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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.
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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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