
other priorities dominate in capitals. At the same time, we have the United
States disrupting rules-based order and there is very little appetite in the
United States or elsewhere in the world today to develop new, ambitious
multilateral trade rules (Janow 2024). The Doha trade round terminated,
and no new expansive trade agenda has yet surfaced.

Looking ahead, this chapter suggests that there is a path forward that can be
referred to as what Merit Janow refers to as ‘constructive incrementalism’,
an idea she contributed to the developments of this chapter. What is meant
by this approach is to build on existing systems to address shared interests
of managing the economic—security nexus and maintaining open trade
and investment (Janow 2024). This can be done through vehicles such as
binding and non-binding regional agreements or plurilateral agreements,
or by having like-minded groups forge ahead on continuing to uphold
the multilateral rules-based order, shared priorities around World Trade
Organization (WTO) reform and expansion of trade rules in new and
specific areas. At the same time, it is essential to consider how security
concerns with economic spillovers can be managed in a way that remains
compatible with the international rules-based system. To use US National

Security Office Jake Sullivan’s metaphor, a world of ‘a small yard and a high

1 The term G2 was coined by Fred Bergsten (2005) to highlight the exceptional significance of the
bilateral relationship between the United States and China, which could form a caucus to manage their
own economic relationship and to provide leadership for the world economy.
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fence’ (Sullivan 2023). There is intense interest in the world in ensure that
the goal is to keep the yard thriving while restrictions only affect a small and

defined part of it.

The rest of this chapter is divided into three main sections. The next section
provides a brief overview of the current state of US—China trade tensions,
starting from President Trump’s 2017-21 trade tariffs to the current
situation under President Biden, with its growing security, economics
and technology nexus and the rise of industrial policy, all of which have
consequences on trade. The third section examines and summarises the rich
analyses that have been undertaken by economists and experts around the
world to model scenarios of what could happen to US—China economic
relations, ranging from the consequences of full decoupling of the US
and Chinese economies, to more partial or altered economic relations
including further fragmentation, partial decoupling and geopolitically
influenced economic restructuring. It also addresses the costs and risks of
fragmentation, particularly its impact on developing countries and certain
possible pathways forward from an economics perspective.

In the final section, we provide several recommendations for potential
approaches that comprise the ‘constructive incrementalism’ already referred
to. The section outlines some policy directions countries can take to
navigate this uncertainty and complexity, and support continued global
growth and cooperation. In that context, third countries, especially middle
powers, and regions such as ASEAN (the Association of Southeast Asian
Nations) and East Asia, are highlighted as being ‘key agents’ through
concerted unilateral actions, taking the lead in reforms within their own
regional arrangements and contributing to the reforms in the multilateral
trading system.

2 The current state of US-China
trade tensions

The US—China economic relationship has shifted markedly over the past
three decades, moving from expectations of deeper integration to intense
strategic competition. Reforms undertaken by China in the 1990s that
paved the way for the United States to grant China Permanent Normal
Trade Relations status in 2000, and its subsequent accession to the WTO in
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2001,* placed China as a central player in global trade networks (Handley
and Limao 2017). By 2013, Chinas exports to the United States had
increased eightfold from 2000 levels, while US exports to China only
doubled over the same period. As a result, the US trade deficit with China
expanded from US$83 billion in 2001 to US$366 billion in 2015 (Liang
and Ding 2020).

Despite mutual gains from trade, these dynamics produced political and
economic frictions. The effects were significant. The ‘China shock’ led
to sizeable manufacturing job losses in the United States, contributing
to economic dislocation and political polarisation (Autor et al. 2013).
A ‘second China shock’ has since emerged, with surging Chinese exports of
green technologies — including electric vehicles and solar panels — creating
new pressure on US industries (Setser 2024). Although job losses were
only partly due to China and reflected technological change (Bloom et al.
2024), political narratives in the United States tied manufacturing decline
to imports from China, fuelling protectionist sentiment (Pettis 2024).
Currency practices and trade imbalances also remained contentious. China’s
past currency undervaluation contributed to a wider US trade deficit and
left a lasting imprint on the bilateral relationship (Lau 2018).

The asymmetry in trade outcomes and underlying policy differences
highlighted the dual nature of economic interdependence: cooperation
delivered mutual gains yet also bred competition and mistrust. Policy
responses have evolved across administrations. From 2008 to 2015, Obama
sought to balance China’s rise through the Trans-Pacific Partnership (TPP)
and multilateral engagement. Trump adopted unilateral confrontation
through tariffs and broad sanctions. Biden combined domestic economic
resilience measures with alliance-building and targeted controls.

2 The US approach to China’s integration into the global order was inspired by the thinking of
Henry Kissinger, and eloquently advanced by then US Deputy Secretary of State, Robert Zoellick, who
argued that the way to deal with the rise of China was not to block it but rather to proactively engage
Chinese policymakers and bring China into the international order so that China would follow the
international rules and become a ‘responsible stakeholder’ (Zoellick 2005).
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The rise of US-China trade tensions under
President Trump (2016-21)

US-China relations have been marked by growing tensions, reflecting
economic rivalry, geopolitical manoeuvring and ideological divergence,
especially since the Obama Administration. During the final years of the
Obama Administration, the TPP, which excluded China, was central to US
efforts to counterbalance China’s influence in global trade. By promoting
high standards for intellectual property, labour rights and environmental
protections, the TPP aimed to create an economic framework aligned with
US values. Domestic opposition, however, led to its abandonment, leaving
a gap in US trade policy (Petri and Plummer 2016). Simultaneously, China
launched initiatives such as the Belt and Road Initiative (BRI) and the Asian
Infrastructure Investment Bank, signalling its ambitions to reshape regional
and global economic frameworks (Rolland 2017). These developments set
the stage for a more confrontational phase in bilateral relations.

The election of President Trump in 2016 marked a sharp shift in the US—
China relationship. His administration withdrew from the TPP, pursued
a unilateral trade policy and initiated a trade war with China. Tariffs were
imposed on over $300 billion worth of Chinese goods, citing trade imbalances,
intellectual property theft and forced technology transfers. China retaliated
with tariffs on US exports, escalating economic confrontation (Bown 2025).
The trade war that ensued exposed vulnerabilities in global supply chains,
particularly in sectors reliant on Chinese manufacturing, and sparked
discussions about ‘decoupling’ to reduce US economic dependence on
China (Greene and Triolo 2020). Meanwhile, President Xi Jinping’s policies
emphasised national self-reliance, greater state control and ideological
consolidation, further deepening the divide between the two nations.

The US unilateral tariff policy on China started in February 2018; the
United States imposed safeguard tariffs on solar panels and washing
machines following a Section 201 investigation,’® citing harm to domestic
producers. Soon after, steel and aluminium tariffs were introduced under
Section 232 investigations,* affecting multiple countries, including China.
Retaliation from China and other trade partners® followed. Between July

3 An investigation under section 201 of the US Trade Act of 1974 (19 U.S.C.).

4 An investigation under section 232 of the US Trade Expansion Act of 1962 (19 U.S.C.).

5  The International Trade Administration of the US Department of Commerce noted that other
countries that retaliated were the European Union, India, Russia and Turkey.
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2018 and September 2019, the United States enacted five rounds of tariffs
on Chinese goods, with China responding proportionally. A sixth tariff
wave was cancelled in December 2019, ahead of the Phase One Agreement
signed in January 2020. While this agreement reduced tariffs imposed
in September 2019 by half, most tariffs remained in place through 2021
(Bown 2025).

The trade war had significant economic impacts. By 2019, US tariffs
covered 17.6 per cent of its 2017 imports, raising average tariff rates from
3.7 per cent to 25.8 per cent. Retaliatory tariffs targeted 8.7 per cent
of US exports, raising average rates from 7.7 per cent to 20.8 per cent.
The combined tariffs affected transactions equivalent to 3.6 per cent of
US GDP. For China, tariffs covered 11 per cent of imports and 18 per
cent of exports, impacting transactions equivalent to 5.5 per cent of GDP
(Chang et al. 2021). Intermediate goods were disproportionately affected,
with the United States targeting 67 per cent of Chinese intermediate inputs

and capital goods, and China imposing similar measures on US goods
(Bown 2025).

The experience of the COVID pandemic, with disruptions in supply
chains of critical medical products and vaccines, food and critical inputs
such as semiconductors, led to increased calls for resilient supply chains to
withstand shocks like pandemics or natural disasters, addressing security
concerns to ensure sufficient supplies, and a combination of security and
geopolitical concerns. This prompted calls for decoupling, reshoring by
American companies to invest back in their own country and identifying
allies or ‘friends’ that can be part of the resilient supply chain. Supply chains
needed to be resilient in the case of shocks such as the pandemic, security
concerns and concentration on the supply side.

Technological rivalry intensified during this period. The Trump
Administration targeted Chinese firms such as Huawei with sanctions and
export restrictions, limiting access to advanced semiconductors and critical
technologies. These measures underscored the central role of innovation
and technology in US—China competition and deepened mistrust.
National security concerns over espionage, forced technology transfers
and intellectual property theft spurred Washington to restrict technology
exports and scrutinise Chinese investments (Hillman 2023).
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The Trump Administration intensified its push away from multilateralism
by blocking the appointment of the WTO Appellate Body, rendering the
appellate system non-functional since December 2021. Trump’s general
opposition to international treaties, evident in withdrawals from TPP,
the Paris Agreement, US participation in the World Health Organization
and the Iran nuclear agreement, underscored the departure from
global collaboration.

As for China, Chen Yixin (2024), speaking on behalf of Xi Jinping, noted
that security has become the foundation of development, underpinning
Xi’s 2020 doctrine of national self-reliance. The doctrine responds to both
domestic and external threats, with a sharper focus on internal security,
a more assertive military posture and a firm stance on Taiwan. China still
needs strong growth to raise living standards and avoid unemployment
pressures. Sustaining growth requires continued market-based reform,
yet this sits uneasily with Xi’s preference for stronger party control. This
tension is evident within China’s economic policy team, which at the
time included figures such as Vice Premier Liu He, Politburo Standing
Committee member Wang Yang and Vice President Wang Qishan. State-
owned enterprises (SOEs) remain a drag on efficiency, while the private
sector has faced headwinds from anti-corruption initiatives and compliance
crackdowns, creating political risks for major private firms.

Efforts to align the wisdom of private business figures with the party and
country’s goals also started to occur, emphasising the dependability and
usability of the private sector. This approach was highlighted in the November
2020 crackdown on Jack Ma, China’s renowned entrepreneur, and his
companies Alibaba and Ant Group. Jack Ma’s comments on the perceived
backwardness of Chinese financial regulators led to his disappearance for
a year, resulting in significant restructuring and an anti-trust regulatory
crackdown on China’s major technology and financial companies in 2021.

The assertive, ideological and self-assured Xi Jinping seems to have ushered
in a profound shift in China’s strategic relationships. Since the 1920s, the
Chinese Communist Party (CCP) has been characterised by a fundamental
ideological divide, pitting the liberal international order of the United
States, including human rights principles, against the CCP’s Marxist—
Leninist socialist revolutionary ideals. This hostility towards the American
ideal has been a constant, shaping China’s response to spheres of influence
and initiatives like the BRI.
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Strategic competition under the Biden
Administration

Under the Biden Administration, there was a notable shift in the importance
attributed to trade within the international economic order and global
economic governance. Unlike previous administrations, the focus of US
trade policy became more domestically oriented, prioritising the protection
of worker’s rights, promoting sustainable environmental practices, realigning
US—China trade relations and advancing initiatives to counterbalance
perceived Chinese influence. Interestingly, the Biden Administration chose
not to lift the tariffs imposed by the Trump Administration on China,
despite internal differences within the administration. Additionally, there
was a decision not to renew the Trade Promotion Authority (TPA), which
expired in July 2021. The absence of the TPA raises questions about the
alignment of past trade negotiating objectives with current congressional
priorities and the evolving global trade landscape.

The Biden Administration framed US-China relations as ‘strategic
competition’. Besides retaining the Trump-era tariffs, new export controls
were introduced to limit China’s access to critical technologies. Domestic
investments were increased in infrastructure and innovation aimed to
boost US competitiveness (Greene and Triolo 2020). Unlike Trump’s
unilateral approach, Biden prioritised alliance-building and multilateralism.
Initiatives like the 14-member Indo-Pacific Economic Framework (IPEF),°
sought to strengthen supply chain resilience, promote digital trade norms
and advance environmental sustainability, countering China’s influence in
the Indo-Pacific region. Collaborative infrastructure projects with the G7
are also in place to counter China’s BRI

The ‘allies’ in these initiatives backed them as a way to stay close to
Washington, though there were no meaningful results on market access or
firm deliverables. The trade pillar of IPEF stalled in late 2023 when the

6 The Indo-Pacific Economic Framework for Prosperity was launched by President Biden on 23 May
2022, with 14 participating and founding members in the Indo-Pacific region (the United States, Japan,
India, South Korea, Australia, New Zealand, Fiji and the seven members of ASEAN: Brunei, Indonesia,
Malaysia, Philippines, Singapore, Thailand and Vietnam). The stated objective is to write new rules
for the twenty-first century that will benefit the region. IPEF appears to be the Biden Administration’s
attempt to counterbalance China in the region. It is not a trade agreement and does not talk about
market access or concrete proposals. The four areas addressed are supply chains, clean economy, fair
economy and trade. The only progress made was an agreement on defining resilient supply chains, but
the talks on trade stalled.
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United States stepped back from talks on digital trade rules. IPEF never
offered tariff cuts or binding dispute settlement, which limited its pull for
partners and raised doubts about its economic value. The framework did
yield an Agreement on a Resilient Supply Chain in 2024, which set up a
council, crisis-response network and labour rights body. That gave members
a channel to coordinate on shocks and maintain high-level engagement with
the United States, even as broader trade ambitions faltered. It is not clear
whether this agreement was ever implemented, given that it was created
towards the end of the Biden Administration.

Under the Biden Administration, US—China relations were dominated by
political and security concerns, leading to limited high-level interaction
between trade officials. Policies prioritised enhancing US domestic
technological capacity, restricting Chinese access to US technology and
bolstering domestic resilience through cooperation with like-minded
countries. The early announcement of a decoupling strategy and subsequent
speeches by officials like Jake Sullivan and Janet Yellen manifested in various
policies, including the Innovation and Research Acceleration (IRA) Act, the
Creating Helpful Incentives to Produce Semiconductors (CHIPS) Act and

the imposition of restrictions on US investments and export controls.

In 2022, CHIPS Act authorised nearly US$53 billion in federal investment
for US semiconductor manufacturing, research and development, and
workforce, which consisted of over US$30 billion in direct funding
and roughly US$25 billion in loans. The IRA Act dedicated roughly
US$369 billion over the next decade in incentives for domestic investment
for producers, manufacturers and miners in the clean energy supply chain.
Former Secretary of Treasure Larry Summers was one of the proponents
of the IRA, saying that a healthy competition could boost innovation
worldwide at Davos 2023 (Marchant and Markovitz 2023).

Elements of the policy design and implementation of both these Acts aimed
to constrain China. Both initiatives required investment in the United States
and limited the use of Chinese inputs or inputs with Chinese ownership.
The Inflation Reduction Act contains strong provisions to localise supply
chains. Electric vehicle subsidies apply only to production in the United
States or in countries with a US free trade agreement (FTA), making the
push to localise supply chains explicit. European-made and assembled
electric vehicles do not qualify, and automakers must build supply networks
that exclude China (Majkut 2023). The CHIPS Act introduced strict

guardrails preventing subsidy recipients from expanding semiconductor
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production in China. For 10 years after receiving funding, firms cannot
make significant investments abroad in sensitive sectors. The rules also
prohibit joint research or technology licensing with Chinese entities in
critical technologies (Shivakumar et al. 2023).

Early outcomes suggest mixed effectiveness. Firms adjusted investment
plans, with TSMC (the Taiwan Semiconductor Manufacturing Company)
deciding to build fabrication plants in the United States despite higher
production costs relative to East Asia. It has catalysed a marked surge in
semiconductor investment. Realised investment in electronics, computers
and electrical equipment increased from under US$7 billion per year
before 2020 to over US$90 billion in 2024, with about US$158 billion
already committed and more than US$500 billion in future announced
projects (Bown 2025). Another estimate shows the IRA and CHIPS Acts
together contributed an estimated 0.6 percentage point to the 6 per cent
growth in real investment in 2023 and are projected to contribute another
0.6 percentage point to the estimated 4 per cent growth in 2024. This is
expected to generate roughly 4,000-6,000 additional jobs per month
in 2024-25 (Barbiero 2024). However, how much all these investments
enhanced the United States’ capacity to compete with China remains to
be seen.

Tensions escalated after episodes such as the Chinese balloon incident.
Since April 2023, however, policy language has shifted from ‘decoupling’ to
‘de-risking’, a framing first advanced by European Commission President
Ursula von der Leyen and later reflected in US statements (von der Leyen
2023). Senior US officials visited Beijing through mid-2023 to prepare for
a Xi-Biden meeting at the Asia-Pacific Economic Cooperation (APEC)
Economic Leaders’ Summit in November 2023. The meeting produced
constructive rhetoric, yet messaging from Washington has remained mixed,
likely to avoid the perception of a softening stance on China.

Xi Jinping’s absence from the G20 and BRICS” summits in 2023 was widely
interpreted as strategic, possibly to avoid scrutiny over China’s economic
slowdown and diplomatic frictions with India (Davidson 2023; Wong
Woon Shin and Chan 2023). High-level US visits to China, including
Commerce Secretary Gina Raimondo’s trip, produced mixed messages.

Officials highlighted shared interests and the ‘de-risking’ approach,

7 BRICS refers to the economic bloc initially formed by Brazil, Russia, India, China and later South
Africa, plus additional countries that have been incorporated into the community over time.
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yet parallel statements underscored ongoing US concerns. Raimondo
focused on export controls and encouraging US firms to operate in China,
but her outreach drew mixed responses. Chinese officials welcomed
investment while also criticising the United States and describing China as
‘uninvestable’ in reference to intellectual property risks and opaque security
rules (Shepardson 2023).

In addition to the government perspective, examining how US businesses
approach the issue is crucial. Despite the complexity and mixed signals
in diplomatic relations, some US businesses are keen on engaging with
China, acknowledging the vast market it represents. However, investments
are under scrutiny, reflecting a cautious approach amid a slowdown in the
Chinese economy and modest growth in the United States. Trade relations
appear to be in a state of muddling through, with expectations that the
situation might not change significantly until after upcoming elections.

In response to these developments, China is now prioritising technological
self-reliance and expanding global influence. Xi Jinping’s administration
centralised power within the CCP increased state control over the
economy and invested in state-led innovation and regional development
projects (Rolland 2017). Subsidies to SOEs, particularly in renewable
energy, disrupted global markets, drawing criticism for fostering ‘national
champions’ that operated outside market-driven norms (Liu and Woo
2018). These strategies deepened ideological and policy differences, fuelling
broader strategic competition.

The trade war underscored the challenges of integrating conflicting
economic systems. While the United States leveraged alliances to reshape
global trade norms, China expanded its influence through initiatives like
the Global Development Initiative. The two nations now compete for
dominance in advanced industries, including artificial intelligence, green
technologies and semiconductors (Lau 2018). This rivalry has prompted
countries to reassess economic ties and diversify supply chains, reflecting
broader shifts in the global economic order.

US-China and their efforts to bring allies along
and sphere of influence
The United States has sent mixed messages to Southeast Asia and the Indo-

Pacific. The IPEF initiative launched in May 2022 saw member engagement
but was light on results, as already noted. On ASEAN, President Biden
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hosted the ASEAN-US Special Summit in Washington DC on 12 May
2022, which all ASEAN leaders attended. While the summit was seen as
a positive signal of US commitment to ASEAN, it was short on concrete
outcomes and follow-up.

President Biden then skipped the ASEAN Summit in Indonesia, the
largest ASEAN country, in 2023, with Vice President Kamala Harris
attending instead. President Biden’s subsequent visit to Vietnam after the
G20 signalled a strategic diplomatic move. Yet his conspicuous absence
from the ASEAN summits in 2023 and 2024, when the Secretary of State
Anthony Blinken attended, raised questions among other member states
about US commitment and resolve in engaging the region. The absence
added uncertainty and prompted closer scrutiny over the trajectory of US
engagement in Southeast Asia.

In these interactions, the United States conveyed a commitment to ASEAN
and the broader Indo-Pacific. At the ASEAN-US Summit, the Biden
Administration combined economic potential with defence and security
imperatives. Emphasising regional stability, the United States outlined
a vision for an open, connected, prosperous, peaceful and resilient Indo-
Pacific. On the sidelines of the APEC meeting, agreement was not reached on
the much-hoped-for trade pillar of the IPEE indicating the wide differences
that exist and the perception of a lack of benefits for the developing country
members (Murphy 2023).

China’s engagement with ASEAN maintains a distinct economic focus.
Highlighting a decade of cooperation, China celebrated milestones like the
2021 strategic partnership and the doubling of trade volume to $970 billion.
Amid economic ties, ASEAN leaders expressed palpable concerns about
escalating US—China tensions. Leaders like Singapore’s Lee Hsien Loong
and Indonesias Joko Widodo (Jokowi) voiced apprehensions about the
impact of US—China tensions on regional peace and stability. ASEAN seeks
leadership from both nations to navigate global challenges, emphasising the
delicate position the region holds. Jokowi urged the United States to play
a positive role in ensuring peace, stability and prosperity in the Indo-Pacific
through inclusive cooperation.

Beyond US—China dynamics, the trilateral relationship involving the United
States, South Korea and Japan, connected with the ASEAN Outlook on the
Indo-Pacific (AOIP), adds complexity. Japan supports AOIP, while China

advocates cooperation, emphasising shared interests within ASEAN+3.



4. A POST-G2 WORLD ORDER ON TRADE

ASEAN aims to avoid being bifurcated by the United States and China.
The spectre of a conflict in Taiwan — a potential flashpoint — poses
a challenge, potentially leading to divisions within ASEAN. The region,
marked by neutral players like Indonesia, navigates the delicate task of
maintaining unity despite differing inclinations toward the United States
and China. The fear of an open conflict creating fault lines within ASEAN
underscores the nuanced diplomatic landscape the region treads.

The Asia-Pacific economy is anchored by deep links with both the United
States and China. Regional growth, supply chains and capital flows hinge on
stable ties with each major economy. ASEAN, Japan, Korea, Australia, New
Zealand and India all rely on China for trade and manufacturing networks,
while the United States remains a key market, investor and security partner.
That pattern has held through end-2024, with China’s share of regional
trade rising in the past decade and the United States retaining strong roles in
services, technology, finance and security cooperation. Different countries
face different levels of exposure, but the core feature is shared: the region sits
at the juncture of both economies, not inside one orbit.

This dual dependence shapes policy preferences. Governments across
the Asia-Pacific stress that they will not pick sides or accept a divided
regional order. Ministers and senior officials warn that unilateral tariffs,
export controls and competing standards risk fragmenting production and
weakening growth. Leaders prefer inclusive platforms, predictable rules
and dialogue with both Washington and Beijing. The consistent message
is that the region seeks strategic balance, open markets and practical
cooperation with both powers. The aim is to preserve policy space, manage
rivalry and avoid a binary choice that would undermine economic and
security interests.

3 Assessing the impact of the geopolitical
tensions between the United States
and China

The escalating tensions between the United States and China have already
begun to reshape global trade, marking a decisive departure from the era of
broad-based trade liberalisation. What started as targeted tariffs on sectors
such as steel, technology and agriculture has evolved into a web of broader
tariff and non-tariff barriers (NTBs) — including investment controls, export
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restrictions and industrial subsidies — reflecting the growing weaponisation
of economic policy for strategic ends. Terms such as ‘trade wars’, ‘decoupling’
and ‘de-risking’ now describe a continuum of fragmentation scenarios with
far-reaching consequences for trade patterns, supply chains and global
welfare, especially impacting developing countries

This section summarises and evaluates a body of recent empirical and
model-based work assessing the global and regional costs of fragmentation
under different scenarios — from full decoupling to partial de-risking — and
the actual impact of the 2018-23 US—China trade war.

Global trade fragmentation and economic welfare

A broad consensus emerges from recent simulation studies: fragmentation
reduces global welfare and disproportionately harms developing economies.
Using a multi-sector, multi-region general equilibrium framework, Gées and
Bekkers (2022) show that complete decoupling between Western and Eastern
blocs — modelled as a 160 per cent rise in total trade costs that virtually
eliminates cross-bloc trade — would cause a 98 per cent collapse in imports
and exports between the blocs. Welfare declines are universal: the Western
bloc would lose between 1 and 8 per cent of income (median —4 per cent),
while the Eastern bloc, far more dependent on technology spillovers from
richer economies, would experience welfare losses of 8 to 12 per cent (median
—10.5 per cent). Manufacturing sectors suffer the deepest contractions as
productivity growth slows sharply with the loss of knowledge diffusion.

In a less extreme ‘tariff decoupling’ scenario (a 32 per cent rise in tariffs),
the direction of change remains the same, but the magnitude is smaller.
Even in these partial decoupling cases, the result from Gdes and Bekkers
showcases trade diversion inability to compensate for the overall decline in
global efficiency.
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Figure 4.1: Estimated changes in real GDP and export.

Note: Cumulative 2020-50, in %.

Source: Based on Métivier et al. (2023).
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Complementary results appear in Métivier et al. (2023), who use the
WTO’s dynamic computable general equilibrium (CGE) model to compare
three global futures: revival of multilateralism, selective plurilateralism, and
geopolitical rivalry. Their ‘geopolitical rivalry’ scenarios mirror US—China
decoupling. Figure 4.1 showcases the result of the simulation. Under full
rivalry (Scenario 3A), developed economies’ GDP and exports fall by 3.97
and 18.43 per cent respectively; developing economies see losses of 6.55 and
18.39 per cent; least-developed countries (LDCs) lose 6.54 and 14.31 per
cent. Partial rivalry (Scenario 3B), where some countries remain neutral,
still generates large but slightly smaller welfare declines, confirming that
even limited fragmentation depresses global growth.

The same model underscores what could be gained through renewed
cooperation. A revival of multilateralism (Scenario 1) raises global GDP
by 2-5 per cent and exports by 10-20 per cent, with the largest relative
gains for developing countries due to their higher initial barriers. Even open
plurilateralism in services (Scenario 2D) — reducing trade costs on a most-

favoured-nation basis — would yield small but positive global welfare effects
(+0.5 per cent GDP).

Sectoral and commodity dimensions
of fragmentation

Adding a commodity perspective, Bolhuis, Chen and Kett (2022) develop
a model covering 145 countries, 136 commodities and 24 non-commodity
sectors, the result of which can be seen in Figure 4.2. They find that
commodity trade is highly inelastic and geographically concentrated, so
disruptions to a few suppliers of energy or metals cascade across all sectors.
Prohibiting trade in the energy sector alone would reduce global output by
8 per cent in the short run and 1.5 per cent in the long run, with emerging
markets hit hardest (-10 and —2.1 per cent). Blocking high-tech trade yields
a global 3 per cent short-run loss. Meanwhile, blocking trade of agriculture
goods resulted in a global decline of output by 3 per cent in the short run
and 1 per cent in the long run.
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Figure 4.2: Estimated changes in output (in %).
Source: Based on Bolhuis, Chen and Kett (2022).

Their ‘geoeconomic fragmentation’ scenario, equivalent to full bloc
separation between the US-EU and China—Russia camps, implies global
output losses of 4.8 per cent in the short run and 2.3 per cent in the long
run — with the steepest contractions for low-income countries (—~10.8 and
—4.3 per cent). This shows that supply disruptions and higher costs of
commodities and high-tech inputs transmit fragmentation costs even to

neutral economies.
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Quantifying the costs of total decoupling:
A regional perspective

At a more regional level, Petri and Plummer (2020) use CGE simulations to
estimate the losses from a sustained US—China trade war or total decoupling
while regional agreements such as the Regional Comprehensive Economic
Partnership (RCEP) and the Comprehensive and Progressive Agreement for
Trans-Pacific Partnership (CPTPP) remain in place. As shown in Figure 4.3,
their modelling suggests that full decoupling between the United States and
China would produce global losses of US$301 billion annually by 2030 as
world efficiency declines. Yet the implementation of RCEP and CPTPP
could partially offset these losses, raising global incomes by US$209 billion
and US$121 billion respectively.

RCEP and CPTPP yield the largest benefits for China, Japan and South
Korea but not enough to compensate for lost US trade. Under trade war
conditions, RCEP enhances East Asian interdependence, boosting intra-
regional trade by US$428 billion while trade among non-members falls
by US$48 billion. The study also highlights India’s pivotal role: rejoining
RCEP would raise its income by US$60 billion annually, while staying out
reduces it by US$6 billion.

Under a business-as-usual scenario, CPTPP adds US$147 billion in global
income, benefiting most members except large outsiders like China, India
and the United States. CPTPP’s benefits remain smaller than those of the
original TPP, which would have generated US$492 billion in gains including
US$131 billion for the US alone. Without US participation, both RCEP
and CPTPP recentre trade in East Asia, indicating how regional integration
may increasingly substitute for stalled multilateralism.

In trade flow terms, total decoupling would reduce global trade by US$996
billion by 2030. China’s exports would fall 72 per cent (US$723 billion),
US exports 46 per cent (US$193 billion), driven by 20 per cent average
tariff hikes and parallel NTBs. US imports would shift toward Mexico,
Vietnam and other ASEAN economies, while China would increase exports
to destinations outside the United States. The few net trade winners —
Malaysia, Mexico, the Philippines, Thailand and Vietnam — benefit mainly
from replacing Chinese exports to the United States.
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Reshoring, friend-shoring and inequality

The global ‘reshoring’ and ‘friend-shoring’ trends — relocating production
nearer home or to allies — have similarly adverse global effects. The Chepeliev
et al. (2022) simulations indicate that in a reshoring scenario, South Asia
and East Asia experience the largest export declines, while China and Sub-
Saharan Africa record the steepest import contractions. Expanding to an
all-reshoring scenario that breaks global value chains (GVCs) leads to a
27 per cent reduction in global trade compared with the baseline projection
of 25 per cent growth, and a 2 per cent decline in global output.

The social consequences are striking, with reshoring increasing extreme
poverty by 51 million people by 2030, and an all-reshoring world adding
another 51.8 million — with Sub-Saharan Africa bearing 80 per cent of the
new poor, followed by South Asia and the Middle East and North Africa.
Inequality worsens as the bottom 40 per cent of households suffer larger
welfare declines than the top 60 per cent.

Figure 4.4: Estimated decline in GDP due to a 20% increase in tariff (in %).
Source: Javorcik et al. (2022).

Figure 4.5: Estimated decline in GDP due to a 20% increase in total cost
of trade (in %).
Source: Javorcik et al. (2022).



4. A POST-G2 WORLD ORDER ON TRADE

The Javorcik et al. (2022) estimates reinforce this: friend-shoring yields no
winners and erodes GDP across all economies as shown in Figures 5.3 and
5.4. Even modest cross-bloc tariff or cost increases (20 per cent) generate
global GDP losses between 0.1 and 4.6 per cent, with the sharpest
declines in Morocco (—4.6 per cent), Southeast Asia (2.9 per cent) and
Kazakhstan (-2.8 per cent). Because ‘friends’ are typically similar in income
and industrial structure, friend-shoring erodes comparative advantage and
innovation benefits, resulting in universal welfare losses. These findings
suggest that fragmentation driven by ‘values-based’ trade, while politically
appealing, imposes clear economic costs and undermines poverty-reduction
gains in developing regions.

Empirical evidence of trade war

Empirical analyses of the 2018-23 US—China trade war provide real-world
confirmation of model-based projections. Chad Bown (2025) documents
that US tariffs eventually covered 66.4 per cent of Chinese exports to the
United States at an average rate of 19.3 per cent, while China retaliated
against 58.3 per cent of US exports at 21 per cent average tariffs — jointly
taxing US$450 billion in two-way trade. The targeted imports correspond
to 18 per cent of US imports (2.5 per cent of GDP) and 11 per cent of
China’s imports (3.6 per cent of GDP), both exceeding the Smoot-Hawley
tariffs of 1930 (1.4 per cent of GDP).

By 2022, US imports from China had returned roughly to prewar levels but
imports from the rest of the world surged beyond them, signalling partial
diversification rather than complete decoupling. The pattern of substitution
is consistent with de-risking: for goods under 25 per cent tariffs, US imports
from China remained 22 per cent below prewar levels, with notable
diversions of IT hardware to Mexico and Taiwan, auto parts to Mexico,
furniture to Vietnam and semiconductors to Taiwan and South Korea.

Products facing 7.5 per cent tariffs saw smaller decoupling: imports from
China fell 3 per cent while those from other suppliers rose 45 per cent
— notably Vietnam and Bangladesh (clothing and footwear), Malaysia
and Mexico (personal protective equipment and medical goods), Taiwan
(exercise equipment), and South Korea and Japan (lithium batteries).
By contrast, non-tariffed goods such as laptops, phones and toys rose 50 per
cent above prewar levels, driven by pandemic demand, demonstrating that
decoupling is uneven and concentrated in strategic sectors.
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The beneficiaries of trade diversion are relatively small: Vietnam (+1.9 per
cent market share), Taiwan (+1.0 per cent), Canada (+0.75 per cent),
Mexico (+0.64 per cent), India (+0.57 per cent) and Korea (+0.53 per
cent). Yet these gains are far outweighed by global efficiency losses. The
US Chamber of Commerce (2021) estimates that a 25 per cent tariff on all
bilateral trade would cut US GDP by US$190 billion annually by 2025,
with deeper losses if restrictions extend to investment and technology flows.

The tariffs also reduced US manufacturing competitiveness by increasing
input costs. US companies relying on Chinese intermediate goods faced
supply bottlenecks and higher prices, while consumers bore the burden
through inflation. On the Chinese side, the promised purchase of an
additional US$200 billion of US goods in 202021 was fulfilled only 58 per
cent, constrained by COVID-19 and sectoral uncompetitiveness.

Broader economic and policy implications

The combined evidence from these models and empirical studies underscores
the systemic costs of fragmentation. Fragmentation undermines efficiency,
innovation and long-term growth, while increasing inflationary pressures
and inequality. The postwar drivers of ‘hyper-globalisation’ — technological
advances that reduced transport and communication costs — fostered GVCs
that enhanced productivity and lowered prices. Reversing this through
decoupling or reshoring reduces both economic resilience and the ability to
diffuse knowledge across borders.

The effects on innovation are particularly concerning. As Gées and Bekkers
(2022) demonstrate, the loss of idea inflows slows productivity growth
most sharply in emerging economies that depend on imported know-how.
Manufacturing, which thrives on international specialisation, suffers the
steepest output contractions, while services — less reliant on intermediate
goods — are only marginally affected. Over time, these dynamics risk locking
developing countries into low-productivity equilibria.

Within-country inequality is also likely to widen. The World Bank (2022)
and Javorcik et al. (2022) simulations show that the poorest households
face proportionally larger income losses from reshoring and friend-shoring,
while richer groups are better positioned to absorb higher prices. Globally,
the reversal of integration could slow or even reverse decades of poverty
reduction, particularly in East Asia and Africa.
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The International Monetary Fund’s 2023 analysis of fragmentation (Bolhuis
et al. 2023) aligns with these findings: complete fragmentation could shave
7 per cent off global GDP in the long run, equivalent to the combined
economies of France and Germany.

Regional integration as a shock absorber

Evidence from Petri and Plummer (2020) shows that deep and inclusive
regional agreements such as RCEP and CPTPP function not only as vehicles
for liberalisation but as shock absorbers amid intensifying great-power
rivalry. Their findings indicate that even under conditions of heightened
geopolitical tension, both frameworks sustain trade and investment flows by
anchoring economies within a predictable, rules-based structure. Through
regulatory alignment, digital trade facilitation and mechanisms that enhance
transparency and cooperation, these agreements preserve efficiency gains
that would otherwise be lost to unilateral actions and rising protectionism.

In an era of fragmentation, East Asia’s economic interdependence has
evolved into both a necessity and a stabilising force. The dense production
and supply networks connecting ASEAN, China, Japan and Korea allow
adjustment pressures to be absorbed regionally, preventing external shocks
from fully disrupting GVCs. This capacity to internalise and diffuse risk,
by reconfiguring supply chains, diversifying markets and deepening intra-
regional trade, explains East Asia’s resilience in maintaining openness even
as other regions turn inward.

The modelling further illustrates that if India were to rejoin RCEP, its annual
income could rise by US$60 billion, highlighting how broader participation
multiplies regional welfare gains. Conversely, policies of decoupling or
selective exclusion, pursued in the name of national security or industrial
strategy, constrain these opportunities and amplify the global costs of
fragmentation. Strengthening and expanding regional frameworks such as
RCEP and CPTPP therefore operates as a form of collective insurance,
a mechanism that cushions the economic fallout of geopolitical rivalry and
sustains growth when global cooperation weakens.

For ASEAN, this dynamic reinforces its central role as the convener and
anchor of regional integration. Having initiated RCEP and sustained
engagement across multiple ASEAN+1 frameworks, ASEAN has positioned
itself as the bridge between competing major powers and diverse regional
partners. Its pragmatic, consensus-driven approach allows it to translate
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external tensions into opportunities for deeper cooperation, and to advance
incremental progress where multilateral reform remains stalled. In this sense,
ASEAN-led regional integration embodies constructive incrementalism in
practice, not by resolving great-power rivalry, but by mitigating its disruptive
effects and preserving the conditions for continued trade, investment and
development.

4 The way forward: Constructive
incrementalism

While there has been progress in diffusing US—China tensions and a shift
from decoupling to de-risking, much uncertainty remains, and this is the new
normal the world must contend with. There are no signs that the situation
will significantly improve or revert to any semblance of the previous global
economic order. The key question, therefore, is how to manage the risks
going forward. There is both a global need and an opportunity to find areas
for productive engagement that can manage risks and create conditions to
sustain global growth through continued trade and investment flows.

Most countries outside the G2 do not wish to choose between the United
States and China. They want to continue engaging with both, as discussed
earlier. Much of the world — including Southeast Asia and the rest of East
Asia — also wants to maintain an open and rules-based global trading system
that has benefited most economies over the past few decades, providing
the certainty and confidence needed to pursue international economic
integration. However, as outlined above, important shifts are underway
in the shape and pace of globalisation. The pressures pulling towards
fragmentation could cause significant harm if total or partial decoupling
were to occur.

Developing countries would be hurt the most; hence it is in their collective
interest to urge the United States, the European Union, China and others
not to erect new barriers — even while recognising the legitimate importance
of national security and domestic economic resilience.

On the multilateral front, while there is no ambitious agenda at present,
there is growing recognition regionally and globally that some form of
WTO reform or plurilateral initiatives must be supported to preserve the
organisation’s relevance.
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Given the reality of rising risks and the growing nexus between economics
and security, what might constitute a constructive way forward? Several
ongoing processes provide potential pathways — including initiatives among
coalitions of the willing and bilateral or regional efforts that can move
ahead whether or not the United States or China are directly involved. For
countries outside the G2, it is in their interest to continue pursuing open
trade and investment under multilateral rules and disciplines. They can also
contribute to plurilateral initiatives and ongoing reforms aimed at ensuring
the continued relevance of the WTO.

On issues such as the weaponisation of trade instruments and unilateral
actions not based on agreed rules or disciplines, there needs to be sustained
dialogue to identify mechanisms to manage sensitive matters, such as the
use of national security measures.

From a Southeast and East Asian perspective, there are areas where
constructive incremental progress can be made by building on existing
platforms and partnerships. These can serve as foundations for developing
new frameworks among coalitions of the willing on selected issues, including
economic security. Countries and regions outside the G2 can act as agents
for constructive incremental progress — particularly the ‘middle powers’ such
as the European Union and Japan, alongside regions like Southeast and East
Asia, which have taken numerous steps to deepen regional cooperation in
recent years. The case for this rests on shared interests.

Shared interests and agents for
incremental progress

A key shared interest lies in managing the increasingly complex nexus
between economics and security. Many countries and regions outside the
G2 share a strong interest in navigating US—China geopolitical tensions
while avoiding being forced to choose between them. As outlined above, the
costs and risks of partial or full decoupling would be especially detrimental
to developing economies. Many countries in both the Global South and the
developed world have an interest in maintaining trade and investment ties

with both the United States and China.

A specific shared interest is in constraining unilateral actions and domestic
measures that discriminate against foreign suppliers or introduce new
barriers to trade and investment. The central question is how to balance
legitimate security concerns with the need to minimise distortions arising
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from the use of trade instruments justified on security grounds. Ensuring
that the ‘small’ part of the yard and the ‘high fence’ are clearly defined,
transparent and minimally damaging to third countries — particularly
developing ones — should be a common priority.

Another fundamental shared interest is in maintaining an open
international trading system while responding to structural shifts. This is
especially important for developing countries. While ‘hyper-globalisation’
— particularly in manufactured trade — has slowed since around 2008 as
GVCs matured, opportunities for continued growth remain. The world has
not witnessed large-scale deglobalisation; instead, there are indications of
a gradual plateau in manufactured trade, modest restructuring of supply
chains, and a reshaping of globalisation characterised by increased trade
in services (Baldwin 2022). The digital economy has played a crucial role in
this transformation by facilitating cross-border exchange and offering new
opportunities for developing economies to leapfrog.

Countries must also manage the downsides of globalisation by designing
effective complementary domestic policies rather than resorting to
protectionist barriers. Another important shift involves managing the
likelihood of further fragmentation caused by both geopolitics and new
regulatory responses to industrial competitiveness, supply chain resilience,
climate-related policies and emerging technologies. Firms are diversifying
and deconcentrating their supply chains to mitigate risk, which may lead
to more regionalised production networks (UNCTAD 2021). Countries
can position themselves strategically by adopting national or regional
policies that enhance attractiveness for investment — for example, through
deepening and broadening regional agreements.

Within the overarching goal of keeping trade and investment open and
rules-based, preserving multilateralism is essential. This involves preventing
the collapse of the WTO and ensuring that progress continues, including
through plurilateral initiatives. It also means advancing multilateral
frameworks on emerging global issues such as climate and trade, which
currently lack a clear institutional home. If rules, standards and norms
on such matters are instead set through unilateral or limited bilateral
agreements, developing countries risk being excluded from critical decision-
making processes. Regional agreements should therefore continue to
practice open regionalism — deepening and broadening integration based
on multilateral disciplines.
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Middle powers and regional actors can play an ‘agency role’ in managing the
intersection between economic security and open trade through incremental
and constructive progress. This can be pursued across multiple platforms —
muldilateral, bilateral and regional — with a particular focus on ASEAN and
East Asia.

Multilateral platform: WTO

East Asia and many developing countries have prospered through trade and
investment supported by an open, rules-based multilateral trading system.
The question is whether there is still hope for the WTO, often described
as paralysed or even moribund. The answer is yes — rumours of its death
are premature. The WTO still plays a vital role, particularly in dispute
settlement, including over cases involving the use of national security
exceptions to restrict trade. Restoring a fully functional dispute settlement
mechanism should be a top priority, as it is one of the WTO’s greatest
contributions to predictability and confidence in the trading system.

WTO reform agenda

The reform agenda, placed on the G20 agenda at Osaka in 2019 with
Indonesia and other middle powers playing key roles, has since gained
traction. Although progress has been slow — as reform means different
things to different members — it prompted the Biden Administration to
signal its willingness to engage, which helped facilitate a relatively successful
2022 WTO Ministerial Conference. That meeting produced an agreement
on fisheries subsidies and a commitment to a fully functioning dispute
settlement system by 2024.

Club of clubs and variable geometry

Since the failure of the Doha Round in 2008, WTO members have moved
away from single, all-encompassing undertakings. Instead, a ‘variable
geometry approach has emerged, allowing agreements where consensus
exists. The Trade Facilitation Agreement (TFA; 2013) and Fisheries
Subsidies Agreement (2022) illustrate this approach’s success.

Plurilateral agreements offer another path. Some, like the Information
Technology Agreement, involve a core group of exporters reducing tariffs on
specific products, with benefits extended on a most-favoured-nation basis.
More recently, the Investment Facilitation for Development Agreement
— launched in 2020 and concluded in July 2023 by 110 members led by
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South Korea and Chile — represents another positive example. Although the
United States did not participate, this middle-power-led initiative focuses
on facilitating investment flows for development, with capacity-building
components modelled after the TFA.

Joint Statement Initiatives (JSIs) have also proliferated, allowing like-
minded members to advance discussions where consensus is lacking.
Current JSIs cover ecommerce, digital policies, investment facilitation and
services regulation. These overlap with regional frameworks such as CPTPP,
RCEP and IPEF, offering a pathway for multilateral convergence.

To bridge the gap left by the paralysed Appellate Body, 53 members — led
by the European Union and Canada — established the Multi-Party Interim
Appeal Arbitration Arrangement (MPIA) in 2020. The MPIA provides
temporary appeal arbitration for its members, which include China,
Singapore, Australia, New Zealand and Japan. The arrangement has already
handled several disputes, demonstrating a pragmatic interim solution.

Managing the trade-security nexus

Progress should focus on areas where consensus is both necessary and
possible. Translating the ‘small yard, high fence’ metaphor into policy means
developing new approaches to manage tensions arising from measures
introduced in the name of national security, resilience or competitiveness.
The United States, European Union and China — alongside others — have
introduced such measures, often with extraterritorial implications.

While the European Union has shifted its tone from decoupling to
de-risking, China argues that extreme de-risking is indistinguishable
from decoupling. The United States, meanwhile, has adopted a more
conciliatory tone, asserting that it does not seek decoupling but will limit
restrictions to areas of national security. This presents an opportunity to
define such boundaries more precisely — ensuring the ‘yard’ remains small
and the fence’ transparent and predictable.

However, recent WTO cases concerning national security exceptions under
GATT (General Agreement on Tariffs and Trade) Article XXI highlight the
limits of current rules. The United States maintains that these exceptions
are ‘self-judging’ and not justiciable, compounding its dissatisfaction with
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the WTO’s dispute system and contributing to its blockage of Appellate
Body appointments since 2019. Thus, while dispute settlement remains the
appropriate forum, it may not deliver a durable systemic solution.

Alternative proposals include codifying clearer principles for invoking
security exceptions, enhancing transparency and creating new trade policy
platforms for governments to assess security-motivated trade measures.
Regional agreements such as RCEP — a living agreement that can evolve
— could pilot such codification, setting precedents that inform multilateral
discussions. CPTPP could adopt similar approaches, demonstrating how
regional processes can help shape global norms.

Bilateral and regional agreements

Since 1999, bilateral and regional trade agreements — and newer partnership
frameworks — have proliferated across the Asia-Pacific.® These range from
traditional FTAs to new-generation frameworks focused on digital trade,
investment facilitation and supply chain resilience. Such arrangements have
become key instruments for sustaining openness, deepening integration and
shaping the evolving trade architecture in a fragmenting global order.

The CPTPP: Sustaining high-standard regional integration
The CPTPP has emerged as the region’s ‘gold standard’ for high-quality

trade agreements, encompassing disciplines on digital trade, environment,
labour and SOEs. Japan’s leadership following the US withdrawal ensured
its rapid completion and entry into force in 2018. CPTPP members
collectively account for US$11 twillion in GDP (2018), which would
have reached US$30.5 trillion had the United States remained. With the
United Kingdom’s accession adding another US$2.9 trillion, the bloc now
represents nearly US$14 trillion in combined GDP.

Several economies — including China, Taiwan, South Korea and Costa
Rica — have applied to join, underscoring the CPTPP’s continued relevance
as a platform for open, rules-based trade. The United Kingdom’s entry
also opens avenues for closer ASEAN-UK and ASEAN-EU engagement

8  China has bilateral FTAs with several countries in the Asia Pacific region: ASEAN, Australia,
Singapore, New Zealand, Chile and Peru. The United States has FTAs with 20 countries, and the
ones in the Asia Pacific are Australia, Singapore and South Korea (renegotiated under the first Trump
Administration). The others are mainly in Latin America and Caribbean, as well as, of course, Canada.
They have a limited trade agreement with Japan on agriculture trade, as well as a thematic one on digital
trade and minerals.
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through complementary regulatory cooperation. Both the European Union
and the United Kingdom remain strong proponents of high-standard, rules-
based trading systems, and their alignment with CPTPP principles provides
new opportunities to advance cooperation in digital trade, sustainable
development and supply chain resilience. For ASEAN, such engagement
reinforces the region’s role as a strategic connector between the Indo-Pacific
and Europe.

The RCEP and expanded ASEAN+1 frameworks:
Anchoring open regionalism

The RCEPR which entered into force in 2022, involves 15 members
representing US$24.7 trillion in GDP — roughly twice the size of the
CPTPP. Contrary to common perception, RCEP was ASEAN-driven,
building upon ASEAN’s existing ASEAN+1" FTAs. Its comprehensiveness
lies not only in market access but also in trade facilitation and economic
cooperation, reflecting the region’s APEC-inspired approach that combines
liberalisation, facilitation and economic and technical cooperation.

As Armstrong and Drysdale (2022) note, RCEP’s distinctive features
include inclusiveness, openness to new members, and a whole-of-region
cooperation agenda. These qualities make RCEP a living agreement capable
of evolving to meet emerging economic and policy challenges. It can serve as
a powerful catalyst for continued liberalisation and investment, irrespective
of the trajectory of US—China relations. Deepening provisions in areas
such as ecommerce, services, sustainability and digital transformation, and
expanding membership — including potentially re-engaging India — would
further entrench RCEP’s role as a driver of open regionalism in East Asia.

In parallel, ASEAN’s upgraded ASEAN+1 frameworks complement RCEP
by modernising older trade agreements and aligning them with emerging
policy priorities. The upgraded ASEAN—Australia—New Zealand Free Trade
Area, concluded in 2023, introduces new chapters on the digital economy,
competition policy, trade facilitation and sustainable development. Likewise,
the ongoing second upgrade of the ASEAN—China Free Trade Area seeks to
enhance disciplines on services, investment and digital trade, and to foster
cooperation on green and low-carbon development.

Other upgraded agreements, such as the ASEAN—Japan Comprehensive
Economic Partnership and the ASEAN-Korea Free Trade Agreement,
further strengthen the institutional backbone of ASEAN’s economic
relations. Importantly, ASEAN’s expanding partnerships with the European
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Union and United Kingdom can also be understood within this ASEAN+1
architecture. The European Union’s bilateral FTAs with Singapore and
Vietnam, progress on the substantial conclusion of the negotiation with
Indonesia, and ongoing negotiations with Thailand, the Philippines and
Malaysia, illustrate how these pathways can progressively build toward an
eventual ASEAN-EU Free Trade Agreement.

At the same time, the ASEAN-EU Trade and Investment Work Programme
(2023-2024) and the United Kingdom’s entry into CPTPP create new
bridges between Europe and the Indo-Pacific. These initiatives complement
ASEAN’s external engagement by promoting collaboration in areas such
as digital economy governance, green transition and standards alignment.
The United Kingdom’s partnership with ASEAN, formalised through the
2021 ASEAN-UK Dialogue Partnership, can further evolve into a platform
for joint work on digital frameworks, sustainable finance and resilient
supply chains.

Collectively, these expanded ASEAN+1 arrangements — including the
European Union and the United Kingdom as emerging partners — reinforce
ASEAN’s agency in sustaining open trade and ensuring that new global
standards remain transparent, inclusive and development-friendly.

The IPEF: A new platform for dialogue and
economic security

The IPEF, launched by the United States in 2022, is not a traditional trade
agreement but an aspirational framework designed to promote cooperation
across four pillars: trade, supply chain resilience, clean economy and fair
economy. Its 14 members — including seven ASEAN states — account for
about 40 per cent of global GDP. Although it excludes China, many members
have welcomed it as a sign of renewed US engagement in the region.

While IPEF lacks market access provisions, it offers a forum for dialogue
and potential rule-setting in emerging areas such as digital trade, sustainable
infrastructure and critical supply chains. Its structure resembles the early
role of APEC — providing a non-binding space where economies can explore
new issues and exchange best practices that may later inform national or
regional reforms. Although the framework’s hub-and-spoke design and
US domestic constraints (such as ‘Buy America’ provisions) may limit
its immediate impact, its inclusive membership creates opportunities to
influence the shaping of de-risking policies and strengthen coordination on
supply chain resilience.
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Ongoing cooperation under IPEF on mapping critical supply chains
and promoting transparency in sourcing can help implement de-risking
strategies with fewer global distortions. The framework complements
RCEDR, CPTPP and ASEAN’s upgraded bilateral partnerships, reinforcing
ASEAN’s convening role as a bridge between the two major powers and
other partners in the region.

5 Conclusions

The preceding sections set the stage for this concluding discussion. They
trace the evolution of US—China relations toward today’s environment
of uncertainty, strategic competition and economic fragmentation. This
situation is unlikely to improve in the near term and could deepen further.
Its effects are already visible in declining trade flows between the two major
powers and in the uneven opportunities emerging for third countries caught
between competing economic and security priorities.

Modelling exercises consistently show that full or partial decoupling would
impose substantial losses on both G2 economies and the global system,
with developing countries bearing the heaviest burden. In this environment,
neither nostalgia for the old order nor calls for wholesale reform offer
realistic solutions. What is required instead is a pragmatic framework for
progress that acknowledges constraints yet still moves the system forward.

This chapter proposes constructive incrementalism as that framework:
a practical strategy to sustain and modernise the rules-based order through
steady, reinforcing steps across multiple levels. By advancing progress in
parallel through multilateral, regional and plurilateral platforms, each led
by different middle powers and coalitions of the willing, countries can
collectively keep the ‘yard” small and the ‘fence’ clearly defined. The aim is
not to replace the global order, but to renew it from within, ensuring that
openness and cooperation survive amid growing fragmentation.

Constructive incrementalism recognises that small, coordinated actions,
whether through unilateral reforms, deeper regional integration or targeted
plurilateral initiatives, can, in aggregate, generate systemic impact. This
approach leverages the agency of middle powers and regional groupings,
such as ASEAN and East Asia, to sustain forward motion even when major
powers are deadlocked. It is grounded in realism but oriented toward
rebuilding confidence in cooperation.
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While such steps may not deliver sweeping transformation in the short
term, they are transformative in method: constructive in preserving global
openness, incremental in restoring trust, and catalytic in keeping trade
and investment flowing. In a world defined by rivalry and uncertainty,
constructive incrementalism provides a pathway to continuity through
adaptation — a strategy for keeping the global economy open, rules-based
and inclusive, even when the centre no longer holds.

Acknowledgements

This chapter benefited from discussions with Merit Janow, Columbia
University, and from excellent research assistance from Rania Teguh, Raihan
Nara and Rosalia Marcha Violeta. The period of analysis of this chapter
ends in the last year of the Biden Administration; that is, 2024.

References

Armstrong, Shiro, and Peter Drysdale. 2022. “The economic cooperation potential of
East Asias RCEP Agreement’. East Asian Economic Review 26 (1): 3-25. doi.org/
10.11644/kiep.eaer.2022.26.1.403.

Autor, David, David Dorn, and Gordon Hanson. 2013. “The China syndrome:
Local labor market effects of import competition in the United States’. American
Economic Review 103 (6): 2121-2168. doi.org/10.1257/aer.103.6.2121.

Baldwin, Richard. 2022. “The peak globalisation myth’. Richard Baldwin Substack,
5 November. rbaldwin.substack.com/p/the-peak-globalisation-myth.

Barbiero, Omar. 2024. Manufacturing gains from green energy and semiconductor
spending since the CHIPS and Inflation Reduction Acts. Federal Reserve Bank
of Boston, Current Policy Perspectives No 2024-7. SSRN. ssrn.com/abstract=
5050934.

Bergsten, C. E 2005. The United States and the world economy: Foreign economic
policy for the next decade. Columbia University Press.

Bloom, Nicholas, Kyle Handley, André Kurmann and Philip A. Luck. 2024. “The
China shock revisited: Job reallocation and industry switching in U.S. labor
markets. NBER Working Paper No 33098. National Bureau of Economic
Research. www.nber.org/papers/w33098.pdf.

147


http://doi.org/10.11644/kiep.eaer.2022.26.1.403
http://doi.org/10.11644/kiep.eaer.2022.26.1.403
http://doi.org/10.1257/aer.103.6.2121
http://rbaldwin.substack.com/p/the-peak-globalisation-myth
http://ssrn.com/abstract=5050934
http://ssrn.com/abstract=5050934
http://www.nber.org/papers/w33098.pdf

148

AT THE BRINK?

Bolhuis, Marijn, Jiagian Chen, and Benjamin R. Kett. 2023. ‘Fragmentation in
global trade: Accounting for commodities’. IMF Working Papers, 2023(073),
1. International Monetary Fund. doi.org/10.5089/9798400236563.001.

Bown, Chad P 2025. ‘US-China trade war tariffs: An up-to-date chart.
November 10. PIIE. www.piie.com/research/piie-charts/2019/us-china-trade-
war-tariffs-date-chart.

Chang, Pao-Li, Kefang Yao, and Fab Zheng. 2021. The response of the Chinese economy
to the U.S.—China trade war: 2018-2019. SMU Economics and Statistics Working
Paper Series, Paper No 25-2020. Singapore Management University.

Chen Yixin. 2024. ‘Fully implement the overall national security outlook’ (English
trans.). CSIS Interprer: China. interpret.csis.org/translations/fully-implement-
the-overall-national-security-outlook/.

Chepeliev, Maksym, Maryla Maliszewska, Isracl Osorio-Rodarte, Maria Filipa
Seara E. Pereira, and Dominique Van Der Mensbrugghe. 2022. Pandemic,
climate mitigation, and reshoring: Impacts of a changing global economy on trade,
incomes, and poverty. World Bank Policy Research Working Paper No 9955,
World Bank. doi.org/10.1596/1813-9450-9955.

Davidson, Helen. 2023. ‘China signals Xi Jinping will not attend G20 summit in
India’. The Guardian, 4 September. www.theguardian.com/world/2023/sep/04/
china-signals-xi-jinping-will-not-attend-g20-summit-in-india.

Greene, Robert, and Paul Triolo. 2020. “Will China control the global internet via
its Digital Silk Road?” Foreign Affairs.

Gdes, C. and E. Bekkers. 2022. “The impact of geopolitical conflicts on trade,
growth, and innovation’. WTO Staff Working Papers ERSD-2022-9, World
Trade Organization, Economic Research and Statistics Division.

Handley, Kyle, and Nuno Limio. 2017. Policy uncertainty, trade, and welfare:
Theory and evidence for China and the United States’. American Economic Review

107 (9): 2731-2783. doi.org/10.1257/aer.20141419.

Hillman, Jennifer and Inu Manak. 2023. Rethinking international rules on subsidies.
Council Special Report No 96. Council on Foreign Relations.

Hunt, Benjamin L., Susanna Mursula, Rafael A. Portillo, and Marika Santoro. 2020.
Modeling trade tensions: Different mechanisms in general equilibrium. IMF Working
Papers, 20(279). doi.org/10.5089/9781513561615.001.

Janow, Merit E. 2024. ‘U.S. trade and multilateralism’. In Constitutionalism and
transnational governance failures, edited by Ernst-Ulrich Petersmann and Armin
Steinbach. Brill. doi.org/10.1163/9789004693722_011.


http://doi.org/10.5089/9798400236563.001
http://www.piie.com/research/piie-charts/2019/us-china-trade-war-tariffs-date-chart
http://www.piie.com/research/piie-charts/2019/us-china-trade-war-tariffs-date-chart
http://interpret.csis.org/translations/fully-implement-the-overall-national-security-outlook/
http://interpret.csis.org/translations/fully-implement-the-overall-national-security-outlook/
http://doi.org/10.1596/1813-9450-9955
http://www.theguardian.com/world/2023/sep/04/china-signals-xi-jinping-will-not-attend-g20-summit-in-india
http://www.theguardian.com/world/2023/sep/04/china-signals-xi-jinping-will-not-attend-g20-summit-in-india
http://doi.org/10.1257/aer.20141419
http://doi.org/10.5089/9781513561615.001
http://doi.org/10.1163/9789004693722_011

4. A POST-G2 WORLD ORDER ON TRADE

Javorcik, B., L. Kizzmueller, H. Schweiger and M. Yildirim. 2022. ‘Economic
costs of friend-shoring’. EBRD Working Paper No 274. European Bank for
Reconstruction and Development.

Lau, Lawrence ]J. 2019. The China—U.S. trade war and future economic relations.
Hong Kong Chinese University Press. doi.org/10.1353/book66204.

Liang, Yan, and Ding, Yu. 2020. ‘U.S.—~China trade imbalance: Structural causes
and policy implications’. Journal of Chinese Economic and Business Studies 18 (3):
213-230.

Liu, Tao, and Wing Thye Woo. 2018. ‘Understanding the U.S.—China trade war’.
China Economic Journal 11 (3): 319-340. doi.org/10.1080/17538963.2018.1
516256.

Majkut, Joseph. 2023. “The Inflation Reduction Act: A race to the top or protectionism
in high gear?” Center for Strategic and International Studies, 1 March. www.csis.
org/analysis/inflation-reduction-act-race-top-or-protectionism-high-gear.

Marchant, Natalie and Gayle Markovitz. 2023. “No easing up on action to cut
inflation” — Larry Summers at Davos 2023’. World Economic Forum, 20 January.
www.weforum.org/stories/2023/01/larry-summers-central-banks-soften-mone
tary-policy-inflation-davos-2023/

Métivier, Jeanne, Marc Bacchetta, Eddy Bekkers and Robert Koopman. 2023.
‘International trade cooperation’s impact on the world economy’. Journal of Policy

Modeling 45(4): 713—744. doi.org/10.1016/j.jpolmod.2023.06.007

Murphy, Erin L. 2023. ‘IPEF: Three pillars succeed, one falters’. Center for Strategic
and International Studies, 21 November. www.csis.org/analysis/ipef-three-pillars-
succeed-one-falters

Petri, Peter A., and Michael G. Plummer. 2016. The economic effects of the Trans-
Pacific Partnership: New estimates. Peterson Institute for International Economics
Working Paper No 16-2. doi.org/10.2139/ssrn.2723413.

Petri, Peter A., and Michael G. Plummer. 2020. “Trade war, RCEP and CPTPP: Will
east Asia decouple from the United States?”. Working Paper Series WP20-09,
Peterson Institute for International Economics. doi.org/10.2139/ssrn.3630294.

Pettis, Michael. 2024. How tariffs can help America. Foreign Affairs, 27 December.
www.foreignaffairs.com/united-states/how-tariffs-can-help-america.

Rolland, Nadege. 2017. Chinas Eurasian century? Political and strategic implications
of the Belt and Road Initiative. National Bureau of Asian Research.

149


http://doi.org/10.1353/book66204
http://doi.org/10.1080/17538963.2018.1516256
http://doi.org/10.1080/17538963.2018.1516256
http://www.csis.org/analysis/inflation-reduction-act-race-top-or-protectionism-high-gear
http://www.csis.org/analysis/inflation-reduction-act-race-top-or-protectionism-high-gear
http://www.weforum.org/stories/2023/01/larry-summers-central-banks-soften-monetary-policy-inflation-davos-2023/
http://www.weforum.org/stories/2023/01/larry-summers-central-banks-soften-monetary-policy-inflation-davos-2023/
http://doi.org/10.1016/j.jpolmod.2023.06.007
http://www.csis.org/analysis/ipef-three-pillars-succeed-one-falters
http://www.csis.org/analysis/ipef-three-pillars-succeed-one-falters
http://doi.org/10.2139/ssrn.2723413
http://doi.org/10.2139/ssrn.3630294
http://www.foreignaffairs.com/united-states/how-tariffs-can-help-america

150

AT THE BRINK?

Setser, Brad W. 2024. ‘A second China Shock, with Brad Setser’. The Presidents
Inbox [Podcast transcript]. Council on Foreign Relations. www.cfr.org/podcasts/
second-china-shock-brad-setser

Shepardson, David. 2023. “‘US commerce chief set to meet Chinese vice premier in
Beijing’. Reuters, 29 August.

Shivakumar, Sujai, Charles Wessner and Thomas Howell. 2023. ““Guardrails” on
CHIPS Act funding to restrict investments in China may restrict participation
in CHIPS Act incentives’. CSIS, 7 November. www.csis.org/blogs/perspectives-
innovation/guardrails-chips-act-funding-restrict-investments-china-may-restrict.

Sullivan, Jake. 2023. ‘Remarks by National Security Advisor Jake Sullivan on
renewing American economic leadership at the Brookings Institution’. 27 April.
web.archive.org/web/20241203004623/https:/www.whitehouse.gov/briefing-
room/speeches-remarks/2023/04/27/remarks-by-national-security-advisor-
jake-sullivan-on-renewing-american-economic-leadership-at-the-brookings-
institution/.

US Department of Commerce, International Trade Administration. n.d. ‘Foreign
retaliations timeline’. Updated 2 September 2025. www.trade.gov/feature-article/
foreign-retaliations-timeline.

UNCTAD. 2021. World investment report 2021: Investing in sustainable recovery.
United Nations Publication.

von der Leyen, Ursula. 2023. ‘Speech by President von der Leyen on EU-China
relations to the Mercator Institute for China Studies and the European
Policy Centre’, 30 March. European Commission. ec.europa.eu/commission/
presscorner/detail/en/speech_23_2063.

Wong Woon Shin and Melody Chan. 2023. ‘Absence with significance: Why
Xi Jinping is skipping BRICS for the first time, and what’s at stake’. CNA,
2 July. www.channelnewsasia.com/east-asia/china-xi-jinping-brics-first-absence-
domestic-pressures-5215266.

Zoellick, Robert B. 2005. “Whither China: From membership to responsibility?
Remarks at the National Committee on U.S.—China Relations’. New York City,
21 September. U.S. Department of State.


http://www.cfr.org/podcasts/second-china-shock-brad-setser
http://www.cfr.org/podcasts/second-china-shock-brad-setser
http://www.csis.org/blogs/perspectives-innovation/guardrails-chips-act-funding-restrict-investments-china-may-restrict
http://www.csis.org/blogs/perspectives-innovation/guardrails-chips-act-funding-restrict-investments-china-may-restrict
http://web.archive.org/web/20241203004623/https:/www.whitehouse.gov/briefing-room/speeches-remarks/2023/04/27/remarks-by-national-security-advisor-jake-sullivan-on-renewing-american-economic-leadership-at-the-brookings-institution/
http://web.archive.org/web/20241203004623/https:/www.whitehouse.gov/briefing-room/speeches-remarks/2023/04/27/remarks-by-national-security-advisor-jake-sullivan-on-renewing-american-economic-leadership-at-the-brookings-institution/
http://web.archive.org/web/20241203004623/https:/www.whitehouse.gov/briefing-room/speeches-remarks/2023/04/27/remarks-by-national-security-advisor-jake-sullivan-on-renewing-american-economic-leadership-at-the-brookings-institution/
http://web.archive.org/web/20241203004623/https:/www.whitehouse.gov/briefing-room/speeches-remarks/2023/04/27/remarks-by-national-security-advisor-jake-sullivan-on-renewing-american-economic-leadership-at-the-brookings-institution/
http://www.trade.gov/feature-article/foreign-retaliations-timeline
http://www.trade.gov/feature-article/foreign-retaliations-timeline
http://ec.europa.eu/commission/presscorner/detail/en/speech_23_2063
http://ec.europa.eu/commission/presscorner/detail/en/speech_23_2063
http://www.channelnewsasia.com/east-asia/china-xi-jinping-brics-first-absence-domestic-pressures-5215266
http://www.channelnewsasia.com/east-asia/china-xi-jinping-brics-first-absence-domestic-pressures-5215266

5

Economics for the global
economic order: The tragedy
of epic fail equilibria

Shiro Armstrong and Danny Quah

1 Introduction

It is a given that world order, the complex web of relations between nations,
is in the midst of disruption. Globalisation — the economic dimension
to that order — might not be disappearing but it is certainly changing.
Cooperation to address global challenges is visibly becoming scarcer, even as
such challenges become ever more pressing. And great power competition,
which once drove nations to make themselves more productive, has taken
the approach of seeking to contain rivals rather than self-improvement.

This chapter provides an economics-based account of the forces at work in
these disruptions. This Introduction summarises key ideas. The remainder
of the chapter provides historical and institutional detail.

Global disruptions can arise from exogenous disturbances or they can emerge
endogenously from within the system. This chapter focuses on the latter:
endogenous disruptions. In analysing these, a reasonable first step might be
to conjecture that the world has become zero-sum, that every nation now
fears it loses what others gain. Hence, nations are behaving towards each
other in a way that is more confrontational and less constructive. However,
the reasoning we develop and the evidence we provide suggest this cannot
be the main explanation.
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In many current endogenous disruptions, all parties lose. Examples include
variants of geopolitical rivalry that might lead to military confrontation.
In a zero-sum game, by contrast, no matter how much is lost elsewhere in
the system, someone always wins. But the disruptions that matter in the
world today are manifestly not zero-sum. They are worse.

Psychologically, perceptions might indeed be increasingly zero-sum.
But positive-sum improvement to world order is everywhere obvious and
feasible for the simple reason that global crises are not in short supply.
The world continues to see urgent need for global public goods, in contrast
to individual observers’ psychological perception narrowing otherwise
to zero-sum. Some parts of current geopolitical narrative show clear
understanding of this, from which Pareto-improving steps ought to emerge
through clear-headed international leadership. Reality is not zero-sum,
and if out-of-kilter perceptions were the only barrier, a set of strategies can
certainly be devised to advance everyone’s wellbeing. Yet in many cases,
these positive strategies have not eventuated.

This chapter suggests instead that rather than being zero-sum, more and
more current international situations are converging towards what we
call ‘epic fail’ outcomes: that is, equilibria where everyone ends up worse
off. These emerge even when every nation seeks only to advance its own
self-interest: their actions end up undermining their own wellbeing." It is, of
course, right and appropriate that nations seek to improve their wellbeing.
What is tragic, however, is when such behaviour leads to a result strictly
worse than zero-sum, and everyone loses.

This chapter documents the emergence of epic fail outcomes in the global
economic order. Again, we suggest that it is this, rather than zero-sum,
that now characterises the direction that great powers are taking the
international system.

The payoff to our analysis is its simple and direct policy implication.
Third nations — those not in the frontline of great power rivalry — will
need to exercise agency to shift the international system away from epic
fail equilibria. In the process, great powers have to be nudged gently and

1 This is of course what happens in a prisoners dilemma situation, but epic fail outcomes are
generalisations of the prisoner’s dilemma. For epic fails to emerge, all that is needed is that a Pareto-inferior
outcome be an equilibrium and an alternative Pareto-superior outcome be feasible but not equilibrium. For
example, overfishing a common resource or underinvestment in the presence of positive externalities are
epic fails but not prisoner’s dilemma. We will return to this below. Quah (2023) presents a fuller discussion
distinguishing epic fail outcomes from zero-sum and prisoner’s dilemma situations.
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unobtrusively. Third nations should aim to do exactly that. Given the
global realities we describe below, explicit agreed-upon collaboration is
likely too ambitious a goal. However, inadvertent cooperation might be
achievable: simply not letting the perfect be the enemy of the good. Third
nations can create an environment where countries continue to act in their
own interest but avoid epic fail outcomes and instead achieve positive-
sum Pareto improvements. Convening a Bandung 2.0 would be, in our
view, a reasonable first step to bring about such inadvertent cooperation.
Working with a broader conception of security, such as comprehensive
security, that elevates positive-sum aspects of collective security, can also
provide a path forward.

The rest of this chapter is organised as follows. Section 2 explicitly relates
to world order: our ideas on international contestation. Economics most
visibly appears in world order from the many international economic
institutions — the international financial architecture, the world trading
system, foreign investment agreements — that constitute important elements
in the international landscape. But our analysis seeks to go further in that it
frames the evolution of global order itself in terms of economic dynamics.
Section 3 explains why a zero-sum perspective alone is inadequate. It shows
how today’s great power competition in Section 2 leads to outcomes worse
than zero-sum.

Section 4 traces a historical arc in the international system, with specific
focus on the United States: parts of the international system were initially
resolutely un-global; then the entire system underwent a half-century
of US-led globalisation, and most recently reverted to historical norm.
Section 5 refocuses on the nexus between considerations of economic
performance and of national security, and brings out the role of third
nations. Section 6 concludes.

2 Bringing economics into world order

Economics enters our analysis in two distinct ways. First, international
economic institutions are a key ingredient of world order. The health of
those institutions coevolves with the temperature of world order. Second,
world order itself evolves through economic forces. In our analysis, those
forces are identified as perturbations in supply and demand for world order.
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Of all international connections, none is more consequential than economic
relations — that is, the patterns of and attitudes towards trade, investment
and other flows of factors of production and consumption across nations.
The centrality of economic relations makes international economics both
a support structure for geopolitical stability in good times and a convenient
target for cross-national disagreement in bad. Global economic order is thus
bidirectionally intertwined with national security and other dimensions
of world order. This deep coupling between geopolitics and international
economics can make for either a virtuous or vicious cycle.

Favourable geopolitical conditions induce positive economic relations, and
upbeat economic performance in turn reinforces propitious geopolitics.
Good times, therefore, strengthen through co-movement in security and
economic relations, manifesting in a virtuous cycle. Conversely, however,
when geopolitical conditions turn unfavourable, economic connections
come under attack from narrowing nationalist sentiment and, consequently,
worsen already adverse international relations. This time, it is a vicious
cycle. Geopolitical rivalry emerges; economics is weaponised; national
security concerns mount and geopolitical rivalry sharpens yet further.
When vicious-cycle effects take over, economic prosperity can too easily
be underemphasised in policymaking, not least when national security
concerns heighten.

Global economic relations thus coevolve closely with geopolitics and
concerns on national security, even if the nexus between them varies over
time. No subset of individual variables is causal for the others; all are
jointly determined.

Good times, or virtuous-cycle episodes, allow nations to enjoy positive-sum
game payoffs, where economic win-win outcomes are the norm. On the
other hand, bad times, or vicious-cycle episodes, drive nations towards
viewing relations with others as a zero-sum game, or worse, towards epic
fail-type behaviour.

World order, therefore, follows an endogenous dynamically evolving
trajectory. What determines that trajectory? We hypothesise that the
endogenous arc of world order is jointly determined by actors on both
a supply side and a demand side for world order.”

2 Quah (2019) previously used this description for his preferred new model of power relations for
Southeast Asia and the great powers.
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In our reasoning, certain services are performed efficiently by big-nation
great powers: those services include establishing and enforcing international
rules of the game; resolving cross-country disputes where diplomacy has
failed; acting as international consumer and lender of last resort; stabilising
the international financial system through, among other things, providing
a trusted financial architecture and a world reserve currency; and so on.
All these activities are characterised by dramatic increasing returns to scale
and are thus prohibitively costly for small states. On the other hand, great
powers find it in their interest to provide some quantity of global public
goods but choose to do so only to a level optimal for themselves but strictly
less than globally optimal. Still, it is great power actions that shift the needle
on such provisions.

In our formulation, those nations able to undertake such economies of scale
activities constitute the supply side of world order. All other nations form
the demand side who consume these services and somehow, sufficiently or
insufficiently, compensate the providers of those services. In the current
geopolitical setting, the great powers are typically considered to be two,
China and the United States. So it is these two, engaged in geopolitical
rivalry, that others look to as potential providers of different features of
world order. All other nations are third nations, constituting the demand
side of world order.

In much popular and academic discussion on geopolitics, because what we
call the demand side comprises smaller states, third nations are viewed as at
best price-takers and, by implication, cannot affect outcomes. We disagree
with this. In economics, price-taking behaviour is completely consistent
with equilibrium fluctuating due to shifts in the demand schedule.
Even price-taking third nations, therefore, have agency. What emerges
in equilibrium (Figure 5.1) depends on both demand-side agency and
supply-side elasticity.?

3 This is the approach taken in Quah (2023), extending to an equilibrium setting and formalising
ideas in Acharya (2016), Heng and Aljunied (2015), Ingebrietsen et al. (2006), Keohane (1982) and
Long (2022).

155



156

AT THE BRINK?

Price

A

Supply

\

Demand

World order

Figure 5.1: Demand and supply in world order.
Note: Perturbations in demand shift world order even when supply remains invariant.
Source: Shiro Armstrong and Danny Quah.

It has long been implicit in conventional analysis that great power rivals
offer alternative supply-side settings for world order. Typically not made
explicit in such discussions, however, is the demand side. Take, for instance,
Cold War rivalry. This was presented to the world by John F Kennedy as
‘the long twilight struggle’ over ‘the most ancient cause of all’. Kennedy’s
narrative arrayed democracy and freedom on one side, and totalitarianism
and tyranny on the other. While such a proposition might have made sense
to those on the supply side, it was meaningless to everyone on the demand
side as it offered them no agency: all agreed already on wanting freedom;
no one wished for tyranny. In this formulation of Cold War rivalry, the
demand side is not given freedom of choice.

A second leading example is how in current US—China rivalry, a question
often posed to third nations is, “Which side will you choose?’ (e.g. Lee 2020).
While this takes a step beyond Kennedy’s original framing and is suggestive
of third nation agency, it doesn’t get very far. By posing the question to
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third nations as simply one of picking sides — this great power or that — such
casting subverts the legitimate interests of third nations to a narrow issue
of simple alignment.*

(Our statement is intended to be stark, as obviously both China and the
United States have pressured third nations to pick sides, sometimes explicitly
with carrots and sticks in the form of economic sanctions. Thus, the binary
choice characterisation is an overstatement but it points ahead to how the
choice set for third nations is narrowing.)

The remaining sections this chapter use this economic lens of supply and
demand to discuss the challenges of the global economic order. We will
document how great powers set the supply curve and thus powerfully help
determine the tone and temperature of geopolitics. But supply is only
part of the story; demand matters too. So when that supply side is seized
by perceptions that drive a vicious-cycle dynamic towards epic fail, it is
incumbent upon the demand side, third nations, to help nudge equilibrium
towards better outcomes. The historical record that we review in the sections
that follow provides examples where equilibrium is, indeed, influenced by
such demand-side actions.

This theoretical reasoning also informs our conclusions: vicious-cycle effects
mean that without appropriate counteraction, an insecure and stagnant
global economy will emerge as a new normal. This is an epic fail as Pareto-
improving cooperative actions are available that can advance the interests
of all nations simultaneously.

4 It is here where our chapter diverges most from, say, Tucker (2022) who also seeks to place great
power rivalry in an explicit economic and mechanism design setting. Our chapter seeks to present a
balanced perspective on third nation agency in equilibrium analysis, while Tucker (2022) continues to
emphasise the more conventional narrative of power and top-table decision-making. As Quah (2019)
notes, that conventional narrative follows the Thucydides dictum that ‘Great Powers do what they will,
the rest of us suffer what we must’, whereas Figure 5.1 is precisely a rejection of that position. Tucker
(2002) emphasises values and civilisational contests, and envisions international cooperation among
liberal democracies as a way to deal with China and other illiberal states. By contrast, our view is that
analysis and history both suggest limits to explicit collaboration so we seek only inadvertent cooperation
among great powers and third nations, symmetrically, through aligning economically meaningful
incentives. Analysis that aims to insert third nation agency into a picture of great power rivalry cannot,
in our reckoning, prioritise civilisational and political values over economic cost and benefit.
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3 Great power competition leading to
an epic fail

Competition in general and great power competition in particular need be
no bad thing. In general, competition drives improvement: Sure, not all
rivals on the supply side succeed but everyone on the demand side gains
when more is supplied at lower price.

How then is today’s great power competition damaging the international
order? We describe some key markers, and show how they relate to our
previous discussion on the nexus between economic relations and geopolitics.
In short, the competition that the great powers are engaged in today is one
that is reducing the supply of global order.

China and the United States today engage in competition to determine
the future contours of the international political and economic system.
There is contestation, notably, over Taiwan’s political system, the rules of
international trade, and leadership in technology (in particular in quantum
information science, Al, biotechnology, next-generation communications,
semiconductors and green energy; Allison et al. 2021).

Outside these domains of competition, other aspects surface but are not, in
our view, central. Containment of China’s economic growth is not logically
an end goal, but instead an intermediate, enabling objective for the United
States. This is because a larger, more powerful China will make for a more
daunting opponent.

On the other end, China certainly prioritises a successful economy. There
is nothing objectionable in that. Ideological control of China’s industrial
production is not, in our view, an ultimate objective of the Chinese state,
but matters to the extent that control is understood to help strengthen
the economy as needed at critical moments. The desire for control on
the part of the Chinese state is more about security, power and political
stability, and economic activity is sacrificed, from time to time, but the
economic imperative has remained critical. In our interpretation, the ideas
surrounding John F Kennedy’s ‘long twilight struggle’ gain only minimal
traction in today’s China—US rivalry. US—China competition is not a repeat
of the Cold War, a contest over ideology and way of life. It is instead a matter
of political and economic dominance.
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Competition for global primacy is perhaps more evident from the actions of
the United States. But Chinass rise is coupled with its desire for geopolitical
space and international respect, and that increases pressure on its neighbours
and the existing system.

Thus, consequential is the set of signals that third nations are receiving and
to which some are already responding. As previously described, commonly
heard in many discussions is how third nations are asked to choose sides
between the United States or China. Many refuse to declare, but their
actions reveal their positions. Some larger third nations have already openly
taken up the United States’ call for containing China, and have implemented
policies accordingly.

Many third nations find appealing both China’s large, growing market and
China’s operating principles of national sovereignty and territorial integrity.
While those principles conflict with Russia’s actions in its invasion of
Ukraine, China cannot publicly condemn Russia, something China might
have done if it weren't itself a target of containment.

Our conclusion is that in today’s great power competition, there is no
longer a simple Kennedy-type partitioning of sides. Instead, the division is
far more complex and multidimensional. Complexity, however, complicates
the narrative for unifying domestic constituencies. Whether political
leadership makes it so, or citizens simplify it thus, the outcome is that today’s
geopolitical competition comes down to asking which great power will be
Number 1. Ranking is just an alias for all the myriad ways in which nations
view gains and losses in relative terms rather than absolute magnitudes
(Powell 1991). Competition over ranking makes geopolitical rivalry a zero-
sum game. One nation can ascend to Number 1 only if the incumbent loses
that position. In what we identified earlier as the core issues in US—China
rivalry, there are some zero-sum features but there are also positive-sum
ones, where both sides can gain. Trade and technological collaboration are
examples of the latter.

In contrast, zero-sum competition provides no positive-sum space.
The defining feature of zero-sum thinking is that one side wins only when
the other loses. In such a situation there is no room for compromise and
no room for win-win solutions. Unfortunately, it is a zero-sum situation

5  Posen (2023) discusses the zero-sum beliefs implicit in recent American industrial policy. The roots
and arc of zero-sum thinking specific to US residents are explored in Chinoy et al. (2023).

159



160

AT THE BRINK?

when nations begin to analyse geopolitics in terms of pure rankings: Who is
Number 1, who is Number 2? Casting the competition in terms of rankings,
one competitor rises only when its rival falls. Zero-sum thinking gets baked
into the narrative and removes any room for compromise.

A shift in political calculation from looking at absolute advantage to paying
attention to relative gains and losses has the same effect as competition over
rankings, in that prioritising the relative too locks in zero-sum thinking.
Absolute advantage analysis allows win-win outcomes. In contrast, relative
gains calculation always produces an equal loss for every gain. A relative
gains perspective makes the world, again, zero-sum.

In our analysis, therefore, an unfortunate zero-sum perspective has set in,
reducing the complex set of issues in US—China rivalry to the question
of which nation will emerge as the lead nation. Moreover, thinking
about competition in terms of relative gains and losses has strengthened
that tendency towards a zero-sum mindset. Unless this narrative can be
overturned, it will progressively edge out possible areas for compromise that
could, instead, lead to a healthier, more stable global economy for all.

Thus, it is natural that a first analysis should have led to the hypothesis that
the world has now become zero-sum.

However, more deeply, our analysis suggests that that engagement has
moved to something even worse than zero-sum. Zero-sum competition
captures the sense that compromise is no longer acceptable. However, from
the perspective of the global economy, at least in zero-sum competition,
whatever one side loses, someone else gains. The tragedy is when nations
undertake actions that produce losses for everyone in the system. This is
then not a zero-sum game. Instead, the leading example of such lose-lose
outcomes is the prisoner’s dilemma game, where win-win cooperation is
possible but is simply not chosen in equilibrium. This is what we mean by
an epic fail situation, where everyone can in principle be made better off,
but if each nation seeks to advance only their self-interest, in equilibrium
everyone ends up worse off instead. We think geopolitical competition has
acquired features of zero-sum thinking in some dimensions and epic fail
competition in yet others.

It may be useful to make the ideas that underpin this dynamic explicit.
Economic competition is when a nation attempts to get ahead by increasing
its productivity: it invests in schools, encourages research and development,
improves public infrastructure and raises human capital by developing
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skills and training the nation’s workforce. Such actions elevate the nation’s
economic performance at the same time as they improve the situation for
the whole world. Security competition, in contrast, is when one nation
attempts to get ahead by keeping others down, encircling and containing its
rivals and keeping from them frontier technologies. In security competition,
whether the nation ends up absolutely stronger or weaker is secondary: what
matters is how the nation does relative to its opponents.

It is tragic when policy thinking ignores the historically confirmed positive-
sum, virtuous circle between security and economics, and instead assumes
zero-sum competition. But in a zero-sum contest, at least someone wins.
The epic fail tragedy is even worse than a zero-sum outcome. In our current
context it is when even with win-win outcomes available, inappropriate
geopolitical narratives end up producing equilibria where everyone loses.

Systematising and extending the analysis, for an epic fail description
to apply, two ingredients must be present. First, there must be available
outcomes where everyone wins. In the international system, great power
cooperation would get us to a win-win outcome on mitigating the global
climate crisis, driving a clean energy transition, stabilising the international
financial system, efficiently sharing data in the digital economy and making
global supply chains more secure, resilient and efficient. When win-win is
possible, anything less is inefficient and suboptimal.

The second ingredient for an epic fail is that action based on individual
self-advancement, given all others similarly optimise their self-interests,
produces an equilibrium where everyone loses. A third ingredient may be
a force, like zero-sum psychology, that is preventing cooperation.

It is these two ingredients that in game theory drive the prisoner’s dilemma
game. But the current geopolitical situation is worse than a prisoner’s
dilemma outcome. Zero-sum security or strategic competition is suboptimal
in security terms: it avoids collective security and makes the world more
dangerous. The reality is that viewing economic engagement as a zero-
sum game, weaponising trade as a result, ends up self-harming, so that the
situation transmogrifies into an epic fail. The game is now no longer merely
zero-sum. The epic fail outcome results in a vicious cycle of economic
self-harm that unravels political cooperation and the Capitalist Peace.

The world today is characterised by all these features we have described.
The United States justifies its use of industrial policy based on the belief
that market failure is rife, and that growth alone is not sufficient as a goal
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for social advancement (Sullivan 2023): negative externalities destroy the
environment and improvement across the entire income distribution is
important, not just in the average. Hence, the United States feels it can
advance its national security interests and the wellbeing of its people through
industrial policy and controlled international economic frameworks instead
of free trade. China looks to reassert state control over markets and advances
a narrative of Common Prosperity whose goal is to rein in excessive
income inequality.

To those who live in neither the United States nor China, the economic
views of the great powers sound remarkably aligned.

That these positions inject a note of scepticism on untrammelled free trade
is no obstacle to international economic exchange. In finance, stochastic
uncertainty is no obstacle to markets well-functioning: the relevant
returns simply become risk-adjusted returns, rather than pure expectations.
So too international trade can easily factor in adjustments for concerns over
resilience, externalities and income distribution. The need for assurance on
supply should lead to ever greater international trade, with as many other
nations as possible, not to closing down to working with just a select number
of ‘friends and like-minded partners’.

If the United States feels that China has not lived up to an implicit bargain
of becoming liberal politically with increasing economic prosperity, China
correspondingly feels its geopolitical rival has not maintained the rules
of international economic competition.

These considerations suggest to us that the circumstances surrounding the
current US—China rivalry have now surfaced an epic fail, not just zero-
sum thinking. In this section, therefore, we have connected our theory of
zero-sum competition and epic fail outcomes to features of geopolitical
reality. We have shown how zero-sum analysis alone is inadequate, and that
geopolitics has now pushed into epic fail territory.

To further supportour theory, we now provide an account on how geopolitical
competition currently shows features of zero-sum and epic fail thinking.
What follows is obviously not an exhaustive account of developments over
the last century that bear on international economic relations. It is, instead,
an idiosyncratic narrative that brings out our framing of episodic shifts
between zero-sum perception, win-win outcomes and the epic fail game in
the global economy.
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4 Change and uncertainty in the global
economic order

Today, great power competition threatens an already weakened international
order. But is a continuing downward spiral inevitable? This section argues
the answer is no, based on historical evidence viewed through the lens of our
model described in Sections 2 and 3.

A century ago, the 1929 Wall Street stock market crash precipitated the
Great Depression, eventually manifesting as a 15 per cent fall in world GDP.
Over the following decade unemployment in the United States rose as high
as 23 per cent, and in other parts of the world up to 33 per cent. Consumer
confidence fell sharply: despite increased business and government spending
in early 1930, the fall in consumer expenditure and exports ended up
lowering aggregate demand worldwide.

In every nation the worsening economy encouraged protectionism in the
form of ‘beggar-thy-neighbour’ policies. The reasoning was that if the margin
of reward could be shifted away from foreign towards home production,
that would help lift the domestic economy and benefit domestic workers
and industry.

This thinking reversed the century-long movement towards global free
trade in the 1846 repeal of the Corn Laws in Britain, the first globalisation
from 1870 through the beginning of the First World War, and the League
of Nations’ 1927 World Economic Conference that had sought to reduce
tariffs worldwide.

Following the Wall Street crash, the US Government put in place the
Smoot-Hawley Tariff Act of 1930, increasing tariffs on tens of thousands
of imported goods. It remains debated among economists how much
the Act affected US business activity — for reasons of both timing and
magnitude. But there is little question that Smoot-Hawley sparked a raft of
protectionist measures around the world. Because other nations had trading
sectors proportionally larger, the impact on them was worse: this rise in
protectionism exacerbated the decline in world GDP*

6 Irwin (2011) and Mitchener et al. (2022) estimate that the large welfare losses for the United States
were from the retaliation, not the Act itself.
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The exigent circumstances of the Great Depression, therefore, led to a U-turn
in progress on trade openness that, around the world, many nations up
through 1929 had been steadily driving. For the United States, however, the
Smoot-Hawley Act simply continued longstanding national protectionism.
Alexander Hamilton, the first Secretary of the Treasury (1789-1795),
considered open trade impracticable, and was a strong proponent of
import tariffs and outright import bans. In the popular imagination,
Abraham Lincoln is reported to have said, ‘Give us a protective tariff and
we will have the greatest nation on earth’.” In 1896 the US Republican
Party had its party platform describe protectionism as ‘the bulwark of
American industrial independence, and the foundation of development and
prosperity’. The reasoning, given in the text of the party platform, was that:

This true American policy taxes foreign products and encourages
home industry. It puts the burden of revenue on foreign goods; it
secures the American market for the American producer. It upholds
the American standard of wages for the American workingman; it
puts the factory by the side of the farm and makes the American
farmer less dependent on foreign demand and price. (Peters and
Woolley 1896)

Over all this time, from 1846 through the mid-twentieth century, the idea
that advancing one’s self-interest is strongly connected with international
economic competition was constant and prominent. National advancement
and economic competition were always intertwined, even if the algebraic
sign on the relationship might change over time and across geographies.
No nation was indifferent, although over time they might change their
minds or disagree with one another. Pre-1929, in Britain, outside of its
imperial preferences and the world as represented in the League of Nations,
the push for open trade came hand in hand with the idea that international
exchange made one’s nation stronger and more prosperous. With the Great
Depression, however, the emergence of beggar-thy-neighbour policies made
many nations switch tack: the belief grew that a nation would be better
positioned if it disengaged from free and open trade. Protectionism became
acceptable as the way to advance national interests.

7 This is a phrase that 20th-century secondary accounts often attribute to Abraham Lincoln, but a
search through primary sources — Lincoln’s collected presidential papers and major published writings
— uncovers no evidence that he actually wrote or said it. Nonetheless, those same sources confirm that
the phrase is very much in line with Lincoln’s economic thinking, siding as it did with Whig beliefs
and Henry Clay’s so-called ‘American System’, and articulated most clearly in Lincoln’s 1861 Annual

Message to Congress (Basler 1953; The Collected Works of Abraham Lincoln, Volume 5, p. 55).
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The United States maintained throughout at least an invariant view: right
from its very founding and well into the Great Depression, the United
States consistently believed it would be a successful nation by tilting the
playing field and not engaging in free trade and open economic competition
with others.

This global convergence on protectionism and increasingly fractured
relations across countries is conjectured to be one of the critical drivers for
the eventual onset of World War II (Hirschman 1945; Armstrong et al.
2022). However, the Cold War that emerged afterwards turned out to be
formative for the world, changing again its approach to the relation between
national interest and economic openness.

In the 1950s, the United States began a profound break from the mercantilism
that had characterised its centuries-long stance on international economic
relations. Elected to the presidency in 1952, Eisenhower took greater
leadership on US foreign policy than his predecessors, and in 1955 brought
the nation into a new international agency, the Organization for Trade
Cooperation, part of the General Agreement on Tariffs and Trade (GATT)
that was actively working to lower obstacles to global trade. The statement
released upon Eisenhower’s action stated:

failure on the part of the US, the world’s greatest trading nation,
to join in setting up this organization (OTC) would cause great
dismay and disappointment throughout the free world at a time
when the Soviet Union is stepping up its foreign economic efforts.

(Egan 1955)

Put differently, the 1950s saw the United States turn away from
protectionism because it saw international trade as a way to counter the
Soviet security threat. This marked a sea change in the United States
approach to international economic relations. The globalisation of the late
twentieth century and US support of it actually began with the view that
security and economic competition were complementary.

It is helpful to pause here to appreciate the consequentiality of this
adjustment in US perspective. Some insight on this derives from comparing
the Eisenhower pivot with another development just prior to it, the so-called
San Francisco System (Calder 2004).

The 1951 US—Japan Peace Treaty provided for an integrated system of
political and economic relations in the Pacific region. Because of where the
treaty was signed, the collection of relations set up also became known as
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the San Francisco System. One of the driving ideas of the San Francisco
System was to provide Japan economic space to become prosperous and
thereby a growth engine in the Pacific region. This put into practice an
important lesson from the treatment of Germany after World War I (Keynes
1919). The United States saw this as getting ahead of what John Foster
Dulles identified as a tendency in Japan to revert to violent nationalism amid
fraught domestic political instability. Security and economics, therefore,
were intended to work together.

However, the differences were profound between the Eisenhower pivot
and the San Francisco System. The Eisenhower pivot concerned a push for
the United States to join the Organization for Trade Cooperation, a body
within GATT. The move was explicitly multilateral, and foreshadowed the
globalisation that would emerge over the next half-century. The Eisenhower
pivot attracted widespread attention and approval from GATT and like-
minded nations. It raised US soft power and elevated America in the eyes
of others.

In contrast, the San Francisco System focused US attention only on selected
parts of East Asia, and on Japan primarily. The system presented a package
of bilateral arrangements, with multilateralism notably absent (Calder 2004,
140). The San Francisco System provided special dispensation to Japan and
presented the view that that nation, with its fragile politics, should not fall
back into violent nationalist fascism. But notwithstanding even that, all
major Asian nations, apart from Japan, objected to the San Francisco Peace
Treaty (Calder 2004, 146). Under the San Francisco System,

America accorded Japan wunusually favorable (and highly
asymmetrical) trading and investment arrangements, many of
them informal, that Europe did not enjoy. These included informal
American tolerance of Japanese trade protectionism, as well as of
often substantial discrimination against foreign investment. The
US likewise insulated Japan from the reparatory demands of its
neighbors, in ways that it did not favor the erstwhile European Axis
partners, Germany and Italy. (Calder 2004, 144)

The multilateralism and openness associated with the Eisenhower pivot
were therefore notably missing from the San Francisco System. Once the
United States turned with Eisenhower’s decision, however, the significance
of and space for positive economic engagement rose dramatically around
the world.
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The bilateral hub and spoke security arrangements of the San Francisco
System and multilateralism were complements while the United States had
primacy and would supply the global public goods necessary for world order.

The Bretton Woods institutions helped to curtail protectionism and
separated trade policy considerations from national security and geopolitics
(Cooper 1972a, 1972b). Central was GATT, providing the organisational
structure for the rules-based international trade order. GATT grew into
the World Trade Organization (WTO). These developments were largely
underwritten by the United States over the past 75 years, following
Eisenhower’s landmark policy, and critically helped manage the risks from
economic engagement. As testimony to GATT-WTO success, outside the
Cold War, geopolitics and economics were largely delinked for close to
a century.

Under the US-led multilateral economic order, for those countries that had
committed to the system even during the Cold War, the conduct of trade
policy could to some extent be pursued separately from national security
considerations. Participants surrendered the right to use trade levers to
exercise political coercion, except in special and unusual circumstances.
The GATT allowed trade between countries under agreed multilateral trade
rules that largely quarantined them from geopolitics. There were, of course,
economic and political disputes between countries, and some of those
disputes led to trade sanctions and political coercion outside the rules, but
disputes were generally nested in the multilateral geopolitical order and were
the exception, not the rule. Many could be resolved peacefully within the
GATT framework. In that way, international economic policy was largely
siloed from national security policy. Within its ambit, the US hub and
spokes security system added to political stability in an environment where
multilateral trade rules could manage economic exchange to the benefit of
countries that signed up to them.

That was then, while the rules could keep pace with developments in
commerce and before the rise of China and other emerging countries
meant the system could no longer be led mostly by one superpower, the
United States. The system has steadily and fundamentally changed and is
now under the biggest threat that it has faced since its creation in the ashes
of world war.
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The postwar economic order has in part become a victim of its own
success. The structure of global power has changed dramatically, due to the
economic rise of Asia and especially China. China’s entry to the WTO in
2001 was a watershed moment for the global trading system and helped
China rise to become the world’s largest trading nation and second-largest
economy within a decade. China’s reform process and its transition from a
centrally planned economy accelerated but in key areas like the relationship
between the state and the market, with its state-owned enterprises, reform
stalled. China’s weight in the global economy means that the uneven playing
field in China has significant spillovers internationally. Not all countries
see China’s measures as an economic threat, and the world has benefited
significantly from China’s economic growth. But some advanced economies
see forced technology transfer, industrial subsidies and intellectual property
theft directly damaging their interests. Those are areas that existing WTO
rules do not adequately address.

China has also deployed economic leverage and weaponised interdependence
against other countries aimed at achieving political concessions, shaking the
confidence of many countries in China’s commitment to the spirit and rules
of the multilateral trading system.

Multilateral trade rules have also failed to keep up with modern commerce.
The WTO Doha Round of Development that was launched in 2001 failed
to conclude and, until the 12th Ministerial Conference of the WTO in
2022, there had been no multilateral agreements or significant progress
in updating rules in the WTO. Rule-making in ecommerce and digital,
intellectual property protections, labour and environmental standards and
investment protection, as well as trade and investment liberalisation has
occurred in bilateral, regional and plurilateral rather than in multilateral
agreements. The progress outside of the WTO framework is still built
on the premise of WTO-plus agreements that rely on the underpinning of
the WTO because of the uneven coverage of issues and countries across
agreements, and reliance on dispute settlement in the WTO. The patchwork
of rules from smaller agreements that try to cover these issues leave major
gaps in trade governance and could cause economic fragmentation in the
global economy.

Perhaps the biggest direct threat to the multilateral trading system has come
from protectionism in the United States. Growing inequality in the United
States that accelerated after the global financial crisis in 2008 and strategic
competition with China have led to the United States actively undermining
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the WTO. The structural problems that led to the rise of President Trump
in the United States — growth in inequality, the erosion of the social safety
net and fracturing of the social compact, as well as a political psychology
triggered by a relative decline in US global power — will take time to remedy.

The ‘America First protectionist policies of President Trump’s first
administration led to a series of unilateral trade measures aimed at other
countries that resulted in a trade war with China and managed trade deals
with Europe and Japan that are anathema to free trade. The US veto of
appellate judge appointments left the dispute settlement system in the
WTO unable to enforce its rules for all members since 2019. By the end of
2022 there was no doubt that the Biden Administration in Washington had
joined the preceding the Trump Administration on the mission to ignore
the rules-based international trading system.

The Biden Administration pursued a foreign policy for the middle class
and domestic problems drove US policy strategies and its foreign policy
posture. US Trade Representative Katherine Tai left no doubt as to the
Biden Administration’s rejection of global economic rules in her response
to the December 2022 WTO ruling against the steel and aluminium
tariffs that the United States deployed in the name of national security. Tai
declared that the WTO ‘should not get into the business of second-guessing
the national-security decisions that are made by sovereign governments’
(Lester 2023).

Article XXI of the GATT, the security exceptions, had always allowed
countries to impose restrictive measures for genuine national security
reasons. However, the exemption was never intended to be a blanket one:
there was an implicit agreement not to overstep the mark that stopped the
rules of the GATT and then the WTO from being shredded in the name

of national security. That norm holds no longer.

There is a growing overlap of interests between protectionist forces and
the national security community in the United States that has justified
large-scale industrial subsidies and extraterritorial sanctions in the name
of security.

Most recently, in the United States, the increasing focus on nation-ranking
has manifested in the real possibility of losing primacy to a rising China.
Adding to this, protectionism has seen its appeal powerfully ratcheted up
by internal socioeconomic and political challenges. The realist thinking that
has emerged to cast payoffs in terms of relative gains, rather than absolute
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benefits, has therefore unhelpfully strengthened the tendency towards zero-
sum perspectives. These developments explain why Washington’s approach
to China has changed from engagement to a goal of containment.

China’s trade policy responses too have been retaliatory. Coupled with
China’s increasingly strident nationalistic narrative, those actions have
brought into sharp relief the zero-sum competition between China and the
United States. The behaviour of both have infected policy strategies across
the rest of the world. Individual efforts to get ahead in a world perceived
to be zero-sum run the risk of a global descent into an epic fail outcome in
international economic policy last seen in the 1930s.

The Biden Administration introduced the CHIPS and Science Act in late
2022, along with export controls that sought to limit Chinese participation
in the complex international semiconductor chip trade and production
networks. There is no longer any pretence of not forcing countries to choose
between China and the United States — if US allies remain in the advanced
semiconductor business with China, they will be hit by sanctions. The Biden
Administration also introduced the Inflation Reduction Act, which created
an uneven playing field by subsidising electric vehicle manufacturing in the
United States with large-scale buy-in to industrial policy — exactly the issue
it has been accusing the Chinese of — and retreat from free trade.

This is a significant U-turn in US economic policy and a major blow to
the rules-based economic order, of which the United States had historically
been the primary defender. It’s a development of systemic importance
because the United States, however challenged its economic and social
infrastructure, remains the largest economy in the world and the world’s
second-largest trader. The United States is now less important than it
used to be in the world economy and global trade, but it’s still the world’s
superpower and its innovation and moral authority mean that countries still
look to Washington to lead.

The United States and China, the world’s two largest economies, are locked
into strategic competition and rivalry that complicates international policy
choices for the rest of the world, and particularly for their partners in Asia
that are deeply integrated into both economies. Each great power sees any
gain by the other side as a loss to themselves. Competition is, therefore,
zero-sum in perception. But in substantive ways that rivalry is epic fail,
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in each side accepting loss to itself as long as the other side is disadvantaged.
Global cooperation is impossible from the coming together of zero-sum
mindsets and epic fail outcomes.

What then, can the rest of the world — third nations — do in response to the
realities of great power competition to further global cooperation?

5 Policy implications: Third nation agency
as facilitation for inadvertent cooperation

Cooperation can bring about efficient win-win outcomes. But while
cooperation is sufficient, it is not necessary. Mechanism design is a
branch of economics that seeks to come up with incentive schemes so
that individual incentive-advancing actions alone — without the need
for explicit cooperation — will produce efficient outcomes. We call this
‘inadvertent cooperation’.

Our mechanism design proposal begins with bringing other nations into
the global discourse alongside the great powers. Third nations — those whose
people live in neither China nor the United States — constitute 80 per cent
of humanity. No third nation, by itself, would want to stand up against
either of the great powers, but that is not what we intend. Such head-on
confrontation is a simplistic view of what third nations need to do. Instead,
what third nations need to do is provide nudges that dislodge the epic fail
outcome as an equilibrium.

Third nations should set out the following:

1. Dispense with the idea that there is a top, Number 1 nation in the
world. Shoring up this exceptionalist, slightly out-of-date narrative
only continues the unhelpful perception of a zero-sum world when
blatantly many win-win positive outcomes are available, and in the case
of avoiding climate change, necessary. Instead, third nations can drive
a narrative of there being multiple Number 1 nations, each specific to a
particular problem domain.

2. Identify problem domains where third nations can provide consequential
agency. Sure, many challenges need the heft of a great power. Those
are problems whose nature makes size disproportionally effective;
that is, problems whose solutions show the benefits of increasing returns
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to scale. Military confrontation is an example of such a problem, as are
many global public goods and bads. Bottom-up rule-making by third
nations can create solutions to great powers to avoid epic fail equilibria.

3. Isolate and contain problem domains that are truly zero-sum. Nothing
any third nation or even great power can do will improve outcomes
there. Provided those zero-sum problems are in a sufficiently small
sandbox, all other issues have epic fail potential, and so need attention
to nudge them towards win-win outcomes.

4. Abide by and reinforce multilateral rules and principles even when great
powers deviate. Acting collectively sets a ‘high road’ moral suasion
example, but also helps retain most of the economics of scale benefits
of multilateralism.

By design, 1-4 are spaces where gentle nudges from third nations can
critically exercise agency to move outcomes away from epic fail equilibria.
These measures can help produce conditions and frameworks to bring
about inadvertent cooperation.®

Third nations should navigate away from situations where great powers
force them to choose sides. Economics teaches that choice expands the
space of options; it does not restrict. Thus, saying third nations are free
to choose but then reducing that decision to one of merely picking sides
— this sphere of influence or that — sacrifices logic on the altar of national
security. Conceiving choice as no more than alignment privileges the great
powers at the expense of third nations. This is not to suggest naivete or
military unpreparedness without great power protection. Far from it. But
such a casting of third nations’ choosing is nothing more than a surrender of
agency. It subordinates the broad interests of third nations to the narrower
ones of the great powers engaged in a zero-sum game of geopolitical rivalry.

There are instructive recent examples of third nation agency. One is the
appeal to the multilateral system and WTO in the G7 Hiroshima Leaders’
Communiqué as central to achieving economic security and resilience,
likely driven by host Japan with support of Canada and European countries,
given the US stance towards the WTO. Europe’s reframing of the US
approach towards China from decoupling to de-risking is another. Those
are examples from countries aligned with the United States that are acting

8  An alternative view on 1-4 is that they might even incentivise unilateral action that delivers
positive-sum outcomes. Vines (2023) refers to this as ‘concerted unilateralism’. This, in our analysis, is a
striking and important special case of inadvertent cooperation.
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to preserve their multilateral space and avoid narrowing of options. More
will be needed from the non-aligned groupings such as the Association
of Southeast Asian Nations (ASEAN) that are explicit about avoiding
picking sides. Initiatives from ASEAN in trade in the form of the Regional
Comprehensive Economic Partnership, and strategically in the form of its
Outlook on the Indo-Pacific, are expressions of multilateral and inclusive
interests that need to be strengthened.

Third nations can create the frameworks that shape engagement. These
frameworks require two conditions: first, ideas that change the incentives
for international engagement and second, groupings that mobilise collective
action to implement those ideas.

In 1961 the so-called Non-Aligned Movement (in our interpretation, the
then-counterpart of third nations) was formally established to counter
the rising bipolarity of the Cold War. The movement drew on principles
articulated at the Bandung 1955 Conference, including respect for
national sovereignty and territorial integrity; recognition of equality across
all races and all nations; settlement of international disputes through
peaceful negotiations; respect for international obligations and justice; and
prohibiting nations exerting undue pressure on others to serve the interests
of particular nations. A contemporary version, perhaps Bandung 2.0, might
be timely as a channel by which third nations can explain the dangers of
epic fail outcomes due to great power rivalry.

A broader conception of security that incorporates economic, environmental,
energy and human security objectives alongside military security can reframe
outcomes away from a vicious cycle towards a virtuous cycle, away from epic
fail to mutual positive gain. Such a comprehensive security framing is not
new in East Asia: it had been advocated strongly by Japan in the late 1970s
and subsequently integrated into ASEAN thinking. On the other hand,
political and economic fragmentation are the more likely outcomes from
conventional security responses that unwind economic interdependence,
prioritise military deterrence and weaponise economic interdependence.

6 Conclusions

Around the world, multiple global crises have emerged coincident with
the rise in every country of a national security imperative dominating the
economic imperative. A defining feature of national security concerns
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is their focus on tail risks. Given the consequentiality of such concerns,
policy formulation should give due weight to them. At the same time,
however, given the risk profile underlying such concerns, neither the
world nor the nation is necessarily made safer by allowing national security
concerns to dominate policy thinking: ignoring this is what makes for epic
failure outcomes.

To improve performance, rules are needed in economic exchange,
international markets and economic governance that appropriately factor
national security concerns into their operations. But open markets and
transparent rules and norms can do much to help preserve interactions
between nations and thus avoid epic fail outcomes that make all poorer
and, indeed, less secure.

In this chapter we have described the economics of the international
economic order, and drawn on the theoretical framing to understand current
challenges in the global economic order. The view we develop shows that
economic relations, while a critical component of world order, are too often
underweighted when held up against considerations of national security.
Such underweighting is not a statement of the authors’ personal judgement.
It refers to how the international system carries vicious-cycle dynamics that,
with appropriate nudging, can be turned into virtuous-cycle outcomes.
Unfortunately, even as perceptions around the world have become more
zero-sum, great power rivalry has worsened the equilibrium into epic fail.
In this chapter, we have also provided an empirical narrative in support of
our theoretical framing.

To summarise, the concrete implications that emerge from our analysis are
fourfold: (1) in the current situation, considerations of national security have
inappropriately edged out those of economics and economic prosperity;
(2) a zero-sum perspective has set in, and itself provides an obstacle to
improving cross-nation relations; this opens the possibility of even worse,
epic fail equilibria; (3) a recalibration of views on security and economic
factors is needed, along the lines of comprehensive security; (4) third nations
— states that are not great powers — can be critical in this recalibration.
This does not mean third nations should be vainly seeking coequality
with great powers. Instead, third nations should be looking for ways to
facilitate inadvertent cooperation. Elevating comprehensive security would
already be an important step forwards. An updated Bandung Declaration
—a Bandung 2.0, as we call it in the text — would be another. Strengthening
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open, transparent and multilateral features of existing arrangements and
bringing them together with new initiatives with appeal to positive-sum
cooperation can guide collective action that helps avoid a global epic fail.
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Can economics and
ASEAN dominate political
rivalry and competition
in Southeast Asia?

Ann Marie Murphy

Introduction

Southeast Asia is one of the world’s most diverse regions, with states differing
in terms of their size, regime type, ethnic and religious composition,
political ideology and levels of economic development. Domestic political
contestation, regional rivalry and great power competition influenced in
part by these differences have produced numerous conflicts in Southeast
Asia. These include subversion attempts from both the communist and non-
communist blocs in the Cold War, konfrontasi, Indonesia’s low-intensity war
against Malysia and Singapore, Singapore’s expulsion from Malaysia, the
Vietnam War, the Khmer Rouge killing fields, China’s war against Vietnam,
and Myanmar’s genocide against its Muslim Rohingya population. Despite
these conflicts, Southeast Asia has experienced remarkable economic
integration, raising the question of whether economics can dominate
political rivalry and whether the Association of Southeast Asian Nations
(ASEAN) has helped manage differences in Southeast Asia and between
Southeast Asian states and China.
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This chapter argues that neither economics nor ASEAN has independently
mitigated conflicts among Southeast Asian states. For Southeast Asian states,
economic, political and security concerns have always been inextricably
intertwined. The nature of these linkages, however, have changed over time
in response to shifts in the structure of the international system driven
by great power competition, the willingness of Southeast Asian states to
adhere to ASEAN norms and the ways Southeast Asian leaders legitimate
themselves domestically. The chapter illustrates that Southeast Asian leaders
have been best able to manage intramural tensions when they have common
external threat perceptions, abide by ASEAN norms which promote
ASEAN cohesion and employ common mechanisms of domestic political
legitimation which focus on economic development.

ASEAN helped overcome Cold War mistrust between Southeast Asia and
China. It has been less effective in managing recent tensions, particularly
over the South China Sea disputes in which Beijing’s maritime assertiveness
threatens the national interest of key Southeast Asian states. As a collection
of secondary states with limited hard power resources, ASEAN relies on
soft power mechanisms of conflict resolution which have failed to persuade
China to refrain from the use of force.

Economic integration between Southeast Asian states and China has
promoted regional prosperity but has not overcome security concerns.
All Southeast Asian states are tightly integrated economically with China and
regional elites perceive China as the region’s most influential economic
actor (Seah etal. 2023, 5). However, approximately two thirds of Southeast
Asians worry about China’s growing regional influence while only one third
welcome it (Seah et al. 2023, 27). China’s weaponisation of the economic
leverage created through trade is often cited as a reason for concerns about
China’s growing regional influence. Regional economic integration with
China therefore increasingly occurs despite these political risks, since it
makes Southeast Asian states more vulnerable to China.

Today, the rising intensity of Sino—American competition, with its attendant
pressure to choose sides, threatens the open, inclusive regionalism ASEAN
espouses. It also undermines the conditions that promote unity among
ASEAN members. Since ASEAN as an organisation can only act collectively
when members unite behind specific policies, this decline in cohesion
increasingly limits the role ASEAN can play in promoting regional order.



6. CAN ECONOMICS AND ASEAN DOMINATE POLITICAL RIVALRY AND COMPETITION?

To support these arguments and provide background on the evolution of
ASEAN and economic integration in Southeast Asia, this chapter proceeds
as follows. The first section situates the questions of whether economic
integration and international institutions can mitigate conflict in the
debate between realism and liberalism and outlines a three-pronged model
of political legitimation. The subsequent sections use this conceptual
framework longitudinally across four distinct time periods marked by
different levels of great power competition. A concluding section assesses
the lessons from this historical analysis and their implications for the future.

Conceptual framework

Realism, liberalism and political legitimacy

The two dominant traditions in the international relations literature —
realism and liberalism — would answer the questions of whether economic
integration and institutions like ASEAN can overcome security concerns
very differently. Realism assumes that anarchy or the lack of an international
sovereign that can provide order, mitigate conflict and enforce contracts
produces a zero-sum international system. A concern with relative gains
will lead realists to be wary of economic interdependence since it threatens
national autonomy, strengthens adversaries and can be weaponised.
As Albert Hirshman observed, a state’s ability to use economic leverage
by threatening to interrupt commercial or financial relations is ‘the root
cause of the political or power aspect of international economic relations’
(Hirschman 1945, 15-16). Realists are sceptical about the ability of
international institutions to promote order since great powers will only
create institutions that enshrine their relative power and will only abide by
international rules when it serves their interests. A realist would answer the
question of whether economics and institutions like ASEAN can dominate
political rivalry with a resounding no.

In contrast, liberals believe that economic interdependence and institutions
can mitigate the effects of anarchy and transform the international system
away from a zero-sum international system to a positive one. Liberals contend
that security is not always at risk and therefore states can engage in mutually
beneficial economic exchange without undue concern about relative gains.
Economic interdependence is viewed by liberals as a force for peace and
deterrent against conflict because states will not want to forgo the gains
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from trade by engaging in conflicts with economic partners. According to
liberals, institutions provide a venue for interaction that lowers transaction
costs, helps create expectations of future reciprocity and can create rules
and mechanisms to enforce them that help promote cooperation. Liberals
would see scope for ASEAN and economic integration to mitigate conflicts
between Southeast Asian states and with China.

There isa consensus in the literature that the safest international environment
for small states is one of great power equilibrium since it allows them to
secure benefits from all sides (Rothstein 1968, 34). In contrast, the most
challenging environments are those associated with the rise of great powers,
since they upset the equilibrium in the international system (Kennedy 1987;
Gilpin 1981; Allison 2017). Power transition theorists claim that ‘peace is
threatened when challengers seek to establish a new place for themselves in
the international order, a place to which they believe their increasing power
entitles them’ (Organski and Kugler 1981, 186). Here, conflict is triggered
not by the accumulation of resources per se, but the desire of a rising power
like China for an expansion of its political influence, military power, and
prestige. If rising powers have status quo interests, they can be integrated
into the existing order, but if they have revisionist interests, they cannot.
In the face of a rising China, the challenge for ASEAN states is to attempt
to shape China’s interests and actions so they accord with their own.

Pathways to political legitimacy

All leaders and regimes need some measure of legitimacy to remain in power
and assert authority. Legitimacy is often defined as:

the belief in the rightfulness of a state, in its authority to issue
commands so that the commands are obeyed not simply out of fear
of self-interest, but because they are believed to have moral authority.

(Alagappa 1995, 2)

The legitimisation of power relies on the conviction of the governed that
their government is principled, and they are duty-bound to obey it. The
perception that power is exercised for the benefit of the governed helps
soften the hard edges of inequality and subordination and justifies obedience
to the rulers (Alagappa 1995, 3). In the absence of such a conviction, there
can only be relations of power, not of authority. In practical terms, without
legitimacy, a government will need to increasingly resort to fear, repression
and violence to stay in power.
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Cheng-Chwee Kuik argues that there are three key routes to legitimation:
procedural, performance and particularistic (2021, 256). Procedural
legitimacy is produced through democraticelections, rule of law and attention
to social justice issues. Performance-based legitimacy is achieved through
economic development, state building and the successful management of
national problems. Particularistic narratives such as nationalism, identity
politics based on ethnic or religious appeals, and a leader’s charisma can
all be used to create legitimacy. Political leaders often use a combination
of different strategies simultaneously (257). They may make economic
policy choices based not only on a cost-basis calculation of what produces
economic gains, but also which policy choices bolster elites’ pathways to
legitimacy. Leaders may avoid policies that produce economic benefits if
they conflict with ideas of national self-determination, have disparate
impacts on different ethnic groups or otherwise carry negative legitimation
costs. Regarding ASEAN, overcoming regional tensions has often involved
persuading regional leaders to forgo the incentive to legitimate themselves
through divisive identity politics to create peace as a condition for economic
development.

The Cold War period to 1975:
Great power competition, regional
conflict and ASEAN’s creation

Overview

During the Cold War, competition between the communist and non-
communist blocs defined the international system. It was zero-sum and
took place across the ideological, economic and security domains, as well as
across the regional and domestic level. The United States, China and Russia
sought allies, fought adversaries and intervened in fragile regional states to
promote outcomes favourable to their blocs. Cold War politics exacerbated
regional tensions in Southeast Asia produced by historical animosities,
overlapping ethnic groups and divergent nationalist sentiments. ASEAN’s
creation in 1967 by five non-communist countries was a response to this
threatening environment, and an attempt to create a code of conduct to
manage regional conflicts. Regional peace was not simply an end but a means
to economic development and the prevention of great power intervention.
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As Southeast Asian leaders gained independence, they faced the decision of
what stance to adopt in the Cold War, a decision influenced by the presence
of domestic communist parties, often led by local Chinese populations
which were perceived as fifth columns for China. Thailand, the only
Southeast Asian country to avoid colonialism, allied with the United States
as did the Philippines. When Malaya and Singapore gained independence,
they oriented themselves with the West although security ties with Britain
enabled then to avoid the US alliance system. North Vietnam and South
Vietnam choose different sides. In contrast, Myanmar, Indonesia, Laos and
Cambodia all sought to maintain a non-aligned position.

Hopes that a non-aligned stance would protect them from great power
competition proved false, as both sides intervened in Southeast Asia in
ways that exacerbated tensions between regional states. Seeking to roll back
Chinese communism, the United States supplied Kuomintang (KMT)
troops in Myanmar through Thailand. Fearing the strong showing of the
Indonesian communist party in the 1955 elections, the United States and
Britain supported the Outer Island Rebellions in Indonesia from bases in
Singapore and the Philippines. The Soviet Union and United States both
intervened heavily in Laos and supported different sides in the Vietnam War.

As Southeast Asian leaders sought to build states and forge cohesive nations
out of pluralistic societies, they often legitimated themselves in ways that
triggered conflict with their neighbours. The ‘grand bargain’ that enshrined
Malay Muslim supremacy in Malaya in exchange for citizenship for its
Chinese population conflicted with Singaporean meritocracy (Van Grunsven
1992). Britain, believing an independent Chinese-dominated Singapore
state was unviable, crafted a merger between Malaya, Singapore and the
Borneo states of Sabah and Sarawak to create Malaysia in 1963. President
Sukarno, Indonesia’s charismatic founding father who legitimated his rule
through anti-imperialist nationalism, perceived the new Malaysian state as
a neocolonial project that threatened Indonesian impendence and launched
konfrontasi, a low-level war against it (see Weinstein 1969). Coming to the
defence of Malaysia, Britain and Australia ultimately stationed over 40,000
troops and a nuclear submarine in the area. Combined with Sukarno’s close
ties to China and the Soviet Union, this raised the risk that if the conflict
escalated, local states would become engulfed in a great power conflict
and lose control over their autonomy (MacMahon 1999). Illustrating the
intensity of ethnic conflicts, Malay elites kicked Singapore out of Malaysia
in 1965 during the height of konfrontasi.
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An attempted coup and countercoup in October 1965 ultimately led to the
replacement of Sukarno by anti-communist General Suharto, which created
the conditions for the ending of konfrontasi in 1966 and the creation of
ASEAN in 1967. ASEAN’s five founding members, Thailand, Malaysia,
Singapore, Indonesia and the Philippines, were now united by a common
perception of China as their primary external threat, communism
as an internal threat and a desire to promote economic development as a
mechanism to forge social cohesion and reduce the appeals of communism.
Development in turn required regional peace. Over time, these ideas would
be framed in concepts of comprehensive security and national resilience.
In contrast to realist idea that security comes from military alliances,
national resilience emphasised the internal, non-military dimensions of
security derived from economic and social development and domestic
political stability.

ASEAN's early leaders drew the following lessons from konfrontasi. First,
high levels of domestic political contestation within Southeast Asia’s
ethnically, religiously and ideologically diverse counties provided incentives
for political leaders to legitimate themselves through identity politics that
could trigger regional conflicts. Second, once regional conflicts started,
there was a risk that great powers would intervene, threatening state
sovereignty and regional autonomy. To promote regional stability, therefore,
leaders must exercise restraint and resist the temptation to stoke conflicts
with their neighbours for domestic political gains. They must also prevent
domestic problems from spilling over into neighbouring countries. Finally,
they must ensure that foreign bases and relationships with larger powers
are not used to subvert fellow ASEAN members. Regional stability was not
just an end, but also a means toward the twin goals of promoting economic
development and preventing great power intervention in Southeast Asian
affairs. ASEAN’s cardinal rules of non-interference in one another’s affairs
and respect for sovereignty are an outgrowth of these beliefs.

Despite common perceptions of threat, high levels of mistrust among
regional elites meant that ASEAN was purposefully created as a weak
organisation. There was no legal charter, formal institution or compliance
mechanism. Instead, ASEAN’s key decision-making body is the annual
meeting of foreign ministers, and decisions are made based on consensus,
effectively giving all members a veto over the organisation’s activities.

ASEAN’s creation did not signal the end of intramural conflicts between
its members.
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The Philippines revived its claims to Sabah in 1968, leading Malaysia to
cut diplomatic ties and causing the cancellation of ASEAN’s annual foreign
ministers meeting. Singapore and Malaysia continued to contest water
rights and boundaries and engage in cross-border ethnic and religious barbs
but tempered these after the 1969 race riots in Malaysia highlighted the
danger. Lee Kuan Yew refused an appeal from Suharto to spare the lives of
two Indonesian soldiers captured during konfrontasi, and their execution
triggered protests against the Singaporean embassy and ethnic Chinese in
Jakarta. Suharto resisted demands that Indonesia retaliate, an important
demonstration of restraint from ASEAN’s largest member. Despite these
tensions, understanding and trust among ASEAN’s early leaders was
painstakingly built over time.

The Cold War period 1975-1989:
ASEAN'’s shift to collective action

Overview

In the 1975-1989 period, Cold War competition continued but its intensity
diminished, and its dynamics changed with the rapprochement between
the United States and China. Regional dynamics, not outside intervention,
created the greatest challenges for ASEAN, including the 1975 communist
victories in Indochina and Vietnam’s 1978 invasion of Cambodia, which
divided Southeast Asia into ASEAN and communist blocs. Southeast Asian
states increasingly used ASEAN as a diplomatic mechanism to respond
collectively to regional crises, marking the beginning of ASEAN agency
toward extra-regional actors. During this period, ASEAN’s economies
integrated into the global division of labour, helping transform Southeast
Asian countries from communist dominos to economic dynamos.

The 1969 Nixon Doctrine, that the United States would no longer fight
land wars in Asia, the British decision to retreat East of the Suez Canal,
the rapprochement between the United States and China and the 1973 US
withdrawal from Vietnam changed the nature of great power competition.
The withdrawal of the United States and Great Britain reduced the intensity
of superpower competition, but left their regional allies feeling abandoned.
The perception of threat among ASEAN members increased following the
1975 victory of communist forces in Indochina.
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The surprise US decision to normalise relations with China, the state
most ASEAN leaders perceived as their greatest threat, created pressures to
follow suit. China’s refusal to abandon support for ‘party to party’ ties with
Southeast Asian communist parties in exchange for diplomatic recognition
heighted suspicions among Southeast Asian leaders. Nevertheless, Thailand,
Malaysia and the Philippines established ties in the mid-1970s. Indonesia
had cut diplomatic ties with China in 1967 due its perceived complicity in
the 1965 coup. Singapore, aware that Indonesia would view its establishment
of ties with China as a threat, agreed at independence not to normalise
relations with China until after Jakarta had done so. Singapore’s deference
to Indonesian sensitivities on this issue is also emblematic of the type of
accommodation that Southeast Asian leaders hoped ASEAN would foster
as a way to reduce regional tensions.

ASEAN responded to these structural challenges with a series of institutional
innovations. ASEAN held its first leaders’ summit in 1976, at which the
attending leaders signed the Treaty of Amity and Cooperation (TAC),
which enshrined a regional code of conduct codifying ASEAN’s bedrock
principles of respect for sovereignty, peaceful resolution of disputes and the
renunciation of the threat or use of force. By making the TAC open to
accession by all Southeast Asian states, ASEAN leaders hoped that it would
provide the basis for a rapprochement with the countries of Indochina, but
that would take another two decades.

The massive exodus of Indochinese ‘boat people’, refugees travelling across
the seas, that washed up on Southeast Asian shores in the 1970s marked
ASEANs first major successful case of collective action (Rajendran 1985).
Initially, the arrival of boat people triggered conflict as countries like
Malaysia refused to let them land and towed them toward neighbouring
countries. Subsequently, Southeast Asian states lobbied the UN and other
actors for financial assistance as countries of first asylum, a commitment
by Western countries to offer permanent asylum and external pressure
on Vietnam to stem the flow. These requests were largely met and helped
resolve the problem.

To enhance the collective agency of ASEAN states with its Western allies
and trading partners, ASEAN created its first Dialogue Partnership with
Australia in 1974, followed by the United States and Japan in 1977.
ASEAN’s dialogue system provides more opportunities for Southeast Asian
leaders to meet with representatives of larger powers than they could secure
bilaterally. Initially, the Dialogue relationships focused on economic and
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technical assistance for ASEAN’s developing economies. The benefits
derived from these partnerships provide an incentive for ASEAN states to
manage regional and domestic politics in a stable manner.

ASEAN'’s response to Vietnam’s invasion
of Cambodia

Vietnam’s December 1978 invasion of Cambodia, which overthrew the
Khmer Rouge regime and brought Vietnamese troops to the Thai border
ushered in another period of Cold War tensions, but this time the roots of
the conflict were local and the great power dynamics were different. Rather
than the West versus the communist bloc, the United States and China were
aligned against the Soviet Union in the strategic triangle. Vietnam remained
allied with the Soviet Union but China, formerly a key supporter, backed
the Khmer Rouge and launched a border war against Vietnam. The United
States supported its Thai ally and cooperated with China against Vietnam.
Facing its most significant regional challenge, ASEAN members developed
a collective agenda to roll back the Vietnamese invasion, forge a Cambodian
coalition out of its fractious political actors, and secure external assistance to
implement the policy.

Stating that ASEAN had a collective agenda does not mean that all
members had identical interests or common external threat perceptions.
Indonesia and Malaysia disagreed with the policy of ‘bleeding Vietnam
white’” because they viewed China, not Vietnam, as the region’s key external
threat. But with Thailand’s sovereignty at stake, leaders in Jakarta and Kuala
Lumpur prioritised Thailand’s security and ASEAN cohesion despite their
fears that allowing China to support the Khmer Rouge forces through
Thailand would enhance China’s regional influence. The 1991 Paris Peace
Agreements that ultimately paved the way for a restoration of Cambodian
sovereignty under UN auspices were based largely on ASEAN’s agenda,
and members like Indonesia and Singapore played key roles in negotiating
them. The Cambodian agreement illustrates that while ASEAN could
successfully forge agreements to solve regional conflicts, implementing them
required external resources and support. Its successful diplomatic role in the
Cambodian case illustrates ASEAN’s capacity to resolve conflicts when its
members unite behind a common policy and raised ASEAN’s prestige as an
international actor.
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Economic integration

Economic development was a goal of all ASEAN states, who viewed it as
means to social and political stability and hence performance legitimacy.
In its first decade, ASEAN commissioned studies from the UN on the
potential for regional integration along EU lines. Given the wide disparity
in comparative advantage among ASEAN states, particularly Singapore’s
status as an ethnically Chinese financial and trading entrepot, proposals
for government-led integration would have solidified the existing economic
hierarchy between Southeast Asian states. This was politically unacceptable
to leaders who sought to move beyond their status as primary-producing
economies and industrialise. This was particularly true for Indonesia, where
any political decision that would have increased its economic dependence
on Singapore would have negative political consequences and threatened
the legitimacy of ruling elites.

Instead, the original ASEAN 5 economies integrated into the global division
of labour as Japanese, South Korean and Taiwan firms offshored key
industries as they moved up the global value chain.! Regional integration
was commercially driven, and although it may have produced a similar
economic hierarchy among Southeast Asian countries to the UN proposal,
it was politically more acceptable to regional leaders.

The post-Cold War era 1990-2016:
Economic integration and regional
institution building

Overview

The end of the Cold War, emergence of US hegemony and continued
rapprochement between the United States and China largely removed the
dynamic of great power rivalry in Southeast Asia during the 1990s and into
the 2000s. ASEAN launched a series of institutional innovations, expanding
ASEAN membership and creating new regional architecture. China’s
economic rise dramatically increased its trade and investment ties with
ASEAN partners and would ultimately transform Southeast Asia’s patterns

1 Brunei joined ASEAN upon independence in 1984.
2 See Katzenstein and Shiraishi (1997).
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of economic integration. As China’s power grew, it sought to expand its
sphere of influence as transition theorists would predict, particularly in
the South China Sea, in ways that threatened Southeast Asian maritime
countries, ASEAN cohesion and regional autonomy.

Regional reconciliation and conflict resolution
in Southeast Asia

To promote regional reconciliation, ASEAN expanded its membership to
Vietnam (1995), Laos (1997), Myanmar (1997) and Cambodia (1999).
This worked successfully in the case of Vietnam, which, after decades of war,
was diplomatically isolated, poor and eager to integrate into international
institutions and the global economy. One of the few remaining communist
regimes, Vietnamese leaders worried about a loss of ideological legitimacy
and shared the original ASEAN 5 view that economic development
was a key source of performance legitimacy. Finding significant benefits
to ASEAN membership, Vietnam abided by ASEAN norms and became
a strong ASEAN supporter.

Myanmar’s entry was much more problematic due to the ruling military
junta’s refusal to accept the 1990 electoral victory of the National League for
Democracy (NLD) and its brutal suppression of the opposition. ASEAN
admitted Myanmar in 1997 over strong objections by Western states,
which urged ASEAN to make its membership conditional on political
liberalisation. ASEAN argued it had no criteria for membership given the
political diversity of its members and resented Western interference in
ASEAN affairs. ASEAN members argued that engagement with Myanmar’s
junta, rather than isolation, would best incentivise political change. Rather
than abide by ASEAN norms of managing domestic affairs to avoid negative
externalities for its neighbours, Myanmar’s repression created huge outflows
of citizens to Thailand, among others.

In Cambodia, ASEAN membership originally scheduled for 1997 was
delayed until 1999 due to a coup by Prime Minister Hun Sen’s Cambodian
People’s Party (CCP), which ended an unstable power-sharing alliance with
the royalist party that had been in place since the 1993 UN-sponsored
elections. ASEAN’s long involvement in Cambodia made it reluctant to
admit the country in the middle of a power struggle despite its lack of
membership criteria.
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Hopes that incorporating the 10 states of Southeast Asia into a unified
bloc would strengthen ASEAN’s capacity to advocate for regional interests
with outside actors were disappointed. Western states refused to meet
with their Myanmar counterparts, forcing ASEAN members to choose
between having the West or Myanmar attend ASEAN meetings, or finding
creative solutions to ensure Western diplomats did not meet their Myanmar
counterparts. More broadly, the incorporation of what become known as
the CLMV countries (Cambodia, Laos, Myanmar and Vietnam), with very
different political histories, levels of economic development and domestic
legitimation methods, has made ASEAN cohesion more difficult.

Debating ASEAN’s role in conflict prevention,
management and resolution

ASEANs role in conflict prevention, managementand resolution is disputed.
Critics of ASEAN often call it nothing more than a talk shop. ASEAN
diplomacy is characterised by what has become known as the ASEAN way.
It includes a preference for informality, consensus over majority voting,
avoidance of legalistic procedures, preferences for non-binding resolutions
and a tendency to avoid contentious bilateral issues in multilateral
discussions (Acharya 2009, 79). Rather than resolve conflicts, ASEAN
often sweeps them under the rug, which means they can be ignited when
politically expedient. ASEAN has a formal dispute settlement mechanism,
but it has never been used.> When ASEAN states want to formally resolve
disputes, they have gone to the International Court of Justice (ICJ), as in the
Malaysia—Singapore dispute over Pedra Blanca, and the Indonesia—Malaysia
dispute over Sipadan and Ligitan. Proponents of ASEAN claim talking is
critical to conflict management and that ASEAN’s greatest achievement
is the lack of war between members.

Yet shots have been fired across borders with significant casualties when
political leaders sought to legitimate themselves through nationalist issues,
as in the Thai-Cambodian conflict over Preah Vihear temple in 2008-2013.
A 1962 ICJ ruling awarded the temple to Cambodia but made no decision
on the land surrounding it. At a time of intense political contestation
in Thailand, Thai opposition leaders accused the government of selling out
Thai national interests when it agreed to support Cambodia’s petition that

3 In 2019 ASEAN signed an Enhanced Protocol on Dispute Mechanism to strengthen the ASEAN

Economic Community.
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the temple be designated a UNESCO world heritage site in 2008. With
Cambodian leader Hun Sen facing elections, the dispute provided him
with a nationalist issue that he could use to galvanise support and both
sides mobilised troops along the border. Violence forced the evacuation of
thousands along the border and left scores of soldiers and civilians on both
sides dead and many more wounded (Murphy 2012). Indonesian Foreign
Minister Natalegawa, as ASEAN chair, negotiated a ceasefire, but the troops
were not withdrawn until 2013 when the ICJ ruled that some, but not
all, the land around the temple belonged to Cambodia and Thai troops
should withdraw.

Similarly, the Philippines still formally claims part of Sabah and in 2013
a group of approximately 200 Filipino militants invaded, creating a political
crisis for both the Malaysian and Philippine governments. Ultimately, the
militants were suppressed by military force that resulted in deaths on both
sides (Hamzah 2013). ASEAN’s conflict resolution process is based on
persuasion, which only works when parties to the conflict have reasons to
be persuaded. Many conflicts among Southeast Asian states have not been
formally resolved because doing so would negatively impact the legitimacy
of political elites. As long as governments refuse to formally give up claims
to disputed areas, they remain a potential source of conflict even if the
dispute remains dormant for extended periods.

ASEAN-led architecture in the broader Indo-Pacific

The benign post—Cold War environment allowed ASEAN to take the lead in
building regional institutions such as the ASEAN Regional Forum (ARF) in
1994 and the East Asian Summit (EAS) in 2005. International institutions
are normally created by great powers. In this case, tensions between larger
states such as Japan and China created an opportunity for Southeast Asia’s
smaller states to position ASEAN at the centre of regional architecture.
ASEAN centrality gives it influence over agenda setting, which enhances
the agency of Southeast Asian states vis-a-vis external actors.

ASEAN centrality in regional institutions means that they are run according
to the informal, process-oriented ‘ASEAN way’ of diplomacy rather than
a more legal, results-oriented manner. A key ASEAN objective in the early
1990s, given the lingering mistrust of China, was to engage Beijing, where
engagement is defined as ‘the use of non-coercive means to ameliorate the
non-status quo elements of a rising power’s behaviour’ (Schweller 1999, 14).
A prerequisite for membership in the EAS is the ascension to the TAC,
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which commits signatories to resolve disputes peacefully and renounce
the use of force. ASEAN hoped it could persuade China that its interests
were best served by abiding by the norms in the TAC. China’s comfort
with ASEAN’s informality often led ASEAN to push back against calls by
Western members for more concrete, action-oriented agendas. ASEAN
played an important role in overcoming the legacy of mistrust between
China and Southeast Asian states during the 1990s, which helped pave the

way for economic integration.

ASEAN economic integration

The developmental success of Singapore, Indonesia, Malaysia and Thailand
was lauded in the Japanese-funded 1993 World Bank study 7he East
Asian Miracle, which highlighted their ability to achieve economic growth
with equity and a dramatic increase in human welfare indices such as life
expectancy, literacy and access to clean water, food and shelter (World Bank
1993). Between 1960 and 1985, per capita income increased more than
four times in Singapore and more than doubled in the other three countries
(World Bank 1993, 2). Absolute poverty declined substantially across the
region. Indonesia saw poverty rates decline from 58 per cent in 1960 to 17 per
cent in 1990 while Malaysia experienced a drop from 37 per cent to 5 per cent
over the same period (4). Sound macroeconomic and export-oriented policies
and foreign direct investment (FDI) were key to economic growth, which
contributed to social stability and performance legitimacy (13).

Until the 1990s, ASEAN’s main contribution to economic integration had
been the regional stability it helped promote, the resources gained through
its dialogue partners and the sharing of best practices. In 1992, ASEAN
created the ASEAN Free Trade Area (AFTA). At the risk of oversimplification,
ASEAN’s role in promoting economic integration has traditionally been
eliminating tariffs and harmonising trade and other rules to attract FDI
consistent with concepts of open regionalism. None of the ASEAN countries
except Indonesia have sufficiently large markets or prospects for vertical
integration across industries but ASEAN does collectively. In recognition of
the economic disparities between the ASEAN 5 and the CLMV countries,
AFTA had a two-tiered set of commitments.

Shortly after being labelled economic miracles, Thailand, Malaysia and
Indonesia witnessed their currencies plummet and economies contract
severely during the Asian Financial Crisis (AFC) of 1997-1998. The loss
of economic performance legitimacy triggered political crises in all three
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countries. To stem the economic decline, Thailand and Indonesia turned to
the International Monetary Fund (IMF) for bailout packages and expected
US support. Instead, Washington failed to contribute to the Thai IMF
package, insisted that the IMF demand structural adjustment programs that
many contend deepened and prolonged the crises, and pressured Japan to
abandon proposals for an Asian Monetary Fund that would have provided
desperately needed funding to Southeast Asian economies.

The fallout from the AFC had many lasting impacts. First, it generated
resentment against Washington’s abandonment of Southeast Asian countries
and raised concerns about US commitment to Southeast Asia that continue
to this day. Second, it provided an opportunity for China to demonstrate
its intention to be a status quo actor by making its first ever contribution
to an IMF bailout to support Thailand. Third, it led to the creation of new
ASEAN economic initiatives with regional partners to prevent and respond
to economic crises such as the Chiang Mai currency swap initiative, the
ASEAN Plus Three and the ASEAN—China FTA (ACFTA). These initiatives,
combined with Chinas 2001 entry into the World Trade Organization
(WTO), hastened the trend toward the regionalisation of ASEAN’s economic

ties and a dramatic increase in its economic integration with China.

The AFC and Chinas WTO entry produced a new pattern of vertical
integration through supply chains that were increasingly centred on China
(Plummer 2009). FDI now flowed increasingly to China, so that flows to
ASEAN in 2005 were only half of those before the AFC (Plummer 2009, 38).
As China pursued export-oriented industrialisation, it became a competitor
in both foreign and Southeast Asian markets. The early harvest agreement
of the ACFTA devasted garlic producers in Thailand, and ACFTA’s 2010
implementation led to the hollowing out of certain low-tech industries in
Indonesia unable to compete with Chinese products. The increasing trend
of multinational corporations taking advantage of the regional division
of labour also lead to new investments in ASEAN given its geographical
proximity to China. The creation of the ASEAN Economic Community
(AEC) in 2015, which aimed to create a single market and production base,
was designed to attract those investments.

The 2008 global financial crises further accelerated economic integration
between China and Southeast Asia. As Western countries slid into recession,
China enacted the world’s largest fiscal stimulus package, equivalent
to 12.5 per cent of GDP, and loosened monetary policy (Nabli 2011).
The Chinese economy recovered and grew by 8.7 per cent in 2009 and
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by 10.4 per cent in 2010. As Western FDI shrank, this marked a turning
point in the growing significance of Chinese investments in Southeast Asia
that would accelerate following the 2013 announcement of the Belt and
Road Initiative (BRI). In the 15-year period from 2005 to 2019, Chinese
foreign investments in Southeast Asia grew twentyfold, although the EU,
Japan and the United States remained the three largest sources of FDI across
this period (Goh and Liu 2021, 3). Indonesia, Malaysia and Singapore
were the top three destinations, together accounting for 57 per cent of
total Chinese regional investments (8). Although the amounts are smaller,
Chinese investments was significantly more important to smaller mainland
Southeast Asian countries, accounting for 27 per cent of FDI in Cambodia
and 70 per cent in Laos between 2014 and 2018 (2). While the largest
volume and shares of Chinese investment go to diversified and advanced
economies, China’s status as the largest investor in Cambodia and Laos,
countries with fewer options, make them more dependent on China and
hence more vulnerable to political pressures (14).

China’s South China Sea claims threaten ASEAN
cohesion and reignite great power competition

As economic integration continued, China’s actions in the South China
Sea raised tensions, threatened ASEAN cohesion and reigniting great
power competition. Overlapping territorial claims to the Paracel (China
and Vietnam) and Spratly island chains (China, Taiwan, Malaysia, Brunei,
the Philippines and Vietnam) date back decades. In 2002, ASEAN and
China signed the Declaration on the Conduct of Parties in the South
China Sea (DOC), which affirmed the signatories’ commitment to the UN
Convention on the Law of the Sea (UNCLOS), the TAC and their resolve
to settle the disputes without the threat or use of force (ASEAN 2012). The
DOC was not an attempt to resolve the underlying conflicts, but to create
the conditions conducive to future conflict resolution.

China’s 2009 publication of its 9-dash line and claims of ‘indisputable
sovereignty’ over 90 per cent of the South China Sea, including parts of
Indonesia’s Natuna island exclusive economic zone (EEZ), was a watershed
moment. China’s claims are inconsistent with UNCLOS and represent an
attempt to privatise legally recognised international waters. All Southeast
Asian claimants have protested China’s claims in the UN. China’s subsequent
construction and militarisation of artificial islands, its emergence as the
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world’s largest naval power and its willingness to use military force in pursuit
of its claims threaten the sovereignty and sovereign rights of Southeast Asian
maritime states.

Vietnam and the Philippines bore the brunt of Chinese maritime assertiveness
and sought support from their ASEAN partners. At the 2010 ARF meeting,
Vietnam used its position as ASEAN chair to marshal support to oppose
China’s claims. China lobbied ASEAN not to raise the South China Sea
issue, arguing that maritime disputes should be resolved bilaterally without
participation by outside actors, a formula that strengthens China’s bargaining
position given size asymmetries. In the end, 12 of the 27 delegations at
the ARF defied China, including US Secretary Clinton who stated that the
United States had a ‘national interest in freedom of navigation, open access
to Asia’s maritime commons, and respect for international law in the South
China Sea’ (Landler 2010). Blindsided by the coordination between the
United States and ASEAN, Chinese Foreign Minister Yang Yiechi reminded
ASEAN that China was a big country and Southeast Asian countries were
small ones (Storey 2010).

In 2012, China seized Scarborough Shoal, a chain of reefs within the
Philippines EEZ. At the 2012 ASEAN Summit under Cambodian
chairmanship, the Philippines pressed for a strong condemnation of China’s
actions in ASEAN’s joint statement. Cambodia — reportedly after conferring
with Chinese officials — refused and announced that ASEAN would not
issue a joint statement for the first time in 45 years, something Indonesian
Foreign Minister Marty Natalegawa called ‘utterly irresponsible’ (Stearns
2012). In this case, Cambodia failed to prioritise its ASEAN partner and
acted in China’s interest instead, preventing ASEAN from supporting
a member on a critical national issue.

Recognising that neither ASEAN nor its American ally could protect Philippine
interests, Manilla filed a dispute with the UNCLOS arbitral commission.
China refused to participate in the legal proceedings and retaliated against
Manilla by placing a series of boycotts on Philippine goods. China’s use of
economic coercion against the Philippines was meant not only to punish
Manilla, but also to deter other ASEAN members from challenging China’s
interests. When the UNCLOS tribunal ruled in the Philippines’ favour in
2016, China stated that it would ignore the ruling. By 2016, therefore, China
had signalled both its intent and capacity to use military force to assert its
interests in ways that threaten ASEAN maritime states, violate UNCLOS and
the commitments it had made in the DOC and TAC.
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China’s claims to the South China Sea and its construction and militarisation
of artificial islands threaten freedom of navigation, a right enshrined in
UNCLOS. China’s control over the South China Sea gives it the potential
to impose an anti-access area denial strategy that could prevent the passage
of commercial and military ships. To register its opposition to Chinese
claims and support for UNCLOS, the United States and Japan, among
others, have engaged in freedom of navigation exercises (FONOPs). China
has increasingly retaliated against FONOPs, raising the risk of a military
clash. Contestation over the South China Sea has therefore helped reignite
competition and draw great powers into Southeast Asia, threatening
regional autonomy.

The return of great power competition
in Southeast Asia: 2016-present

Overview

Since 2016, great power competition in Southeast Asia has intensified and
become increasingly zero-sum. The COVID-19 pandemic exacerbated this
competition as the Trump Administration blamed China for its origins,
and the subsequent curtailment of global trade illustrated vulnerabilities in
supply chains. Strategic competition has extended to the economic domain
where Western de-risking strategies and China’s moves toward self-sufficiency
create challenges for Southeast Asian states. Sino—US competition is also
weakening ASEAN cohesion and centrality and making it difficult to resolve
intramural conflicts like the 2021 Myanmar Coup. The ASEAN Outlook
on the Indo-Pacific (AOIP) illustrates the limits of ASEAN capacity to

promote its vision of an inclusive, peaceful regional order.

Economic integration and threats of decoupling

Southeast Asia has extensive ties with both China and the United States.
Since 2009, China has been ASEAN’s largest trading partner collectively and
today it is the largest trading partner of all 10 members (ASEAN n.d.). The
United States ranks second, but its trade of US$364 billion is approximately
half of Chinas US$669 billion (ASEAN 2021). The United States and
China are both critical trading partners, but they play different roles.
China’s centrality to regional supply chains means it is a key source of
imports for Southeast Asian countries, particularly capital and intermediate
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goods. However, the propensity of China to import from ASEAN is lower,
and as a result ASEAN’s trade deficit with China grew from US$15 billion
in 2011 to US$107.7 billion in 2021. In contrast, despite having a smaller
trade volume with the region, the United States is a vital export market
for ASEAN. In 2021, ASEAN’s trade surplus with the United States was
US$145.9 billion (Sue-Ann 2023).

The United States leads ranks as leading investor, with US investments
rising by 41 per cent in 2021 to US$40 billion, while Beijing’s investments
rose by 96 per cent to nearly US$14 billion (ASEAN 2022). However,
according to the Lowy Institute’s Power Index, China has now become the
top FDI investor in seven of the 10 ASEAN member states, including Laos
and Cambodia, as discussed earlier. China is the top FDI investor in three
of ASEAN’s larger economies, including Indonesia where China accounted
for 20 per cent of FDI inflows into the country cumulatively from 2012
to 2021. China contributed 28.5 per cent of FDI flows to Malaysia and
22.2 per cent to the Philippines over the same period. Japan was the largest
source of FDI for Thailand with 38.8 per cent, the United States contributed
26.8 per cent for Singapore and South Korea contributed 22.9 per cent
for Vietnam (Landler 2010). FDI into Southeast Asia, therefore, is very
diversified for the region’s larger, more dynamic economies and less so for
the smaller, less developed ones. The importance of FDI to Southeast Asian
GDP varies tremendously, ranging from 26.6 per cent in Singapore, the
region’s most open economy, to 1.8 per cent in Indonesia, its most closed,
as illustrated in Table 6.1.

Table 6.1: Southeast Asia’s diverse economies.

Southeast Asian | GDP US$ GDP per capita Trade Foreign direct
countries dependence |investment
Singapore 396.99 billion | 72,794.0 thousand | 338% of GDP | 26.6% of GDP
Vietnam 366.14 billion | 3,756.5 thousand |186% of GDP | 4.3% of GDP
Cambodia 29.96 billion |1,786 thousand 174% of GDP | 11.9% of GDP
Malaysia 372.98 billion | 11,109.3 thousand | 131% of GDP | 5.0% of GDP
Thailand 505.95 billion | 7,066.2 thousand | 117% of GDP | 2.4% of GDP
Philippines 394.09 billion | 3,460.5 thousand | 64% of GDP |2.7% of GDP
Indonesia 1.19 trillion 4.332.7 thousand | 40% of GDP | 1.8% of GDP

Source: World Bank, n.d., data.worldbank.org/indicator/NETRD.GNFS.ZS.
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For Southeast Asian states integrated with China and the West, the threat
of decoupling is worrying. The annual State of Southeast Asia Survey in 2023
included ‘fears of Sino—US decoupling’ among the eight issues that it asked
respondents to rank as the top threats facing the region. Respondents ranked
it fifth, below unemployment and economic recession, climate change,
increased military tensions and widening socioeconomic gaps, but above
domestic political instability, deteriorating human rights conditions, and
terrorism. The fact that respondents ranked economic issues and climate
change as their top five regional threats illustrates the comprehensive way
ASEAN elites have long viewed economic and security issues.

Southeast Asian perceptions of China

China is perceived by a high percentage of Southeast Asian elites as the
region’s most influential economic actor. In 2023, however, that percentage
dropped to 59.9 per cent, a significant decline from 2022 when the figure
was 76.7 per cent, a drop presumably caused by Chinas pandemic era
border closures and its impact on economic activity. However, 64.5 per cent
of Southeast Asians worry about China’s growing regional influence while
only 35 per cent welcome it (Seah et al. 2023, 27).

Southeast Asian elites also perceive China as the country with the most
political and strategic influence in the region. According to the 2023 survey,
41.5 per cent perceive China as the region’s most influential strategic actor
compared to 31.9 per cent for the United States and 1.9 per cent for
Japan (Seah et al. 2023, 27). Consistent with the worries about China’s
economic dominance, 68.5 per cent of respondents who viewed China as
the region’s most strategic power worried about its growing influence while
only 31.5 per cent welcomed it. These survey results indicate that economic
integration has not ameliorated Southeast Asian security concerns as liberals

would have hoped.

Southeast Asian elites see few prospects for an improvement in ties with
China. When asked why, 38 per cent cited ‘China’s interference in my
country’s domestic affairs (including over the ethnic Chinese citizens in
my country)’ and 33 per centcited ‘China’s use of economic tools and tourism
to punish my country’s foreign policy choices’ (Seah et al. 2023, 40). When
asked what China could do to improve relations with their country, 58.9 per
cent stated that ‘China should resolve all maritime disputes peacefully and
in accordance with international law’; 54.2 per cent said that ‘China should
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respect my country’s sovereignty and not constrain my country’s foreign
policy choices’ and 47 per cent state that ‘China should make bilateral trade
mutually beneficial by addressing trade imbalances’ (41).*

Assessing ASEAN agency and its limits: The AOIP
and Myanmar

ASEAN promulgated the AOIP in 2019 in response to rising great power
competition in the Indo-Pacific. As the AOIP’s opening paragraph states,
the region is experiencing dynamic economic growth and geostrategic shifts
that create opportunities to alleviate poverty and elevate living standards
but also challenges, such as avoiding the deepening of strategic mistrust,
miscalculations and zero-sum patterns of behaviour (ASEAN 2019). Like
many ASEAN initiatives, it articulates the interests of ASEAN’s member
states and is designed to influence the discourse and behaviour of outside
powers so that they are more in accord with ASEAN interests. The AOIP
outlines ASEAN’s interests in an Indo-Pacific that is open, inclusive and
a region where sovereignty, ASEAN centrality and UNCLOS are respected.
ASEAN’s emphasis on an ‘inclusive’ region was directed at China’s efforts
to dislodge the United States from Asia and US efforts to contain China.
One way to evaluate the AOIP is to assess whether it has influenced
the discourse or behaviour of outside states. China has long opposed the
Indo-Pacific concept since it includes countries like the United States and
Australia. China favours ‘Asian’ visions of regional order that exclude them.
In deference to ASEAN, however, China’s official position supports the
AOIP as ‘ASEAN’s independent initiative’, illustrating Chinese fears that
ASEAN might align with the West (ASEAN 2023).

In response to the AOIP, the US Indo-Pacific strategy now calls for an
‘inclusive’ region. The Vision Statement from the 2022 ASEAN-US
Summit states that the US strategy and AOIP share ‘fundamental principles
in promoting an open, inclusive, and rules-based regional architecture’
(White House 2022a). The AOIP has also influenced the Quadrilateral
Security Dialogue (Quad) linking Australia, the United States, India and
Japan. In 2022, the Quad leaders renewed their commitment to an Indo-
Pacific that is inclusive, and affirmed, ‘our unwavering support for ASEAN

4 The percentages do not add up to 100 per cent because respondents were asked to choose three
responses out of five answers.
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unity and centrality and for the practical implementation of the ASEAN
Outlook on the Indo-Pacific’ (White House 2022b). Therefore, the AOIP
has impacted the discourse of outside actors.

Evaluating the impact of the AOIP in changing behaviour of outside actors
in its four priority areas—maritime cooperation, connectivity, United
Nations Sustainable Development Goals (SDGs) and economics—is
difficult. These areas are so broad and ASEAN partners have a history of
collaboration in them, so any cooperative effort can be branded as AOIP’
cooperation. Indonesia will host the ASEAN-Indo-Pacific Forum (AIPF)
during the 2023 ASEAN Summit meetings, which it envisions as a platform
for the public and private sectors of ASEAN states and partners to collaborate
on concrete projects to help implement the AOIP. The AIPF will focus on
green infrastructure, resilient supply chains, digital transformation, creative
economy, and sustainable financing (Indonesian Ministry of Tourism
2023a). Concrete proposals arising out of the AIPF will be examples of
AOIP influence.

Working to enhance SDGs, economic development and connectivity
(at least among ASEAN states) is easier than devising proposals for maritime
cooperation because they are less tightly connected with Sino—American
rivalry. Given the importance of maritime issues as a driver of conflicts in
Southeast Asia, however, it is important to assess whether the AOIP has
influenced the maritime behaviour of outside actors while acknowledging
that it is more challenging than other AOIP priorities.

The AOIP has not changed China’s maritime behaviour. China is
increasingly using grey zone activities to harass regional fisherman and
confront regional naval forces. China maintains a near constant presence in
oil-rich waters to convince international energy companies that the costs of
exploration are too high, thereby denying Southeast Asian countries their
ability to exploit resources.

ASEAN has therefore been unable to resolve conflicts or constrain Chinese
behaviour in the South China Sea. Engagement with China has not
ameliorated its revisionist tendencies, and ASEAN has no mechanism to
hold China accountable to its commitments in the DOC, while negotiations
on a binding code of conduct have failed to come to fruition after years of
negotiations. ASEAN’s ability to act collectively is predicated on ASEAN
cohesion, but since 2012 Cambodia has chosen to prioritise the interests of
its Chinese benefactor over its ASEAN partners. Rather than help ASEAN
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become a bulwark against great power intervention in Southeast Asia,
Cambodia became a conduit for China. Mainland Southeast Asian states
with no claims to the South China Sea are fearful of taking positions China
opposes for fear of retaliation, rendering ASEAN relatively powerless on
this issue.

The impact of the AOIP on changing the behaviour of the Quad is clear
since it has undergone a significant evolution since 2017. No longer just
a dialogue, the Quad has promoted a series of concrete initiatives on
health, climate change, emerging technologies, infrastructure and supply
chain resilience, all areas of AOIP cooperation (ASEAN 2019). The Quad
has announced the creation of the Indo-Pacific Partnership for Maritime
Domain Awareness, which will use satellites and artificial intelligence to
disseminate real-time data on the movement of ships to enhance the capacity
of regional states to combat illegal fishing, trafficking and smuggling, all
AOIP objectives (Cooper and Poling 2022). It can be argued that the
transformation of the Quad into a provider of regional public goods in
priority areas of the AOIP is an example of ASEAN agency.

ASEAN views on the Quad have become more positive. Despite concerns
that the Quad may undermine ASEAN centrality, 50.4 per cent of ASEAN
respondents agree or strongly agree that the strengthening of the Quad will
be constructive for the region (Seah et al. 2023, 32), while 37.8 per cent of
respondents believe that cooperation with the Quad will be complimentary
to ASEAN efforts (32). Therefore, there is a potential for like-minded
ASEAN states to work with Quad members to help implement the AOIP.

In a potentially historic announcement, Indonesia as ASEAN chair
announced that the group would hold its first ever naval drill in the Natuna
islands in September 2023 to ‘reinforce ASEAN centrality’ amid the ‘high
risk of disaster in Asia, especially Southeast Asia’ (Heydarian 2023). Indonesia
initially proposed holding the exercises in waters where China’s claims
overlap with Indonesia’s Natuna island EEZ. After Cambodia expressed
reservations about participating and argued that the location would upset
China, the naval drill has been moved outside of the contested waters.

Indonesia and others are clearly attempting to signal opposition to China’s
maritime claims and actions. For maritime Southeast Asian states, their
inability to prevent Chinese encroachment on their territory compromises
nationalist performance legitimacy. Many Southeast Asian nations have also

felt uncomfortable with the FONOPs undertaken by the United States,
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Japan and others since they escalate competition. Asserting ASEAN centrality
through a joint naval exercise therefore may also reduce the perceived need
of outsiders to conduct FONOPS (Marciel 2023). If the initial drill was
successful and ASEAN drills became more routine, then the need for the
United States and others to conduct FONOPS would be reduced.

ASEAN'’s role in conflict resolution: The 2021
Myanmar coup

The February 2021, the Myanmar military coup against an NLD government
that had just won an overwhelming electoral victory created a critical
challenge for ASEAN. ASEAN leaders convened a special summit meeting
in Jakarta in April 2021 at which the junta leader agreed to a Five Point
Consensus to resolve the crisis, including an immediate end to violence, and
dialogue among all parties. The junta has not only failed to implement the
consensus, but also launched a brutal crackdown against the opposition that
has morphed into a civil war. ASEAN responded by disinviting Myanmar
leaders to high-level meetings, where the Myanmar chair is kept empty, and
sending envoys to persuade the junta to take steps toward reconciliation.

These efforts have failed.

In contrast to ASEAN norms that members should promote economic
development, and limit appeals to identity politics to promote national
resilience, the Myanmar military has done the opposite. Myanmar’s 2010
political opening was motivated in part by a desire to integrate into the
regional economy, which required the lifting of Western economic sanctions.
The conflict triggered by the coup, however, led the economy to contract
31 per cent in 2021 before growing 3 per cent in 2022. During its short
democratic era, political elites in multi-ethnic Myanmar mobilised popular
support by promoting a militant Buddhist nationalism that targeted the
country’s Muslim Rohingya population, leading to the exodus of at least
650,000 refugees in what the UN has called a genocide. Utterly lacking
in either performance or procedural legitimacy, the junta must rely on the
use of force to retain power, and its ability to secure weapons from Russia
among others has enabled it to continue its brutal repression and resist
ASEAN efforts to promote reconciliation.

ASEAN unity on Myanmar has been fraying after two years of unsuccessful
attempts to resolve the conflict. ASEAN is split between more authoritarian
regimes, which contend ASEAN should abide by its non-interference
principle, and more liberal ones, which advocate greater pressure on the
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junta. Some ASEAN members have advocated letting Myanmar return to
the ASEAN fold, something that liberal members have opposed due to the
legitimacy it would confer on the junta. Over 20 per cent of elites in Brunei,
Indonesia, Malaysia, the Philippines and Thailand think ASEAN should
utilise harsher measures again the junta and 13.7 per cent overall think
Myanmar should be expelled. In contrast, over 40 per cent of Laotian and
Cambodian respondents advocate non-interference. The Myanmar coup
has not only revealed ASEAN’s limits to resolve regional conflicts but is also
creating disunity that weakens the organisation.

ASEAN'’s weak institutional structure impedes
conflict management and ASEAN centrality

ASEAN’s weak institutional structure impedes its efforts to manage
intramural tensions and to influence outside actors. ASEAN has a secretariat
headed by a Secretary General with no independent authority to speak
or act on the organisation’s behalf. Decision-making power remains fully
vested with the governments of its members and the consensus decision-
making rule gives each member a veto over ASEAN actions. Hopes that the
2007 adoption of the ASEAN Charter would strengthen the organisation
have been disappointed.

Indonesia announced that strengthening ASEAN’s institutional capacity
and effectiveness was a key priority for its 2023 chairmanship and many
hoped it would be able to push through institutional reforms as it has in the
past (Indonesian Ministry of Tourism 2023b). ASEAN has no mechanism
to suspend or expel a country like Myanmar. Proposals that the Charter
be revised to include such provisions and to change the consensus voting
requirement have reportedly been rejected. To date, there have been no
changes to ASEAN’s institutional structure under Indonesia’s chairmanship.

ASEAN centrality — ASEAN members host most of the region’s major
diplomatic meetings — is a source of influence over outside actors and
maintaining it is a key ASEAN objective. ASEAN members use its agenda-
setting role to promote their priorities to their counterparts from outside
Southeast Asia, which gives ASEAN some influence over the terms on
which great powers engage in the region (Connelly 2022). This is a source
of agency for a diverse collection of small and medium-sized countries
that might otherwise be passive objects of great power diplomacy. ASEAN
meetings also create opportunities for bilateral side meetings with outside
actors that members would not otherwise have.
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ASEAN centrality is currently being challenged by initiatives from both the
West and China. The Quad and AUKUS (the trilateral agreement between
Australia, the United Kingdom and the United States), according to one
expert, are results-oriented initiatives that represent a vote of no-confidence
in process-focused ASEAN (Bisley 2022). Similarly, China’s Lancang-
Mekong Cooperation Initiative, its BRI Summits and its Global Security
Initiative aim to incorporate countries into Sinocentric multilateralism.
A decline in ASEAN’s importance to outsiders could mean a decline in
ASEAN’s importance to its members, which would further weaken it.

Southeast Asian elites increasingly worry that rather than serving as a
bulwark against great power competition, ASEAN will become a venue
for it. According to the 2023 State of Southeast Asia Survey, 73 per cent
of respondents believe ASEAN is becoming an arena of major power
competition and fear that its members may become major power proxies
(Seah et al. 2023, 10). Regional elites are disappointed with ASEAN’s
effectiveness, with 82.6 per cent of respondents saying that the organisation
is ‘slow and ineffective, and thus cannot cope with fluid political and
economic developments’ (10). The sense that ASEAN is simply reactive to
external developments, unable to effect change, and becoming irrelevant
in the new world order is felt strongest by Vietnam, at 93.4 per cent, and
Singapore, at 89.9 per cent. In sum, the people with the largest stake in
ASEAN are worried about its ability to play an effective role in promoting
regional order.

Conclusions and prospects for the future

This chapter has illustrated that ASEAN and a desire for economic
development have played important roles in managing tensions between
Southeast Asian states. A shared belief in the importance of economic
development to socio-political stability and security have created strong
incentives for Southeast Asian leaders who subscribe to these tenets to
manage tensions. ASEAN, however, has no independent agency over its
members. Instead, its agency comes from the willingness of its members
to abide by ASEAN norms, privilege the interests of ASEAN partners over
external actors and resolve disputes peacefully. When these conditions do
not hold, as with Myanmar, ASEAN is ineffective in managing tensions.
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ASEAN and economic integration also played an important role in
mitigating tensions between Southeast Asia and China in the 1990s and
early 2000s, as liberals hoped. However, as realists would predict, as China
has become more powerful it refuses to be bound by ASEAN rules. Instead,
it is seeking to shape the regional environment in its interests by pursing
its maritime claims and incorporating Southeast Asian states into a more
exclusive, Sinocentric order. Southeast Asian leaders recognise China as
the region’s leading economic and political power, but do not welcome
its influence, illustrating the economic integration has not overcome
security concerns.

What lessons does this analysis hold for the future?

ASEAN is increasingly unable to act collectively vis-a-vis outside actors due
to a lack of cohesion. ASEAN is divided along a series of distinct fault lines.
First, the geographic one between mainland and maritime Southeast Asia,
which roughly correlates with a second fault line in levels of development
between the wealthier, original members and their CLMV counterparts, as
illustrated in Table 6.1. Geographic proximity to China, size asymmetries
and lower levels of development make Myanmar, Laos and Cambodia
more dependent on China economically and hence more susceptible
to its political influence. On the South China Sea, Vietnam aligns with
ASEAN’s maritime states, but Hanoi’s sensitivity about external political
pressure means that on political issues like Myanmar it aligns with Laos and
Cambodia. Today, Laos, Cambodia and Myanmar are increasingly falling
into China’s sphere of influence. In contrast, Southeast Asia’s maritime
countries are pursuing more intensive security cooperation with Western
countries. ASEAN cohesion is therefore undermined by a series of cleavages
and divergent orientations of its members toward great powers.

Given Southeast Asian concerns over ASEAN’s effectiveness, is it possible
to envision ASEAN innovating institutionally? In the absence of a black
swan event, or significant changes in the domestic politics of ASEAN
states, it is difficult to envision ASEAN reform. Indonesia’s proposal for an
ASEAN naval drill and Cambodia’s opposition to it illustrate the challenges.
For innovation to occur, ASEAN must formally abandon its consensus
rule, informally agree to act in the absence of consensus as ASEAN-X,
or members must change their policy positions, something most likely to
occur in response to domestic political change. For example, the new Phua
Thai—led government in Thailand has criticised its predecessor’s engagement
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with the Myanmar junta. A transition away from the military government
in Myanmar and the CCP in Cambodia could usher in changes, but it
is difficult to imagine that occurring in the short term. ASEAN’s role in
promoting regional order will therefore likely decline in the face of rising
Sino—American competition. As a result, ASEAN centrality may decline as
well, as illustrated by the absence of Xi Jinping and Joe Biden from the 2023
ASEAN Summit meetings.

Substantive cooperation on functional issues is therefore likely to occur
in minilateral groupings of ASEAN members, at times in concert with
outside partners. In the maritime domain, this already occurs in trilateral
cooperation between Indonesia, Malaysia and the Philippines in the Sulu
Sea patrols, Indonesias expansion of its bilateral Garuda Sheild naval
exercises with the United States to a multilateral ‘Super Garuda Shield” and
Philippine trilateral exercises with Japan and the United States, and it can
be envisioned with the Quad (US Embassy Jakarta 2023). It is important
to note that an expansion of security ties does not equate with ‘choosing
sides’ amid great power rivalry. Instead, these are policies made in pursuit of
national security interests. At the same, they indicate an alignment on the
values that should underpin regional order, such as ASEAN’s longstanding
commitment to sovereignty and UNCLOS.

ASEANs role in promoting economic integration may be relatively more
successful, despite external pressure about decoupling. In contrast to zero-
sum security dynamics, there is much greater scope for collaboration in the
economic domain. All ASEAN states have an interest in enhancing economic
prosperity and will attempt to devise policies to further the AEC’s goal of
transforming ASEAN into a single market and production base to facilitate
trade and attract investment. Moreover, Southeast Asia’s importance to
vital economic sectors such as microchips, critical minerals and electronic
vehicles gives it potential leverage over China and the United States. Many
trade and investment decisions are made by private sector actors, who are
not as constrained by geopolitical considerations as states and will be more
influenced by the attractiveness of economic opportunities in ASEAN.

The need for economic performance legitimacy, and China’s importance to
that end, gives Southeast Asian states a keen incentive to continue economic
integration with China despite concerns about its influence. For ASEAN’s
maritime states, China’s dual status as a source of prosperity and a security
threat poses a dilemma. China has been an issue in recent Malaysian and
Indonesian elections, illustrating the risk that close economic ties with
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Beijing can be politicised when it threatens territorial integrity. Whether
there are opportunities for the more developed Southeast Asian states to
take advantage of the current economic competition to diversify and de-risk
their own trade and investment relationships to reduce this risk is unclear.

No Southeast Asian state wants to make a binary choice between China and
the United States. Instead, regional leaders will navigate a more complicated
set of functional areas in pursuit of national interests and choose those
options that enhance their domestic legitimacy. These decisions in turn will
influence the shape of regional order. As one regional expert recently argued,
‘regional order begins and ends with domestic legitimacy’ (Laksamana n.d.).
Like-minded Southeast Asian states with similar conceptions of the path
to political legitimacy derived from economic development, social stability
and regional autonomy will continue to collaborate on policies to achieve

these ends even if a lack of ASEAN unity makes that process more difficult.
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The new economic security
doctrine and the deployment
of 5G networks

Hosuk Lee-Makiyama

Introduction

In recent years, both highly predictable long-term trends (like the
increasing assertiveness of China) and highly serendipitous but disruptive
events (like the pandemic) have rewritten the conditions for trade policy.
The notion of economic security has been brought to the forefront due
to the perceived vulnerabilities of global economic interdependencies and
supply chain security. At the recent G7 Hiroshima summit, strengthening
resilience was deduced from reducing such economic vulnerabilities
(the strategic approach of so-called ‘de-risking’) and coordinating action
among its members to counter malign practices that exploit and reinforce

them (G7 Leaders’ Statement 2023).

Despite the popularity of the concept among geopolitical experts, cases where
de-risking has been put into practice are relatively few. An early exception
was Chinese mobile networks from Huawei and ZTE that were subject
to technical and judicial measures since the rollout of fourth-generation
(4G) networks among G7 countries in the 2010s: network equipment from
competitively priced Chinese companies was subjected to an informal ban in
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the United States, while Huawei was subjected to screening requirements
in the United Kingdom and geographic limitations in France, where radio
units could not be placed in Paris and other administratively sensitive areas.

In that regard, digital infrastructure was an early example of de-risking. It is
also a more explicit example of ‘securitisation’ of technology than today’s
discussion on semiconductors, which primarily pose security risks by affecting
the future competitiveness of nations. The impact of 5G networks and
other domains of critical digital infrastructure is arguably a more immediate
and plausible national security risk, as 5G is the critical infrastructure that
already underpins and controls all other types of critical infrastructure and
societal functions.

Hence, a series of G7 statements — most recently the Leaders’ statement
at G7 Hiroshima — put the resilience of digital networks, with all their
subdomains, at the heart of the definition of economic security, as well
as defining ‘countering illegitimate influence, espionage, illicit knowledge
leakage, and sabotage’ as a collective objective (G7 Leaders’ Statement 2023).

It is evident that multilateral rules and market-based solutions — in the form
of trade liberalisation, global standards and the privatisation of state-owned
telecom operators — created undesirable outcomes where foreign technology
vendors made unexpected strides into domestic markets. As these market
outcomes sometimes handed over the control of core strategic functions to
foreign entities, it was perceived that strategic integrity and autonomy of the
sovereign were at stake — especially as neither diplomatic treaties (e.g. ‘no
spy agreements or indemnity clauses) nor engineering solutions (through
testing) could avoid these outcomes.

But all governments spy, ipso facto. To take the most famous example,
the US National Security Agency (NSA) used commercial ‘over-the-top’
services: in 2013, several NSA programs for signal intelligence (SIGINT),
including PRISM, BLARNEY and Xkeyscore, were revealed to engage in
upstream data collection via US-owned social media, streaming and email
services. China is alleged to be the host country of several advanced persistent
threat groups (Mcwhorter 2013; Insikt Group 2017), with leading cyber
forensics firms making the case that hundreds of intrusions into commercial
companies could be traced to a branch of Chinese armed forces rather than
freelance groups (Mcwhorter 2013).



7. THE NEW ECONOMIC SECURITY DOCTRINE AND THE DEPLOYMENT OF 5G NETWORKS

While any unambiguous evidence or ‘smoking guns on upstream data
collection using network equipment is somewhere between few and far
between and non-existent, the integrity of the information can never be
guaranteed during interconnection through foreign territories — when data
pass through outside networks to reach the intended recipient (General
Intelligence and Security Service of the Netherlands and the Directorate
General for Safety and Security at the Ministry of Interior and Kingdom
Relations 2011), or if the national telecom infrastructure has ‘unpublished
features’ that would allow for interceptions, control or degradation
of the network.

In response, G7 statements point to de-risking through ‘trusted vendors’,
diversifying into multilayered networks (consisting of terrestrial networks,
submarine cable networks and non-terrestrial networks) and deploying
novel technical concepts like Open RAN (G7 Leaders Statement 2023;
G7 Digital and Tech Ministers’ Declaration 2023). Unlike in other critical
sectors, these de-risking and diversification strategies have been implemented
extensively. However, the interpretation of ‘risks” and ‘trust’ diverge across

the Indo-Pacific and even within like-minded groups like the G7.

The evolutions of law and technology turn 5G into a conflict without any
viable solution; where open trade, market-driven standards and commercial
decisions are being rethought. Two successive (and very different) US
administrations have embraced a narrative that has unleashed a raft of export
controls and a global diplomatic campaign to curb Huawei’s commercial
successes in Europe and the Asia-Pacific. At the same time, China has
retaliated against “Western’ vendors (like Samsung, Ericsson and Nokia) for
both commercial and security reasons for its ambitions towards a ‘Secure
and Controllable’ society.

Ultimately, industrial policy consideration has overtaken any trade or
security considerations with the emergence of Open RAN. In particular, the
O-RAN Alliance, an industry consortium jointly led by the United States
and Chinese firms, has become strongly associated with the concept. The
approach has created a pathway for the United States and minor Chinese
vendors to re-enter the 5G/6G market while marginalising technology
industry leaders like Huawei, Ericsson and Nokia.
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National security implications of 5G

Digitalisation has increased the scope and potency of cyber espionage, with
an increasing number of incidents before 5G. Still, the calls for intervention
coincide with perhaps the biggest technological shifts in the modern
information infrastructure: the deployment of 5G networks, which will
digitalise an unprecedented amount of corporate and government data.
The potential dividend of cyber espionage has increased exponentially
(Lee-Makiyama 2018), which has prompted government action.

These developments break with the openness, inclusiveness and global
competition enabled by internationally unified standards under 3GPP
(the 3rd Generation Partner Project) that made the world market
essentially interoperable starting from the 3G and 4G era, thanks to the
Universal Mobile Telecommunication Systems and Long-Term Evolution
standards, with minor local variations and frequency bands. Multilateral
trade liberalisation also served as a catalyst: the World Trade Organization
(WTO) Information Technology Agreement eliminated all import duties
for telephony equipment like switchboards and transmission cables in
1996 (Lee-Makiyama 2011), but few trade negotiators understood that
the products that would succeed them — like cloud infrastructure and base
stations — would one day store all our personal data or government operations.

Following the large-scale privatisation of public telecommunication networks
in the 1990s and 2010s, the buyers of network equipment (i.e. telecom
operators) were often private or semi-private entities. As commercial
businesses, they had neither natural inclinations nor obligations to consider
national security risks. Many had overpaid for spectrum licences or had
financial institutions as shareholders that demanded high dividends.
Certain areas (like in Europe and Southeast Asia) also suffer from critically
low average revenue per user, which, taken together, provide irrepressible
economic incentives to use the cheapest possible vendors or most favourable
terms of credit.

Technically, the elevated concerns arising from 5G are rooted in how it
operates differently than previous architectures. In previous generations,
until 4G, the most sensitive parts of the network — the so-called core network,
where sensitive functionalities like access control, authentication, routing
and connection to the internet take place — could be limited to trusted
vendors. The radio access network (RAN), consisting of radio antennas and
base stations on the field (also making up most of the investments), could
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be supplied by competitive Chinese vendors. Specific mobile base stations
deployed in the field can be tapped at strategically important locations with
litele risk of detection, as information could be exfiltrated as normal user
traffic or embedded in other traffic. Attacks on the RAN could also lead to
other national security threats, such as disruption of service or threat actors
repurposing the base stations to redirect, modify or duplicate traffic while
still appearing to function normally.

But breaking into a well-protected telecom network and laying out the
backdoors required to grant persistent access and extract information
requires years of reconnaissance and abundant computing power. Indeed,
only well-resourced actors — such as national governments — have access to
expertise and resources to successfully perform such SIGINT operations,
using their resources and domestic technology companies. Such data
collection via network equipment fit into Western preconceptions of
Chinese intelligence practices as relying on tradecraft familiar to Western
counterintelligence services and pursuing high volumes of low-grade (if not
entirely unclassified) information (Mattis 2012).

Legal developments also proved to be crucial. China had reformed its laws
prior to 5G deployment and increasingly codified a legal basis for its public
security and data management practices, which are normally extra-legal
in nature. China’s National Intelligence Law of 2017 required all Chinese
citizens and businesses to collaborate with China’s security agencies under
punitive sanctions (Standing Committee of the National People’s Congress
2018, article 14), giving Chinese intelligence and counterintelligence
agencies — the Ministry of Public Security, the Ministry of State Security
(MSS) and signal intelligence units of the People’s Liberation Army (PLA)
(Third Department of the Joint Staff Department, 3PLA) — the legal basis to
read or collect relevant files (article 16), or gain access to any ‘communication
tools’ available to a Chinese company or individual (article 17).

While some jurisdictions — notably Vietnam and the United Kingdom —
have policies which require private businesses to surrender data or require
technical changes be made to software and systems (including the installation
of backdoors) to be used at the discretion of intelligence agencies, such
provisions are carefully confined within their own territories (National
Assembly of Vietnam 2013)." In contrast, both US and Chinese intelligence

1 The United Kingdom’s Investigatory Powers Act of 2016 mandates that governments can issue
‘technical capacity notices’, see also Hern (2017).
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laws uniquely oblige their nationals to surrender data extraterritorially and
provide a broad legal basis for their security and law enforcement agencies
to access foreign data. China’s intelligence law provides a legal basis for
MSS and 3PLA to compel Chinese entities to support national intelligence-
gathering activities abroad under punitive sanctions, similar to the US
Cloud Act or the Foreign Intelligence Surveillance Act (US Congress 1978).

However, US and Chinese laws differ on safeguards, proportionality and
purposefulness. For instance, under US law (whose safeguards EU courts
rejected as inadequate), the objective is subject to a court review ex parte of
probable cause before a warrant is issued and subject to time limits. Under
Chinese law, necessity and legitimacy are self-determined by the executive
branch or determined ex post through disciplinary action. Since the Snowden
revelations, the United States has also reformed the Judicial Redress Act to
extend the civil remedies thereto only available to US citizens to overseas
citizens (from a positive list of countries), thereby setting a high expectation
in Europe that the Chinese legal system could not realistically match.

In conclusion, China’s National Intelligence Law was an atypically public
admission of extraterritorial intelligence obligations that prompted other
governments to a firm policy response. Whether SIGINT using public
telecommunication networks generated valuable intelligence, most
countries in Asia-Pacific are still building up their national cyber emergency
response teams in charge of critical infrastructure and establishing a better
functioning incident response strategy. Few countries outside the Five Eyes
partnership have developed active cyber defence capabilities with effective
and proactive measures in anticipation of an attack.

In reality, targeted networks, organisations or individuals often lack forensic
tools for securing evidence for later attribution. Even if attribution could
be proven, there are no enforceable international legal norms against cyber
espionage — nor is it an infraction of international law. Any threat of legal
sanctions is not credible, given the threat of retaliation and immunity of
sovereigns. The US Department of Justice has indicted PLA officers (FireEye
iSight Intelligence 2016; Accenture 2017; Booz Allen Hamilton n.d.),
but cyber espionage is an attack vector that cannot be litigated through
international courts or treaties like the Budapest Convention (Europol
2017). Even the effectiveness of bilateral treaties like the China—US
cybersecurity agreement (signed by Presidents Xi and Obama in September
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2015, where the signatories agreed not to engage in commercial cyber
espionage) is heavily disputed since there are no means to verify compliance
with its obligations.

Meanwhile, the security of network equipment had ceased to be a
straightforward technical assessment where their trustworthiness could
be proven through technical tests: rather, security became a matter of the
trustworthiness of the vendors, where their autonomy against their home
government was increasingly highlighted — transparency concerning a 5G
vendor’s ownership structure or legal obligations laid down in intelligence
laws — and implicitly a matter of where the supplier was headquartered,
with aspects like rule of law, separation of powers and independence of the
judiciary under that system.

De-risking strategies and implementation

Sales restrictions against Chinese network equipment were problematic but
sales were not de jure restricted in most countries during the 4G era. The US
House Intelligence Committee released its first report raising concerns over
Huawei and ZTE and their alleged propensity to surveil on behalf of the
Chinese Communist Party (CCP) in 2012 (US House of Representatives
2012), while no formal ban was in place. However, Chinese equipment
and investments were deemed suspicious since 2008 when Huawei was
‘discouraged’” from acquiring the ailing device manufacturer 3Com even
before the Committee on Foreign Investment in the United States — an
interagency government committee with the authority to block foreign
investments — could intervene in 2008 (Weisman 2008).

In 2013, the European Union initiated its first-ever ex officio investigation,
without any formal complaint by an injured party, into China, on
accusations of antidumping and countervailing duties that were originally
rooted in purely commercial concerns; in particular, export credits and
subsidies under non-commercial lending terms allegedly offered by the
China Development Bank and other credit institutions to Huawei and ZTE
(Chaffin 2013). Although the duties never materialised, security measures
were imposed. For instance, French telecom operators were permitted to use
Chinese vendors only outside the administrative capital area of Paris and
faced nationwide restrictions on core networks. In the United Kingdom,
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products were required to undergo testing in the United Kingdom’s Huawei
Cyber Security Evaluation Centre, specifically established to screen Huawei
products in 2010 (Milmo 2013).

Australia took the first vendor exclusion decision with the 2018 Telecom
Sector Security Review (TSSR). Its analytical framework did not just
provide guidance to the local markets but also internationally and proved to
have an impact beyond Australia, with several countries initiating strategic
reviews of 5G vendors.

In the first instance, TSSR pointed to the vulnerability of its digital societies,
dependency on trustworthy networks and ‘involvement of vendors who are
likely to be subject to extrajudicial directions from a foreign government that
conflict with Australian law’ (Fifield 2018). TSSR was also firmly rooted in
the new challenges presented by 4G and 5G architectures, deeming previous
guidelines — where Chinese vendors were merely restricted from supplying
core networks — inadequate, as sensitive functionality of core networks
and RAN will now overlap. Australia’s decision reads, ‘5G is designed so
that sensitive functions currently performed in the physically and logically
separated core will gradually move closer to the edge of the network
(Fifield 2018). At the same time, technical features like virtualisation
make the distinction between the two parts less relevant for a national
security assessment.

Ultimately, Australia’s decision was never an assessment of the product or
individual suppliers but its understanding of Chinese law, 5G architecture
and the remedies available to de-risk the presence of high-risk vendors
(HRVs). The subsequent decisions taken by other governments have largely
proceeded according to the same analytical steps, albeit in different legislative
forms. While the vast majority of vendor exclusions were de jure and took
the form of executive orders or legislative approaches, Japan and Singapore
have excluded vendors through commercial decisions — that is, where
operators voluntarily chose to use trusted vendors in order to win the beauty
contests for secure networks to win 5G spectrum licences. Technically, the
authorities never stipulated any trusted vendor requirements or designated
any vendor or jurisdiction as ‘high risk’, thereby avoiding diplomatic
confrontation. India and Canada are moving in a similar trajectory, where
Chinese equipment in various domains is being phased out with each new
release of 5G protocols.
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Some de-risking measures designated the incumbent and largest operator or
the state monopolist to be free from Chinese vendors. Notable examples of
such an approach include Korea and Spain. Similarly, China’s Ministry
of Industry and Information Technology controls precise distribution of
market shares among domestic and foreign vendors since all mobile operators
are state-owned. In other cases, quantitative ceilings were introduced by
law in EU countries like France, Belgium and the United Kingdom (which
later changed to full exclusion), where designated HRVs were typically
allowed up to one third of a commercial RAN. The threshold was carefully
calibrated to cap any cost savings to ensure they do not exceed the increased
costs of managing multiple vendors, thereby strongly disincentivising the
use of HRVs.

But more often than not, 5G boiled down to an all-or-nothing approach:
to either allow all vendors to bid for the entire 5G network or to deem
them to be a risk from all its parts, since 5G changes how the networks
operate and increases the potential security risks where previous safeguards
are insufficient. Australia, New Zealand, Vietnam, Taiwan, the United
Kingdom, Sweden and several countries in the Baltics and Eastern Europe
impose either de facto or de jure bans on Chinese equipment. These
exclusions are distinct from typical run-of-the-mill economic protectionism
since none of the countries besides Sweden had any domestic suppliers
to protect.

In this context, the United States is something of an outlier. The United
States was de jure open to Chinese vendors until August 2018, when the
US Government signed off on the John S. McCain National Defense
Authorization Act for Fiscal Year 2019 (the NDAA or ‘McCain Act).
Its Section 889 outlined broad commitments to prohibit the federal purchase
of telecommunications and video surveillance equipment from five Chinese
companies: ZTE, Huawei, Hytera Communications, Hangzhou Hikvision
and Dahua. Later, in 2022, the Federal Communications Commission
(FCC) banned any new sales from the same companies.

Since the NDAA and the FCC decision codified existing market rules, they
had virtually no effect on the security of US mobile networks in practice,
as they were already free from Chinese equipment from a de facto ban.
Instead, US policy emphasises export controls as the US Department of
Commerce added Huawei to the Entity List of embargoed companies
in May 2019. This designation prohibits all US firms and their affiliates

from supplying Huawei with goods, services and intellectual property,

221



222

AT THE BRINK?

subject to a government-issued waiver. In practice, Huawei has been
obstructed from sourcing vital components, like chipsets and virtualisation
software, from US suppliers.

By contrast, ZTE — the much less successful and self-professed state-
owned enterprise (SOE) that does not deny its origins from the PLA —
has dodged the brunt of US export controls. In fact, ZTE and other state
enterprises with stronger ties to Beijing have evaded the Entity List after
the Chinese government negotiated with Washington on their behalf.
To this day, the US Treasury does not designate ZTE as a ‘Chinese Military
Company’, and so it continues to enjoy unfettered access to US technology,
suppliers and financial services. As we shall see, this inconsistent and
contradictory application of sanctions has inevitably led to some paradoxical
market outcomes.

Industrial policy and pathway to
indigenous suppliers

3GPP has become an umbrella for all the standardisation forums necessary
for mobile telecommunication, with seven regional standard designation
organisations, including China and the United States, as primary members.
Eighteen technical specification groups specify every aspect of a mobile
network and devices in a transparent and collaborative manner and resulting
standards are publicly accessible as open source.

Prior to 4G, China had opted for a diverging national standard — TD-
SCDMA — which was developed behind closed doors and created a separate
ecosystem of SOEs like ZTE and Datang, who never grew out of their
addiction to standards protectionism. Huawei was the first to choose to
compete in the open market outside of this ecosystem and become more
competitive than any other Chinese vendor — which eventually led to
China’s embrace of international 3GPP standards.

While many observers attribute Huawei’s success to its access to capital,
its internationalisation would not have been possible without its early
bet on the convergence of regional standards that emerged from 4G and
onward. Conversely, European network equipment manufacturers and
device manufacturers like Apple and Samsung could not operate in China
without some difficulty. While many analysts (as well as intergovernmental
dialogues) have not precluded that the world might return to regional
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standards developed among likeminded countries,” any balkanisation of
telecom standards could have some profound economic consequences — and
winners and losers are not necessarily grouped according to their nationality.

At the same time, vendor exclusions in the network equipment market
understandably raised concerns about market concentration and inadequate
research funding if fewer equipment suppliers may serve the market. While
markets are often monopsonies, with only one or two actual buyers in
each region, the equipment market has consolidated into six global players
— namely Huawei, Ericsson, Nokia, Samsung ZTE and two Japanese
manufacturers on the verge of internationalisation. Previous US and
Canadian suppliers of RAN — like Nortel, Motorola or Lucent — have all
merged into the remaining European players.

Within this context, an alternative concept like Open RAN has emerged
in the debate. Open RAN is neither a new technology nor a standard
but a philosophy that leverages recent developments that allow for the
procurement of hardware and software components in smaller parts rather
than from one single technology supplier, while artificial intelligence and
cloud technologies allow network functions to be performed virtually.
In particular, the O-RAN Alliance (a consortium led by US software
companies and Chinese SOEs) defines a proprietary set of specifications to

build a RAN unit.
The O-RAN Alliance is a merger of Chinese and US organisations. China

Mobile, China’s largest state-owned operator, retains permanent board seats
and veto rights as a founding member, and co-chairs 10 out of the alliance’s
14 working groups.

Three Chinese O-RAN members are sanctioned by the US Government
under the Bureau of Industry and Security’s Entity List for their proximity
to the CCP and the PLA, and another three Chinese firms are subject to
US financial sanctions on the same grounds. Moreover, at least two thirds of
the Chinese contingent in the consortium is at least partially state-owned,
and six O-RAN members are outright public institutions or agencies
(Lee-Makiyama 2022). Russian military companies who were initially
members of the consortium have later left — but their knowledge of the
source code cannot be suppressed.

2 See European Commission (2018), statement by Lee-Makiyama, p. 23.
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Some US observers have failed to distinguish how work undertaken under
O-RAN is actually not standard setting (which defines how equipment
should communicate with each other) but product development, where
hardware is designed and software code is written collectively (Rasser and
Nietsche 2020). The US Government Accountability Office also reports
that ‘the attack surface of the network expands considerably’ with O-RAN
(US Government Accountability Office 2020, 33) — and for that reason,
the risk-averse regulators in China are unlikely to allow its use on any larger
scale. Instead, its principal interest for participation is access to Western
know-how, source code or a potential entry into the US market (Rasser and
Nietsche 2020). Adversaries could exploit such vulnerabilities and target
carriers known to be slow to patch theirapplications. In addition, information
on vulnerabilities in open source software is available through resources like
the National Vulnerability Database (Cypress Data Defence 2020).

Within the G7, the United States and Japan have continuously called for 5G
vendor diversity and support for Open RAN. The two proponents have also
pledged $4.5 billion towards developing indigenous alternatives, although
the US and Japanese networks are already ‘secure’ and built exclusively by
European and Korean suppliers. The US Senate also tabled the Endless
Frontier Act (later merged into the US Innovation and Competition Act)
to promote the O-RAN Alliance, displacing European and Korean 5G
vendors. The debate in the United States, United Kingdom, Japan and
India emphasises the need for an industrial policy that spawns indigenous
producers rather than necessarily creating a diversity of suppliers to support
5G development.® In effect, digital markets divide the G7 between the United
States and Japan, who want diversity and local players in technologies where
Europe is leading, but not in online platforms where the United States is
dominant — and vice versa.

Conclusions

Economic security considerations have heavily influenced 5G development
and rollout in the past five years. In particular, G7 countries have engaged
in continuous dialogue and coordination on bifurcation and de-risking
strategies, despite the inherent transatlantic dysfunctionalities built into
the forum.

3 See inter alia Katoch (2019); Schoff and Kamijima-Tsunoda (2020); Reuters (2020); Khan (2020).
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Each de-risking strategy was uniquely defined by their pre-existing
interdependencies and relationship with China, not least in the face of
retaliation risks, but also given the nature of security risks involved. After
all, the majority of countries around the world — not just Africa and
Latin America, but also European and Southeast Asian countries — have
not undertaken any de-risking measures, not necessarily because they do not
have policy space to do so, but because they had very few national security
considerations or relatively little sensitive information to protect.

While the outcome hasbeen indefinite, with several unintended consequences
and second-order effects, the global market shares have changed relatively
little. As outlined above, major markets that implemented the most explicit
high-risk vendor exclusions were already free of Chinese vendors, and the
largest commercial impact is taking place over time in relatively smaller
markets, like the United Kingdom and Australia.

Since China now accounts for approximately half of the global network
equipment market, Huawei increasingly relies on its home market, where
90 per cent of their tenders are to local vendors. US Entity Listing also
intensified Huawei’s work to cut interdependencies on Western and
Taiwanese inputs, initially giving up its assets in consumer devices to
state-backed buyers. The outcome is that Huawei — arguably the most
‘Westernised’” Chinese multinational — has become more Sinocentric, while
SOEs like ZTE and Datang have been restrengthened by the displacement
of both Huawei and foreign competitors.

In other words, de-risking changed the internal political economy as much
as international trade. This is also evident from the fact that global market
shares of the largest five suppliers have changed very little over the period
(Pongratz 2021), while market concentration (measured by the Herfindal-
Hirschfeldt index) in respective local markets has remained stable. This
concentration has remained stable because it is primarily the smaller players
— Samsung in the west, ZTE in China — that have benefited from vendor
exclusions and reduced market concentration, despite one or two suppliers
forcibly exiting the market (Lee-Makiyama and Forsthuber 2020).

So far, there have been few attempts to litigate against vendor exclusions
and quotas. Such measures mostly used objective criteria, were consistent
with WTO exceptions (General Agreement on Tariffs and Trade articles
XI, XX and XXI; Technical Barriers to Trade Agreement article 2.1) and
were carefully negotiated. In fact, they were specifically designed for
circumstances such as those we see today. With the exception of a bilateral
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investment dispute in Sweden, there have been no notable legal challenges.
A possible cause is Chinas fear of making any ambiguous exclusion
decisions definitive through a court ruling, thereby locking a door that
might otherwise soon reopen.

The prospective standards fragmentation is a sign of an industry where
network standards are politicised for commercial reasons — to pave the way
for an indigenous industry — which is entirely unrelated to national security
objectives. Since the US networks are already free from Chinese vendors,
the gambit to introduce new vendors are aimed at Europe. But nowadays,
Chinese scholars and senior officials openly talk of its national standards as
a disaster for the nation, which delayed China’s rollout of 4G and plunged

the economy into an innovation lag.

Despite the subsidies, trade promotion and policy support allocated to
the O-RAN Alliance, it has failed to produce a viable product, given that
most major 5G contracts around the world have been signed and networks
already built. A key lesson for industrial policy is that vendors who cannot
survive without subsidies will not optimise for innovation but for public
grant-seeking.

As neither regulators nor engineers could solve the security question,
a market that was characterised by low profit margins, few market entry
barriers and distortive state subsidies (aside from a few export credits) has
been reorganised into a managed system with state interventions, high
economic rents but even lower profits due to lesser scale. While the national
security risks stemming from 5G architecture and uses of SIGINT were
real and genuine, the trajectory of 5G development is also turning today’s
situation-specific risks (stemming from HRVs being present in certain
domains and situations) into a systemic risk stemming from premature
technical solutions or macropolitical risks.
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Can Asia save the global
economic order and the
benefits of globalisation?

Peter Drysdale and Adam Triggs

Introduction

Over the past four decades, East Asia' has become a major centre in the global
economy. It now comprises 30 per cent of global trade and a similar share of
GDP, compared to its share of just 10 per cent of global trade and 5.8 per
cent of GDP in 1985. The rules-based economic order and its multilateral
trading system have been the linchpins of the region’s economic success and
a powerful force for regional political stability over this period. Large-scale
economic reform and the removal of restrictions on markets begat jobs and
lifted incomes as the region became more economically integrated. Growing
economic interdependence and the rise of complex production and trade
networks also increased the opportunity cost of conflict, underpinning
regional security.

China is the region’s most significant success story. More than half
a billion people were lifted out of poverty as it became the world’s second-
largest economy measured at market exchange rates (the largest in terms
of purchasing power parity) and the most important trading partner for

1 In this chapter, East Asia refers to the ASEAN + 6 economies, excepting India where specifically
mentioned.
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120 countries around the world. China’s accession to the World Trade
Organization (WTO) was an important catalyst of its growth in the 2000s.
The accession process not only allowed participation in the global trading
system, but incentivised the structural domestic reforms that made China
a global manufacturing powerhouse.

Trade has been a critical factor in lifting living standards and enabling
economic development in all of Asia. Opening to international product and
capital markets provided access to cheap capital goods embodying advanced
technologies and pushed domestic firms to improve through competition
with foreign firms, enabling the export-led growth that fuelled Asia’s
prosperity. The foundation of Asia’s development strategy was confidence in
the international trade and economic order that emerged in the aftermath
of World War II. The WTO, born out of the General Agreement on Tariffs
and Trade (GATT), became its pillar, providing levels of stability and
predictability that were until recently taken for granted.

Today, geopolitical tensions threaten to undermine the economic and
trade regime which has delivered prosperity and security to East Asia. With
a retreat from globalisation, the multilateral trading system now faces huge
challenges. In times of economic slowdown, placing barriers to competition
to protect domestic producers is a politically attractive option despite the
costs imposed on society and the international system. Some level of tension
and risk in international trade policy is unavoidable. But the situation
today is altogether of another class — the product of the slide towards
political choices that eschew international economic openness in a world
of increasingly zero-sum geopolitical competition.

In the argument that follows, we detail the nature of the global economic
order and what’s at stake in it for Asia. Next, we examine the threats
to that order and why Asia has the potential to influence the outcome.
We turn to the key question of how Asia might contribute to rebuilding and
reshaping the global economic order. We argue that Asia has more to lose
than any other region from the retreat from globalisation and that the need
for action on climate change and energy transition is the best option for
kickstarting cooperation and rebuilding the economic order. Elevation of
the climate change and energy transition priority does not exclude, however,
the need for simultaneous focus on strategies to keep the trading system open
and press trade reform, since fragmentation and closure of international
markets will delay and make more costly the economic transformation that
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is needed to effect it. Finally, we outline the rationale for Asian initiative on
this strategy, the frameworks that might be used and the practical steps that
can be taken to achieve it.

Risking the economic order:
What'’s at stake?

The global order that has thus far shaped relationships between the United
States and Asia, and underpinned Asia’s prosperity and security, is under
pressure in a world in which the structure of global power has changed
dramatically. Significantly, the change has been driven by the success of that
order, with the recovery of Europe after World War II and the economic
transformation of Asia and China into major centres of global economic
power. The rise of China, with its now considerable economic and political
heft, is no longer seen within the United States as a cause for celebration
but is rather a source of deepening disquiet. These pressures were intensified
sharply by the COVID-19 pandemic and its impact on great power tensions
and the global economy, as well as the Russian invasion of Ukraine in Europe.

The origins of the contemporary global economic order lie in World War II
when the Allied powers, in the spirit of the Atlantic Charter and its Pacific
counterpart, came together in 1944 at the Mount Washington Hotel,
Bretton Woods, New Hampshire. At Bretton Woods, the goal was to put
in place a new system of internationally shared ideas, norms, practices and
institutions — that is, an order — that could stem the trade protectionism,
currency wars and economic deprivation that had characterised the world
economy throughout the 1920s and 1930s (Drysdale et al. 2023).

In practical terms, this meant the introduction of a new system of fixed
exchange rates, the reduction of barriers to trade, short-term financial
assistance and aid to developing countries; the creation of two new
multilateral institutions — the International Monetary Fund (IMF) and
the International Bank for Reconstruction and Development (IBRD, later
renamed the World Bank) — and steps put in place for the setting up in
1947 of the GATT (out of which the WTO was later formed).

It is remarkable, but no accident, that this new global economic order was
conceived and delivered in the middle of a horrific global war. Economic
and security challenges were tightly enmeshed in the creation of the new
global order at Bretton Woods.
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The Great Depression and unchecked economic competition in the 1920s
and 1930s had helped to fuel national rivalries that propelled states into
military conflict towards World War II. Against this backdrop, economists
and officials across the world laboured first to understand and then to
develop ways to manage the economic crises of the interwar period. Central
to this process was the emergence of three new ideas that would underpin
the order established at Bretton Woods.

The first was the idea of ‘managed multilateralism’ — or the notion that a
liberal, open world economy would not simply emerge out of the laissez-faire
behaviour of markets, but instead had to be managed through multilateral
coordination of global monetary and trading arrangements.

The second idea, often called ‘embedded liberalism’, was the notion that
the state should play a more active role in the domestic economy to protect
domestic populations from the ravages of an open, but often unstable and
unpredictable, international economic order.

The third was the idea of development, which broadly encompassed
new understandings of global wealth and income inequality, the need for
international reconstruction aid to war-torn and poverty-stricken countries,
and the ways in which the global trading system seemed structured so as to
benefit industrialised rather than underdeveloped agrarian countries.

These core ideas, which underpin the global economic order today,
underscore what is at stake if this order is allowed to atrophy. The order
has provided a predictable set of rules that states, businesses, households
and individuals rely upon for deepening their engagement with the world.
A reduction in trade means a higher cost of living, increased inflation,
reduced productivity, reduced employment, lower wages and lower long-
run living standards. A reduction in access to foreign investment and
finance means higher interest rates, less investment, lower productivity and
less innovation and technology sharing. A reduction in people-to-people
links means less sharing of new ideas and technologies.

The multilateral system is critical to Asia —and Asia, because of its successful
growth and industrial transformation, is critical to the multilateral system.
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Figure 8.1: The G20’s shares of world totals (PPP): with Asian G20
countries and without.
Source: Based on IMF World Economic Outlook Database, April 2022.

Consider the G20, referred to commonly as the global economic steering
committee. The G20 represents around 83 per cent of global GDP measured
at purchasing power parity, 80 per cent of world exports, 90 per cent of
world investment and two-thirds of the world’s population. But remove the
six Asian G20 countries and a very different picture emerges. The G20’
share of world GDP falls by half, its share of world exports falls by a third,
its share of world investment falls by 60 per cent and its share of the world
population falls by two thirds (Figure 8.1). The G20 becomes much less
representative of both the world economy and population when Asia is
excluded. Expanding beyond the G7 and including key emerging markets,
particularly those in Asia, filled a key gap in global economic governance.
It reflected a world economy in which developed and developing countries
were beginning to have more equal economic influence. The inclusion of
six Asian countries recognises the economic and political importance of the
region to the world.

Asia played a critical role in the G20’s early achievements. The Asian
economies” strong economic performance allowed them to provide the
IMF’s New Arrangement to Borrow with US$178 billion in credit.
These funds were used to provide assistance to countries fighting balance
of payments difficulties induced by the global financial crisis (Glick and
Spiegel 2009). Other financial sector support included blanket deposit
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guarantees, backstopping the issuance of banks” wholesale financing, and
offering cover for corporations that had borrowed in foreign currency (IMF
2009). The supply of central bank currency swaps, in a number of instances
with the US Federal Reserve, played a critical role in easing dollar shortages
(Glick and Spiegel 2009).

The importance of Asia in supporting the world economy during the
global financial crisis, combined with the increased prominence of the
G20 as a crisis management forum, led to some reform of the international
financial system and financial regulation in the years that followed. In
2009, underrepresented Asian countries gained almost 3 per cent in IMF
quota shares. This was increased further after the 2010 quota reforms were
agreed by the G20 in Toronto and then implemented in 2015 (Glick and
Spiegel 2009). Asia now holds around 30 per cent of the IMF’s voting shares
(IMF 2018), bringing Asia’s representation in the IMF marginally closer in
line with its share of the world economy. Although still underrepresented
in the IME Asias economic weight allows greater influence in shaping
the G20 agenda. The leadership demonstrated by Indonesia in pushing
for reform of the WTO in 2019 is an early example of increasing Asian
economic leadership in the G20 (Gareta and Suhart 2019).

Economic interdependence is not just or even primarily about
macroeconomic indicators. Interdependence makes conflict more expensive,
and guides governments towards peaceful resolutions of disputes. Reduced
trade, investment, finance and people-to-people links fundamentally mean
aworld that is more fragmented and has more concentrated risks. Narratives
opposing economic openness on security grounds generally ignore the ‘peace
dividend’ that comes with interconnectedness.

Consider the experience of Australia. Indonesia imposed restrictions on
Australia’s beef exports for several years. But since Indonesian companies
have invested in Australia’s beef industry, the Indonesian governments
incentive to restrict imports is reduced significantly. Tariffs and quotas that
hurt an Australian industry make little sense when a partner country has
investments in that same industry. In the extreme event that a country went
to war with Australia, the first thing the Australian government would do is
seize its assets. For some countries, this would represent a large loss of almost
A$1 trillion worth of assets.
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The argument for self-reliance is thus qualified but nonetheless worryingly
widespread. Itis an argument that does not withstand close scrutiny, although
it raises big policy problems that need to be dealt with. It represents a world
view that is based on a fundamental misunderstanding of how markets
work, a misunderstanding of the role of domestic policies and institutions
and, most importantly, is based on the oversimplified proposition that
economic prosperity, liberty and international integration can be readily
traded off for more security.

The creation of the Bretton Woods order and its Cold War evolution highlight
three key lessons of importance for thinking about the contemporary global
order and its preservation, evolution and transformation.

First, the creation of a global order is naturally a contested process, and the
shared ideas that underpin it are arrived at through hard debate, negotiation
and consensus building. Second, powerful and weaker states involved in the
shaping of a global order both have an effect on its evolution and endurance.
Third, economic and security logics have long intersected in different ways
to shape the patterns of the global economic order, coalescing to produce
the Bretton Woods order during World War 11, driving the bifurcation of
rival economic blocs during the Cold War and catalysing a nascent regional
economic order in East Asia that helped to undermine the earlier bifurcated
global Cold War order (Drysdale et al. 2023).

These lessons are pertinent reminders of the significant role that Asian
countries can, and should, play in protecting a global order that is the
bedrock of their economic success and is increasingly under threat.

The threats to the economic order

The threats to the economic order that underpin the peace and prosperity
of Asia cannot be understood without reference to the international and
domestic economic policy shortcomings which have been both a source
and an amplifier of current political tensions.

Shortcomings in global economic governance

With the end of the Cold War and the collapse of the Soviet Union, the
Bretton Woods system saw the gradual incorporation of major powers
that had previously sat outside the Western order, including China, India
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and Russia. In turn, despite having failed to keep up with a changing world,
the institutions within the Bretton Woods system were gradually reformed
over time.

The gap between the global system and the global reality of changing
economic power and issue areas has been a growing source of stress and
tension in global governance. An early manifestation of stress in the system
was the patchwork of bilateral, regional and global arrangements that
substituted for comprehensive multilateral system reform, undermining
the system’s efficiency and effectiveness.

In global finance, the rise of China and other emerging economies was not
reflected in the governance of the IME China represents 16 per cent of
global GDP at market exchange rates but only 6 per cent of the IMF’s
voting power. Europe, on the other hand, represents 8 per cent of global
GDP but more than 13 per cent of the IMF’s voting power. IMF quota
reforms, most recently in 2015, have helped reduce these gaps but progress
has been slow and piecemeal (Goodman et al. 2019).

This slow and piecemeal process, combined with inadequate IMF
resourcing and a perceived mishandling of financial crises by the IME led
to the creation of competing institutions and mechanisms. At the regional
level, these include the Chiang Mai Initiative Multilateralization in Asia,
the European Stability Mechanism in the European Union and similar but
smaller initiatives in Latin America and Africa. At a bilateral level, these
inadequacies saw the creation of a plethora of bilateral currency swap lines,
increasing from around just a handful in 1980 to more than 70 in place today.
This fragmentation has seen the share of the Bretton Woods institutions in
the global financial safety net fall dramatically, from 80 per cent in 1980 to
less than 35 per cent in 2020 (Drysdale et al. 2017; Triggs 2018).

The same thing has happened in trade. The global trading system’s failure
to keep up with a changing world has seen increased tensions and led to
a more fragmented order. A stand-out example is the impact of the rapid
growth of the digital economy in the past few decades. But the WTO’s rules
are largely silent on the digital economy and data flows that are important
to the efficiencies captured in it.

In addition, state-owned enterprises, subsidies, technology transfers and
other issues have ignited trade tensions. These inadequacies, on top of the
stalemate of the Doha Round of trade negotiations, led to a plethora of
regional and plurilateral trade agreements, including the Comprehensive
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and Progressive Agreement for Trans-Pacific Partnership (CPTPP) and the
Regional Comprehensive Partnership (RCEP) agreement; a range of issue-
based initiatives around the WTO, including on digital trade and services;
and scores of bilateral trade agreements secking to fill the gaps.

These regional, plurilateral and bilateral trade agreements are not
substitutes for a global, WTO-led agreement. They are premised on the
WTO framework at their core, and the benefits from trade liberalisation
are greatest when it happens globally and smallest (and more temporary)
when it happens bilaterally. While some trade liberalisation is usually better
than none, the worry is that a patchwork of inconsistent trade agreements
will raise the cost of doing business across borders and form a roadblock to
potential global agreement.

This pattern, in which an out-of-date global order produces a patchwork
of regional, bilateral or unilateral alternatives, is not limited to finance and
trade. We see the same thing in global investment flows (in which there are
a myriad of different national foreign investment regulatory frameworks)
and in international economic development (with the World Bank at the
global level and a large number of regional development institutions and
bilateral arrangements). The consequence can be increased inefficiencies
and a higher cost of doing business, resulting in a higher cost of capital,
lower growth and fewer jobs being created. A significant trend has been the
corrosion of commitment to global goals and the global order.

Shortcomings in domestic social, economic and
environmental policies

Post—World War II, the world looked to the United States to lead global
governance reform and global economic recovery on account of the size of
its economy, its freedom of policy action (given the international role of
the US dollar) and its established position of leadership in global economic
diplomacy. Despite the outcome of the 2020 presidential election, it is
difficult to envision that the US approach to foreign policy will revert to
its multilateral leadership of the past anytime soon.

The working assumption for policy in other countries around the world
must therefore be that the United States will be immobilised from taking
significant multilateral policy initiatives for at least two or more presidencies
going forward.
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President Biden has sought to reinstate a more multilateral approach
that includes re-entering the Paris Accord, rejoining the World Health
Organization (WHO) and, less credibly, reform of the WTO. But his
administration has struggled to deal with deep, structural challenges that
have fuelled the strong domestic constituency within the United States that
opposes its contributions to global order-building and, in many respects,
opposes globalisation itself.

President Trump’s 2016 political success was the product of his populist
mobilisation of national anxieties about growing inequality and fast-moving
economic and social change, including automation and rapid technological
change. Trump blamed immigration and trade for Americas woes.
In reality, these problems are principally a consequence of flawed domestic
policies that fail to distribute the gains from trade, which, in an advanced
economy like that of the United States, accrue mainly to capital in all its
forms, including human skill, rather than labour. Future US presidents will
struggle to fix these large structural, domestic problems quickly. For now,
there is a deepening bipartisan political consensus in the United States on
suspicion of openness to trade and toughness towards China.

The citizens of many advanced economies now
question the value of globalisation

Less than half of those surveyed in France, the United States, Britain,
Australia and Norway believe that globalisation is a force for good. Only
11 per cent of Americans believe the world has improved in recent times
(Smith 2016). The attitude towards openness to international trade,
however, does vary markedly across countries in the Organisation for
Economic Co-operation and Development (OECD), with respondents in
countries with stronger welfare and social distribution institutions favouring
more openness towards international trade (Smith 2016). The numbers
are worse in some parts of Europe. 52 per cent of French citizens believe
their country should not have to rely on imports. Only 13 per cent believe
immigration is a good thing. Attitudes towards foreign investment are in
sharp decline. The French, Australians, Norwegians and Americans oppose
the idea of foreigners buying local companies.

The drivers of the backlash against globalisation are as numerous as the
challenge is serious (Bergsten 2000), but most analyses suggest that one
driver sits at its core: the rise in inequality, a lack of inclusive growth and
the belief that openness has made it worse (Pastor and Veronesi 2018).
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Inequality is high and rising in many advanced economies. There are
many ways of measuring inequality. One way is to measure the percentage
of national income that goes to the top 10 per cent of income earners.
In Europe, the top 10 per cent of income earners receive about 37 per cent
of national income. In the United States, Canada and Russia this measure is
worse at around 47 per cent (World Inequality Lab 2018).

Inequality has grown quickly. The share of national income going to the
top 10 per cent has increased by a fifth in Europe since 1980. In the United
States and Canada, it has increased by more than a third. In Russia it has
doubled (World Inequality Lab 2018).

The growth in inequality is even more pronounced when looking at the
top 1 per cent of income earners globally. For this group of ultra-rich, their
share of national income has doubled from 11 per cent to 20 per cent since
1980. The share of the bottom 1 per cent has almost halved, from 21 per
cent to 13 per cent (World Inequality Lab 2018).

Many have blamed this rise in inequality on globalisation and the openness
of economies. The most commonly cited evidence of this is the so-called
‘elephant chart’ (Figure 8.2) (Kharas and Siedel 2018). Over the period of
rapid globalisation from 1988 to 2008, the chart shows big income gains
associated with globalisation at the very top (the trunk) and for those in the
middle (the torso). But the cohort around the 75th and 85th percentile —
sandwiched between their own country’s ultra-rich and the booming middle
classes in the emerging market economies — barely benefited at all. In the
United States, this cohort was pivotal in the election of President Trump
in 2016. It also underpinned the Brexit vote in the United Kingdom and
fuelled the rise of European nationalism.

The research also shows that much of this backlash against globalisation
is misdirected. There is little evidence that immigration reduces native
wages or increases unemployment (Breunig et al. 2017). The size, scale and
influence of foreign investment is commonly dramatically overstated and its
benefits overlooked (RMIT 2013). The alleged negative effects of trade
liberalisation on growth, employment and wages is confused with the
effects of technological automation, which replaces workers with machines
(Cocco 2016). And for the negative effects that do flow from trade and
investment liberalisation, much of this can be attributed to poor domestic
policies and weak social safety nets. Economies with strong social safety
nets have weathered current transitions well. Those without them have not

(Colford 2016).
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Figure 8.2: Christoph Lakner and Branko Milanovic’s ‘Elephant Chart’.
Source: Based on Kharas and Siedel (2018).

Regardless of the causes of the current discontent, it is inescapable that,
in advanced economies, globalisation and openness are increasingly viewed
with suspicion and policy initiatives to attend to the problems of the open
international order are low on the political agenda.

This creates a predicament for Asia. East Asia has seen spectacular growth over
recent decades. Its economies, of all political stripes, are deeply intertwined
economically and retreat from interdependence would be extremely costly
and politically destabilising. Asia has benefited substantially from openness
and the rules-based global order. But it has also been experiencing rising
inequality itself. While in the early phases of Asian industrialisation the
growth of more productive employment and higher wages in labour-
abundant economies transformed human welfare, questions about the
‘inclusiveness of growth’ now confront many Asian economies too.

Current tensions

The election of President Trump in 2016 and the spread of COVID-19 in
2020 aggravated the weakness and fragmentation of the global economic
system. Trump’s election meant that one of President Franklin D Roosevelts
‘four policemen’ of the postwar UN-based framework and the global system
was now actively undermining that system.
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Under Trump, the United States withdrew from the Paris Climate Accord
and the WHO. It vetoed reappointment of judges to the WTO’s dispute
settlement Appellate Body, causing the work of that body to collapse,
leading to the creation of an interim substitute mechanism (the Multi-
Party Interim Appeal Arbitration Arrangement, or MPIA) which now
has 52 members, including China, but without US participation. And it
threatened to withdraw from the WTO entirely. The United States also
refused to sign multilateral communiques in the G7 and the Asia-Pacific
Economic Cooperation (APEC) forum, walked out of multilateral meetings
and turned on traditional US allies and alliances.

President Trump launched a global trade war, imposing tariffs on China,
Europe and others. These measures quickly spread beyond trade and
into other areas: the blocking of international investment; restrictions
on technology firms and technology trade; the arrest of, and placing of
restrictions on, corporate officials; travel bans; threats of a currency war; and
threats to deny entry to international students, tourists and businesspeople
to the United States.

In short, President Trump withdrew US leadership and support for the
global order, substantially undermining that order in the process.

Then, in 2020, the spread of COVID-19, saw the worst global economic
outlook since the Great Depression. The pandemic has seen countries
become even more closed to the world (Baldwin and Evenett 2020).
Some of this was unavoidable. Restrictions on the cross-border flows of
businesspeople, tourists, students, diplomats and immigrants were necessary
to contain the spread of the virus. These restrictions had significant
economic costs, although these costs could be managed by governments
through accommodative fiscal and monetary policies.

The virus and the closure of borders had a similar impact on international
trade and finance. Businesses were unable to access their international supply
chains, resulting in reduced production, higher prices and shortages of some
goods and services, while an inability to access migrant workers impeded
production in some industries. The financial impacts of COVID-19 saw
restrictions imposed by some economies on foreign investment, capital
flows and exchange rate movements in an attempt to manage financial
volatility and address concerns that undervalued assets would be purchased
at fire-sale prices.
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Seeing relatively closed economies in the face of a pandemic was not
surprising, nor was it all bad policy. But a major risk to the global system
resulting from the impact of COVID-19 combined with US-China
geopolitical competition, the war in Ukraine and other economic tensions
is that global policy psychology now favours more closed economies on
a permanent, long-term basis.

There has been a growing push in many countries to onshore supply
chains and reduce dependency on international markets. Initially, this was
limited to products like medical equipment; but it has now encouraged
the subsidisation of import-substituting manufacturing capability more
generally. Countries have also increased the stringency of their foreign
investment rules and the closure of national and subnational borders has
gained in popularity in some countries.

These developments will have two major impacts on the global order. First,
they mean that countries are less inclined to expend political capital on
defending the order though it remains vital for their long-run prosperity
and, as discussed below, national security. Second, they mean that countries
are less willing to undertake the reforms that are needed to address the
structural problems in the global order, fuelling tensions and undermining
the efficiency and effectiveness of the global system.

Misleading narratives

As the world’s largest trader, China is also the largest trading partner for most
countries in the world, with deep integration and complex interdependence
through its international supply chains. In the United States there is strong
political support for decoupling from China and pressure on US allies and
partners to do likewise in particular product and technology areas. It is
hard to make a distinction between economic distancing from China and
economic distancing from the world.

The argument for self-reliance has gathered momentum and though not
universal, it is becoming more widespread. It is an argument that does not,
however, withstand close scrutiny. Governments that use subsidies, tax
breaks and trade restrictions to shift industries in their preferred direction
used to be the world’s economic pariahs. But following COVID-19, industry
policy has become a widely popular strategy to achieve self-reliance.
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The United States, through its Inflation Reduction Act, is pumping several
hundreds of billions of dollars into industries to support products from
electric vehicles and semiconductors to steel and aluminium. The European
Union’s ‘open strategic autonomy’ and China’s ‘dual circulation’ strategies
also promise high levels of industry support. Japan, Germany, Australia and
Korea are moving in the same direction, justified on geopolitical, economic
or environmental grounds.

The popular narrative which has emerged to support heavy subsidisation
of domestic manufacturing across a range of sectors stems from the (implicit)
assumption that governments can implement these policies at little to no
cost. The reality is that countries have a limited pool of resources with
which to produce things. Redirecting resources into one industry means
taking them away from other more efficient industries. If the government
supports an industry through subsidies or tax breaks, it will need to increase
taxes elsewhere, raise the deficit for future generations to pay back, or cut
its real spending on things like healthcare, education, infrastructure or
defence. Alternatively, if a government supports an industry through tariffs
on imports, it implicitly taxes households and consumers by reducing their
purchasing power and making the cost of living higher.

Regardless of how the government supports an industry, that industry
will need workers, capital, energy and materials. This means less of those
inputs for other industries along with more expensive goods and services,
higher interest rates, and lower levels of competitiveness via exchange rate or
price adjustments. If the government picks the wrong industry to support,
the outcome is lower productivity as resources are redirected away from
productive industries towards those that can only survive with government
protection. Industry policy also tends to favour existing firms, which
can lobby hard for support to shelter them from competition and block
new entrants.

None of this means industry policy cannot be helpful. But it does mean that
the benefits need to be big enough to justify the costs and risks and that it
needs to be tailored to support innovation, not to entrench less productive
vested interests. Industry policy only makes sense if it addresses a market
failure. Supply chain vulnerabilities and exposure to geopolitical risks fall
into this category, but only if they can be proven.
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National security analysts claim, for example, that Australia is too exposed
to economic coercion from China. And yet, when China hit Australia with
unprecedented trade restrictions, the overall economic impact was small
(Armstrong et al. 2021). The same is true for supply chain vulnerabilities.
Out of the hundreds of thousands of goods and services that flow around the
economy each year, only a fraction of 1 per cent of them have experienced
supply chain trouble.

How Asia can rebuild the economic order:
The role of the climate and energy transition

Asia has the greatest incentive to reverse the accelerating momentum to
protectionism and the breakdown of global cooperation by rebuilding trust,
strengthening governance and updating global rules. Because of their dense
populations and limited resource endowments, the economies of East Asia
are more dependent on the international economy and global supply chains
than economies elsewhere in the world.

The average trade to GDP ratio (exports plus imports as a share of global
gross domestic product) for all East Asia was 105 per cent in 2022, compared
with trade dependence in Europe of 64 per cent (Pangestu and Armstrong
2021). Global trade dependence, which had peaked at around 61 per cent
by the time of the global financial crisis, has slid back, hovering at around
55 per cent over the past 15 years. In East Asia, while trade dependence
is over 100 per cent, much higher that the global average — a statistic that
reflects the role of trade openness in East Asian prosperity — it too has fallen
from a peak of around 130 per cent.

An OECD study has estimated that the cost of US—China decoupling to
ASEAN would be an 11 per cent drop in the region’s GDP (OECD 2021).
An Australian Productivity Commission Report (Productivity Commission
2017) warned of the costs of the United States—China trade war to the East
Asian economy, and that a consequent retreat to protectionism was a course
that would worsen, not improve, economic prospects. It demonstrated
that the economic damage to members of the RCEP agreement would be
minimised if the East Asian economies avoided retreating to protectionism,
even in the event of significant global contagion from trade protectionism.
RCEP members would in fact gain economically if they liberalised their
economies — even if the rest of the world raised tariffs by 15 percentage
points (Armstrong and Drysdale 2022).
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East Asia’s economies, closed off from trade, would face slower recoveries
from COVID-19 and stagnation of income growth in the longer
term. International economic cooperation is vital to supporting the
recovery through trade, a faster reopening of business supply chains,
lower investment costs and delivering on the still only partially fulfilled
development ambitions of the region. The past five decades delivered East
Asia’s huge industrial transformation through trade. Over the next several
decades, trade will be critical to the industrial transformation around
decarbonisation, dealing with climate change and the entrenchment of the
renewable energy economy.

Economic integration thus remains central to Asia’s economic prosperity
and national security, embracing the threat from climate change as well as
social and military security. These are ideas that have always been tightly
linked in Asian conceptions of ‘comprehensive security’. Hence, a shared,
if sometimes tacit, strategic objective for East Asia is to preserve an open
global economy and the global, multilateral cooperative institutions and
arrangements that underpin it.

The question is whether, against all the forces now aligned against it around
the world, that objective can be articulated in an effective Asian strategy that
might make a difference to global outcomes.

Contemporary developments in geopolitics present the heavily economically
integrated and internationally exposed states of East Asia with stark choices.
They are choices that will put significant pressure on the region because
of the variegated structure of its political and security ties with the United
States and the nature of China’s new power. They are pressures that have the
potential to drive large wedges, for example, among ASEAN members, as
well as between ASEAN and its dialogue partners in the ASEAN+6 group
and the ASEAN+8 (East Asia Summit) processes and inflict unrecoverable
damage upon the East Asia integration enterprise.

To this point ASEAN, in addition to its multilateral system commitments,
has played a central role as a political fulcrum around which big power
jostling in the region has been stabilised and ASEAN’s cooperation
arrangements have served as a mechanism for engaging and managing big
power interests in the region.

Can ASEAN and its regional frameworks continue to be resilient in dealings
with the two big global powers as they increasingly cast themselves as end-
game strategic competitors?
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Climate change as a beachhead for cooperation

Climate change is one of the few areas in international policy that is both a
common challenge and a common priority for action across governments.
Importantly, climate change is a practical area of cooperation between the
United States and China, the world’s two largest carbon polluters. Much
of the current international economic agenda is a source of competitive
rivalry between these two countries, including trade, investment, support to
developing countries, cross-border commerce, the digital economy and data.

Global and domestic reforms to address climate change are an opportunity
to achieve the collaboration between both countries that is a critical element
in global cooperation. They are also a gateway to identifying further
opportunities for collaboration in areas which are currently a source of
competitive rivalry. Addressing barriers to sustainable investment by the
private sector in particular is one of the few areas that is a significant shared
priority of both the United States and China. It is an issue on which the
Peoples’ Bank of China (PBoC) has been working for some years, it has
appeal across both sides of the political aisle in the United States and it
resonates with the G20 agenda and the APEC process, which favours
technology and private sector-led approaches to climate change.

Climate change is also a critical pathway for bringing together developed
and developing countries. Developing countries disproportionately bear the
costs of the physical risks from climate change and their participation in any
global initiatives will be critical to efforts to reduce carbon emissions.

The coordination challenge that the world faces with developing countries
stems from three key factors.

First, the world cannot fight climate change without developing countries.
Second, developing countries will need extremely large amounts of
investment for climate financing — and much of the required savings will
need to be imported. Adequate financing of investments in developing
countries is not possible without large-scale private investment alongside
what can be mobilised through the multilateral development banks or
(as yet unrealised) developed country development funding commitments.
Third, the governments of developing countries are unlikely to allow
the import of foreign savings if they are anxious that a backlash from
international financial markets might cause financial instability.
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The combination of these factors leaves a predicament that the world has
yet to grapple with — that action on climate change is inextricably linked to
the financial stability of developing countries, both perceived and actual.

This is a substantial problem. Estimates suggest that US$6 trillion worth of
investment a year will be required by developing countries to fight climate
change by 2030 (Kozul-Wright 2023). But developing countries, even those
in East Asia, lack sufficient domestic savings, given the investments needed
to reduce poverty and develop their economies, and typically already run
current account deficits. These current account deficits can be a source of
financial volatility. When an international shock occurs, countries with
a current account deficit greater than 3 per cent of GDP tend to be punished
by the international financial market with capital outflows, hurting the
financial sector and the exchange rate.

A cooperation agenda on climate change

The areas for cooperation outside of the well-established UN Framework
Convention on Climate Change (UNFCCC) are twofold.

The first problem relates the failings of the international financial architecture
to deliver the sustainable investment required to avoid the 1.5-degree
increase in global temperatures, which the International Panel on Climate
Change (IPCC) warns is now imminent. The failure to intermediate savings
and investment was most apparent in 2020 when more than US$18 trillion
was sitting in government bonds yielding a negative real return while,
as discussed above, the world required more than US$6 trillion a year for
sustainable investment.

There are many reasons for this intermediation failure. They include
deficiencies in national regulatory frameworks, difficulties in measuring and
managing risk, policy uncertainty, a lack of clear definitions of sustainability
and a lack of data and transparency. One reason which has received growing
attention in the literature is the failure of the Basel III global capital rules
to differentiate between green debt and brown debt (CISL and UNEP
FI12014).

In a well-functioning market, environmentally friendly borrowers would
enjoy a lower cost of capital and, when these loans were securitised and sold
on in the form of bonds, the bonds would be more valuable because the
underlying asset would stronger and safer. Firms with good environmental
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credentials are less likely to default or to be late on their repayments. While
some banks and financial institutions take environmental credentials into
account, and regional and national financial systems are undergoing reform
to encourage this, the scale is lower than the evidence would recommend,
particularly in developing countries.

This is where the Basel I1I capital rules become relevant. These rules, among
other things, require banks to hold high-quality (low-risk) assets on their
balance sheets to buffer them from shocks. The rules prescribe a variety
of variables which determine the quality of those assets, but these do not
include whether the capital is environmentally friendly or not. If these rules
were to be reformed so that green assets were treated as safer capital than
brown assets, banks would have an incentive to hold more green assets on
their balance sheets. This increased demand for green assets would see an
increase in green lending. The result would be a lower cost of capital for
green firms compared to brown firms. This would lead to a reallocation of
capital between firms, between sectors and between countries, with positive
climate change implications for global trade and capital flows.

The benefits of these reforms would be substantial. Analysis from Triggs
(2023) shows that the global economy would be 6.3 per cent larger over
10 years because of these reforms, with an additional US$10.7 trillion in
investment. Emerging economies benefit from cooperation because they
export the manufacturing and energy materials required for the investment
that would follow from the Basel III reform.

International collaboration in reforming the Basel IIT global capital rules
to promote sustainable investment will not be possible until the challenges
and inconsistencies around data, taxonomies and methodologies and the
gaming of sustainable metrics can be addressed. Many countries are already
developing their regulatory frameworks on green finance and there is some
bilateral and regional cooperation (for example between the European
Central Bank and PBoC) on these issues. The risk is that a patchwork of
inconsistent regulatory frameworks develops, which acts as a stumbling
block rather than a stepping stone towards an agreed global set of actions.

Addressing these challenges should be the backbone of a G20 agenda on
sustainable investment. But with a high concentration of climate risks in
Asia, there is incentive for the region, working with Europe and the United
States, to lead cooperation on this agenda.
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The second area where cooperation is required is in helping developing
countries to have the confidence to import the savings necessary for this
sustainable investment to take place given their anxiety that they may face
a backlash from international financial markets. This confidence will come
from global, regional and bilateral reforms that backstop their financial
systems, giving international markets confidence that they will have the
financial stability necessary to repay their loans.

At the global level, efforts to reform the lending conditions of the IMF need
to be continued, to reduce the stigma which stops developing countries from
seeking assistance. Development banks, like the Asian Development Bank
at the regional level and the World Bank at the global level, can provide
additional finance directly through concessional lending and grants to ease

the green and general financing burdens of developing countries (Summers
and Singh 2023).

An emerging deal between China and the World Bank will likely see China
agree to reschedule some of its loans to developing countries where, in
return, the World Bank will increase its lending to developing countries,
including for climate action. The COP27 agreement to lend Indonesia
US$20 billion will also help. But given that the size of the green investment
required dwarfs the resources of these institutions, development banks will
need to be more innovative and use their balance sheets to help backstop the
liquidity of developing country governments as they undertake sustainable
investments (Summers and Singh 2023). Hence there is a strong case for
elevating climate change in mission of the World Bank and other multilateral
financial institutions.

Bilaterally, rich world central banks need to use currency swap lines and
standby loans to plug the gaps in the global safety net and ensure that all
developing countries have access to foreign exchange in times of need.
And international institutions need to support developing countries by
implementing the tools and mechanisms that the countries need domestically
to manage risks from capital inflows (Drysdale et al. 2017). These tools and
mechanisms can also help them to price carbon domestically as part of a
global approach to economic cooperation on climate change and encourage
the implementation of domestic regulatory reforms to address climate
change, including through the elimination of fossil fuel subsidies.
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Global framework for cooperation

What is clear from the large-scale international resourcing of climate change
response and the energy transition is that their essential complement is an
equally large-scale reciprocal flow of goods embodying the latest and most
efficient technologies. Impediments to these trade and capital flows will reduce
the efficacy, increase the costs and delay the industrial restructuring necessary
to achieve decarbonisation, potentially to crisis point. That fact underlines the
importance of resisting the retreat to protectionism against the lowest cost,
most technologically advanced sources of renewable energy equipment and
inputs, such as China, and not blindly following the path of costly security-
driven industrial policy intervention. There is justification, in the absence of
effective carbon pricing regimes, for tax and subsidy alternatives that serve
a similar purpose, but not inventions that serve to restrict international trade
thereby increasing the cost of carbon reducing energy transition.

The fracture of trust in multilateral cooperation and Asia’s role in rebuilding
it, and in defending and renovating the global order, is a task much easier
identified than done. A new locus of collective international political
authority will be needed to correct the powerful drift towards fragmentation
of the multilateral global order.

With the United States stepping back under Trump and offering little
progress under Biden, no one country is capable of delivering the leadership
that is now required to defend and renovate the system. A compact for
multilateral cooperation on trade and climate among Asian nations could
be a starting point, particularly in the aftermath of the COVID-19 crisis.
Asian economies could contribute through such a compact to rebuild trust,
strengthen governance and update global rules.

In a geopolitically fractured world, strategic competition between the
United States and China ultimately limits both countries’ capacity to
contribute constructively to global recovery and renovation of the global
order. The United States, the world’s biggest power, lost its appetite for
multilateral cooperation under President Trump and is at odds strategically
with China, the world’s second-largest power. Constrained though he was
by enormous domestic economic and political problems, President Biden
signalled his inclination to mobilise multilaterally on core international
problems. But his administration’s truncated conception of multilateralism
instinctively excluded China and other important ‘non-like-minded’
emerging economies that are now much larger players in the global economy.
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As in the case of China, they are also inextricably economically intertwined
with ‘like-minded’ countries such as Australia, Japan, South Korea and
Singapore. The political fracture between the United States and China
extends, through the pull of US alliance relationships and partnerships
such as the Quad, into the deeply economically interdependent East Asian
economies, including Australia and New Zealand. An agenda that focuses
on cooperation only with the politically ‘like-minded’ is doomed to failure.

The small and middle powers in Asia now have to play an unfamiliar leadership
role if they are to secure their interests in the global economic and political
order. A compact for multilateral cooperation between Asian nations could
be a starting point. But how can these East Asian nations step up to working
together on the defence and reform of the institutions at risk in the face of the
pressures from the geopolitical tussle between the United States and China?

Collective leadership from Asia will thus not be easy to coordinate, but there
are two assets that the region brings to global initiatives that are now needed.

First, it has the architecture in place. The East Asian Dialogue arrangements
(ASEAN+3, ASEAN+6 and ASEAN+8) are ready, standing platforms from
which to launch. Second, the ASEAN+6 group (minus India) is already
actively focused within RCEP on a trade and economic cooperation agenda
that can help to stand against the tide. The conclusion of RCEP in 2020
is a ready starting point for the effort now required.

Are we doomed to an inevitable divide between the established powers, led by
the United States and China, as they jostle for political space? The growth of
Asia’s economic power, and the potential that it allows for the projection
of political and military power, has thrust the region onto the centre stage
of changing, great power global politics. The huge change in the contours of
Asian power has raised questions about the stability of the political order today.
This is not a narrowly economic problem: it affects economic and security
issues globally as well as order in Asia and the Pacific. The big challenge is
to broker a geopolitical bargain that restores a measure of stability and the
political confidence to repair an order that is now badly wounded.

Way forward in Asia

While East Asia might be in the frame, on centre stage, and have clear and
present interests in defending the liberal economic order under which its
economies have thrived, the question is whether it has the instruments,
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the agency, the political convening power and the wil/ to fashion a forward
agenda that, given the realities we have described, can shift the geopolitical
dial. It will not be easy. Much will also depend how China sees its interests
in aligning with the middle powers in the region and in continuing to refine
its own multilateral vision.

As we argued above, there are sufficient instruments and platforms in place —
the East Asian frameworks — from which to project a multilateralist agenda.

There is also now an institutional base in the form of RCER should its
members have a mind, from which to launch it (Armstrong and Drysdale
2023). As the world’s largest regional trade agreement, RCEP embodies East
Asia’s commitment to open markets, reform and the multilateral trading
system, launched at a time when protectionism, geopolitics and conflict
threatened global growth, strategic stability and the pursuit of sustainable
development. RCEP was concluded in the face of huge global uncertainty,
and the breakthrough offers a chance of fresh momentum to the task of
shoring up that system.

RCEP is no ordinary free trade agreement. It has an organisational structure
in its committees and political-level leadership, and a mission around its
economic cooperation pillar that makes it a potential rallying point for
regional action on global objectives such as trade reform and cooperation
on achieving decarbonisation targets.

RCEP embeds structures for dialogue and cooperation that make collective
Asian leadership a practical proposition. Ministers and leaders, if so minded,
can facilitate development of an Asia-wide position that could be brought
to exert global influence. The ministerial and leaders’ meetings have the
potential to forge strategic messages that reinforce the multilateral character

and contribution of RCEP.

Through recognition of its multilateral antecedents and character, including
commitment to the WTO and multilateral principles, RCEP members could
provide support for multilateral solutions. Its cooperation agenda allows
for the upgrading of RCEP rules, standards, expansion of membership
and consultation with non-members that could spearhead a broader
multilateralist agenda. It has the capacity to deepen economic cooperation
on a range of priority issues such climate-driven energy transition, trade
reform, plurilateral initiatives and infrastructure investment. There is
a substantial, direction-setting agenda on which RCEP has the capacity
should it mobilise the political will to act.



8. CAN ASIA SAVE THE GLOBAL ECONOMIC ORDER AND THE BENEFITS OF GLOBALISATION?

None of the larger powers within the RCEP group have the convening
power to separately mobilise the necessary political will. Certainly not
China, which is now faced with the challenge of restoring trust in its
commitment to multilateral principles and rules. Nor Japan, which is
too tied down in paying its security dues in the alliance relationship with
the United States. Indonesia, within ASEAN, has the convening power,
as demonstrated in its deft leadership of its presidency of the G20 in
2022, though its international political initiative is conflicted by strong
economically nationalist inclinations. Like Japan, Australia, which might
have traditionally been relied upon to help craft the economic diplomacy
that is now needed, is blindsided by its single-mindedness in managing its
forward alliance relationship with the United States.

CPTPP is another possible, though less obvious and more remote, vehicle
through which to work to rebuild the multilateral system. It currently
includes neither the United States nor China, although China is now
a candidate for membership. China’s accession to the CPTPP will not
be a straightforward process. Deteriorating trust between China and its
regional neighbours, alongside economic policy settings in China that are
not presently consistent with CPTPP membership, and disparate political
and diplomatic constraints facing CPTPP signatories in considering China’s
membership bid, are large hurdles to Chinese accession (Harrington 2023).
Nonetheless, the goals of Chinas CPTPP membership, properly conceived
and executed, are worth striving for, however difficult the course that would
have to be taken to achieve them. CPTPP members have an incentive to
work with China in enmeshing it into international markets and rules in
the international trading system that benefit both China and its regional
partners as well as broader global interests. The United Kingdom’s CPTPP
membership also potentially connects the longer-term development of
the agreement to broader global objectives. CPTPP expansion to China
could also later encourage the entry of the United States. Although neither
objective is likely to be realised soon, this would set a pathway towards
realising a Free Trade Area of Asia and the Pacific that might anchor the
region’s future prosperity and economic development and help shore up
global rules-based economic engagement fit for the twenty-first century.

The challenge for East Asia is to articulate the narrative across the region
and, from the platforms already in place, mobilise the political initiative
for the action that is now needed to defend its interests in the trade and
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economic multilateral system. Connecting the challenge of climate change
and energy transition to that which faces the trade regime will be a critical
element in success.
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