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Preface

Saying that the world is changing fast has become part of the con-
ventional wisdom. Changes affecting us are not only faster, but more
difficult to predict, and of greater economic and political significance.
From the economy to politics, and from culture to the environment,
the global situation created during the first decade of the twenty-
first century is drastically different from the one inherited from the
twentieth century. We are overwhelmed by the systemic interactions
among economic, business, political, social, demographic, environ-
mental, and geopolitical variables. We are concerned about the con-
sequences of these changes and eager to find new ways of framing
and solving the problems they have brought us.

We decided to write this book so as to better understand our-
selves the nature and consequences of large-scale changes and to
help others understand them. We are interested not just in trends
and events but in turning points, that is, veritable game changers,
inflexions that have transformed human societies as we knew them.
The rise of the emerging economies, population aging, urbaniza-
tion, governmental gridlock and the breakdown of state authority,
deepening inequalities, environmental degradation, and the recon-

figuration of global power relationships have created a new set of
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constraints and opportunities that will shape the world for decades
to come.

Our main audience is decision makers, from the ordinary citizen
who needs to figure out how to balance consumption and saving, or
whether to invest more in education or not, to the business lead-
ers and policymakers making big decisions that affect millions of
people. We offer them an accessible, yet sophisticated, analysis of
major global turning points and future scenarios with an emphasis
on actionable issues.

This book is based on years of research and writing on current glo-
bal issues. Both authors are frequent contributors to public debates
in Europe and the United States. We are both academics, but with
extensive experience in the private sector as entrepreneurs, consult-
ants, and advisors. In the book we deploy the tools of economics,
sociology, and political science to provide an analytical perspective
on the big problems and opportunities facing the world in the twenty-
first century. We present not just our own points of view but also the
different positions among experts on each of the topics discussed
in the book. We show a large amount of information on trends and
events, including future projections with the goal of ascertaining
where the world is at the present day and where it is headed. We also
suggest the range of solutions available to us as individuals, citizens,
and decision makers, and compare their benefits and costs.

We would like to thank the many business leaders, policymakers,
and ordinary citizens we have met over the last few years to discuss
the topics covered in this book. They have been a constant source
of information and insight. As always, we would also like to thank
the people who supported this effort with their hard work, especially
Kimberly Norton at the Lauder Institute and Lucfa Nogueroles at
Analistas Financieros Internacionales. Our families also supported

us in other, even more important, ways.



Welcome to the twenty-first century

In 2001, two momentous events shook the world. On September 11 a
small group of bold terrorists mounted a series of daring attacks on the
United States, and on September 17 the World Trade Organization
concluded its 15-year-old membership negotiations with China.
Although the world’s preeminent geopolitical power had been the
target of other terrorist attacks during the preceding decade, g/11
was qualitatively different not only because of the large number of
victims but also because it undermined the country’s sense of secur-
ity. Likewise, China’s economic and financial rise had been in the
making since the 198os, but it was not until the early 2000s that the
world came to the realization that Earth’s most populous country
would one day also become the largest economy, and that it was
already the world’s largest exporter and the second largest importer.
Chinese exports, trade surpluses, and currency reserves soared, with
the US reaching record deficits in its current account. These global
imbalances set the stage for the most severe global economic and
financial crisis in decades.

Welcome to the twenty-first century. The new centennial is not
even a teenager and it has already developed its own, unique per-

sonality. This book deals with the challenges facing us in the new
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century. It is not one more exercise at projecting past trends into the
future, but an analysis of the major global turning points confronting
us, namely, the game-changing events and trends that are transform-
ing the world beyond recognition. A series of such inflexion points
have occurred over the last decade or so — and they will reshape the
economic, socio-demographic, political, and geopolitical affairs for

decades to come:

e The global economy is out of balance. Most of the large rich econ-
omies, with the notable exceptions of Germany and Japan, are
running large trade deficits while most emerging economies are
enjoying large surpluses. After two decades of intense economic
growth, emerging economies now represent about half of global
economic activity. Emerging economies are also flexing their
financial muscle because they own two thirds of foreign exchange
reserves, of which they are accumulating an additional two billion
dollars every day.

e Emerging-market multinational firms are expanding around the
world like wildfire. Once a marginal phenomenon, as of 2010 they
represented 25 percent of the largest 500 companies in the world,
29 percent of the total number of multinational firms, and 41 per-
cent new foreign direct investment flows over the previous five
years.

e Demographic conditions are changing fast. For the first time in
human history, Japan and several Western European countries
have inverted age pyramids with more people above age 6o than
below age 20. Also for the first time, more people live in cities
than in the countryside, and greater numbers suffer from obesity
than from hunger.

e The political landscape in many parts of the world has taken a
turn towards uncertainty, chaos, and anarchy. For the first time
since World War II there are more countries in the world affected

by state failure than countries ruled by dictators. In general, there
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is a sharp decline in the legitimacy and capacity of the state in
both developed and developing countries.

e We live in an increasingly disparate world. Although income
inequality across countries has decreased since the turn of the
twenty-first century due to the rise of the emerging economies,
inequality within countries has continued to increase, posing dif-
ficult social and political problems in developed and developing
countries alike.

e Sustainability has become a key priority. Top scientists predict
that, without corrective action, climate change will become irre-
versible at some tipping point during the twenty-first century. By
2030 food prices could be twice as high as in 2012, and half of the
world’s population could be affected by severe water shortages.

e The global balance of power is shifting rapidly. During most of
the twenty-first century India will be the biggest country in terms
of population, China the largest in output, and the United States
the richest among the major economies on a per capita income

basis.

Some people find it hard to accept that the world order they grew
up with might be coming to an end. Others feel that change is so
pervasive that one can no longer assume any givens. Both reactions
are understandable, precisely because the changes are so massive and
they affect so many different aspects of global affairs. There are simply
too many moving parts. Complexity is a key future of contemporary
global society. Although the risks and the stakes were also high, the
Cold War period never gave us a sense of overwhelming insecurity.
Even the risk of nuclear war provided the foundation for the doc-
trine of “mutually assured destruction,” which made it possible for
the two global superpowers to find an accommodation. The twenty-
first century is different. We are at the mercy of the catastrophic
disruptions that a malfunctioning component of the increasingly

complex global system can bring about. Think about epidemics such
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as SARS or the swine flu, global financial meltdowns like the one
triggered by the subprime crisis in the United States, the European
sovereign debt debacle, the riots generated by rising food prices in
much of the developing world, or the quake and tsunami in Japan
and its widespread consequences for global production and trade.
The twenty-first century is the century of complexity.

Perhaps we could easily learn to cope with complexity if it did not
come hand in hand with uncertainty. We know how to deal with
risk: we can measure it, we can prepare for it, we can anticipate the
consequences. But uncertainty is a situation in which we do not
understand the variables involved and we lack the tools to quantify
them. Uncertainty is difficult to grasp or comprehend. The rise of
the global network society has unleashed many different kinds of
uncertainties. We are just not sure as to what the effects of droughts,
declining fertility rates, or political upheavals will be. We simply
have little clue. The twenty-first century is the century of complex-
ity coupled with uncertainty.

Another most intractable feature of the twenty-first century is
that most changes appear to be paradoxical. Consider the following
examples. The rise of the emerging economies is making it possible
for hundreds of millions of people to overcome poverty. However,
it also poses stern challenges in terms of job losses in the devel-
oped world, competition for energy and natural resources, and glo-
bal economic and financial governance. We will explore this topic
in Chapter 2. Another example is the rise of the emerging-market
multinationals, companies that were invisible a few years ago but
have suddenly become household names. The paradox about them
is that their increasing power and competitiveness is not necessarily
based on the possession of technology or marketing skills. They have
rewritten the rules of business competition, much to their advan-
tage and at the expense of the traditional multinational firms from
Europe, the US, and Japan. We will cover the fascinating rise of the

emerging-market multinationals in Chapter 3.
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Equally puzzling are the demographic changes that are taking
place in the world. The decline in the average number of children
born to each woman has proceeded much faster in Europe, East
Asia (especially China and Japan), and to a lesser extent North
America. Women in those regions now have much better eco-
nomic, political, and social opportunities available to them. But
these societies are aging very quickly. In the meantime, popula-
tion continues to increase in Africa, South Asia, and the Middle
East. It is also ironic that as economic development spreads around
the world, we find ourselves in a situation in which there are more
people suffering from obesity (about one billion) than from hunger
(800 million). As of the first decade of the twenty-first century, the
world has become predominantly urban, with more people living
in cities than in the countryside for the first time in human history.
Competition for natural resources now affects not only oil and rare
minerals but also food and water. We will address the causes and
the consequences of these and other demographic turning points
in Chapter 4.

If there is an enigma that is likely to haunt us during the twenty-
first century, it is why democracy has made great strides as the dom-
inant form of government in the world while at the same time
the number of failed states has proliferated. Nearly 50 countries
suffer from some degree of state failure, including not only egre-
gious examples such as Chad, Congo, Sudan, Somalia, Iraq, and
Afghanistan, but also other threatened states like Mexico, Nigeria,
Pakistan, and India. This trend has caused major problems in the
global economy and in trade, and made terrorism the dominant form
of violent conflict, whereas in the twentieth century conventional
wars were. In Chapter 5 we will explain that the confluence of rapid
demographic growth, political instability, and natural resources in
Africa, the Middle East, and South Asia poses serious threats to glo-
bal society in the twenty-first century. Another paradoxical trend is

the new emphasis on good institutional governance at a the same
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time that state capacity is diminishing due to the ideology of small
government and the fallout from the sovereign debt crisis.

Global inequality and poverty have also come to characterize
the twenty-first century in ways that are very different from the
recent past. For the first time in two centuries, we are witnessing
less inequality across countries at the same time that inequality
within both developed and developing countries is on the increase.
Enigmatically, poverty is coming down even in countries in which
inequality is on the rise. We will analyze these puzzling turning
points in Chapter 6.

Growth in the emerging economies has come hand in hand with
environmental degradation. In developed and developing countries
alike, a quest for sustainability is on. The emphasis is not only on
energy, but also on green production and consumption of goods and
services. Agriculture, construction, and tourism have also become
targets of sustainability efforts. Technology and behavioral change
are touted as the solutions. Emerging economies are making contri-
butions of their own to global sustainability, as the cases of sugarcane
ethanol in Brazil, water management in Thailand, or wind power in
China and India attest. Water and food are also becoming scarce
commodities. We will examine the challenge of global sustainability
in Chapter 7.

These economic, demographic, and geopolitical turning points
are rapidly eroding the dominance of the United States as the lead-
ing global power. In April of 2011 the International Monetary Fund
shook American public opinion with its prediction that China’s
economy would be the world’s largest by 2016. We will explore in
Chapter 8 to what extent historical patterns in the rise and fall of
dominant global powers help understand the new situation created
in the twenty-first century, one in which not one but several powers
may share the global stage.

Finally, in Chapter 9, we will examine the implications of these

global turning points for business and for society at large. We seek
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to identify the challenges and the opportunities that stem from each
of them. We will argue that the world needs new approaches to glo-
bal governance in order to deal with the complexity, uncertainty,
and interconnectedness that characterizes the global economy, the
international system of states, social dynamics, and geopolitics in
the twenty-first century. The world is replete with uncertainty and
complexity, and we do not seem to have in place the economic, pol-
itical, and geopolitical institutions to cope with it all.

The issues summarized — the large and persistent global financial
imbalances, the growing lack of competitiveness of rich-country
firms relative to the emerging-market multinationals, population
aging, urbanization, the obesity epidemic, failed states, terrorism,
the unequal distribution of income, environmental degradation,
global warming, the looming crisis over food and water, and the lack
of global political leadership — present a formidable set of challenges.
The potentially negative impact of these issues is exacerbated by the
complex ways in which they interact with one another, the uncer-
tainties they generate at all levels, from the local community to the
global system, and the speed at which their effects can be felt in an
interconnected world. Welcome to the twenty-first century.



A global economy out of balance

KEY GLOBAL TURNING POINTS

Emerging economies have come to represent more than half of
global economic activity. They account for two thirds of foreign
exchange reserves and are accumulating an additional two billion
dollars every day.

From an economic point of view, the transition from the twentieth
to the twenty-first century took place in the midst of growing trade
and financial interrelationships among countries, and the wide-
spread impact of information and telecommunication technologies.
Another important development was an increasing cross-national
convergence in policymaking, as a result for the most part of a con-
sensus over the fundamental features of monetary and fiscal policy,
the benefits of deregulation, and the importance of letting markets
allocate capital, labor, and other resources. The global economy
was simply tending towards greater integration under a liberal set
of rules (Abdelal 2007; Stiglitz 2002). As Robert Gilpin (1987: 380;
2000) once put it, the late twentieth century resulted in an “increas-

ing interdependence of national economies in trade, finance, and
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macroeconomic policy.” The global economy was moving in the
direction of tighter integration in all of its different aspects, from
production and distribution to capital and information flows. In this
vein, sociologist Manuel Castells (1996: 92) argued that the global
economy had become “an economy with the capacity to work as a
unit in real time on a planetary scale.”

Policymakers were hoping for equal opportunities for all coun-
tries that joined this new phase of globalization. Markets were
open to everyone in an apparently inclusive way. The frontier of
development and well-being was extended to a greater number of
economies, all of which were supposedly converging on the living
standards of the most advanced countries. Policymakers and analysts
also thought that the global economy was eminently governable, and
that business cycles were a thing of the past. The sociologist Roland
Robertson (1992: 8) summarized the new mind-set by arguing that
globalization encompassed both “the compression of the world and
the intensification of consciousness of the world as a whole.”

As soon as the new century was ushered in, however, a series of
crises turned the global economy upside down: the bursting of the
technology bubble, a string of high-profile corporate scandals, and,
above all, the global economic and financial crisis triggered by the
implosion of the American subprime mortgage market. The “great
recession” accentuated a trend towards a two-speed global economy.
Emerging economies weathered the storm much better than both
developing and developed markets, surging ahead economically and
financially while the richest and the poorest economies languished
and wrestled to cope with high private and public indebtedness.

The first decade of the new century was marked by growing
imbalances, which continue to threaten global economic and finan-
cial stability. Government debt in the high-income countries has
reached levels not seen since the end of World War II, during which
the allies borrowed heavily to finance the war effort. The emerging

economies have expanded their exports of manufactured goods,
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mostly to Europe and the United States, while commodity exporters
have benefited from rising prices, which has resulted in persistently
large trade surpluses in some parts of the world and large deficits in
others (see the Box). This trend accelerated considerably after 2001
with China’s accession to the World Trade Organization. Lastly,
growing trade imbalances have led to a peculiar situation for the
first time in global history, namely, the accumulation of large foreign
currency reserves in emerging and developing countries, which have
become net creditors to the richest countries. Emerging economies
have been earning about two billion dollars of additional reserves

every day, with more than one billion going to China alone.

Global economic exchange

Countries trade goods, services, and capital with one another. In
the process of doing so, some accumulate deficits while others
generate surpluses. In the absence of inter-planetary trade, the
deficits in some countries need to be compensated by surpluses of
an equivalent magnitude in other countries.

The broadest measure of the economic transactions of a country
with the rest of the world is the current account. It comprises the
net balance of trade in goods, trade in services, income generated
or paid abroad (e.g., dividends on investments), and transfers,
such as workers' remittances or foreign aid.

If the current account is in deficit, the country needs to find
financing from abroad either in the form of capital transfers or a
foreign loan. Countries with a surplus provide the financing and
accumulate reserves to the same extent.

During the first decade of the twenty-first century countries such
as the US, UK, much of Continental Europe, and the oil-importing
countries in the developing world ran persistently high deficits
in their current account, which means that they imported much
more than they exported. By contrast, Germany, Japan, China, and
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a long list of exporters of oil and other commodities accumulated
large surpluses.

The growing trade and financial imbalances in the global
economy pose serious threats to stability and governance. It is
also important to note that, with only a few exceptions, emer-
ging economies are providing the financing for the large current
account and government deficits in the high-income countries.

One should keep in mind, however, that the root causes of these
growing imbalances do not lie in the shifting structure of inter-
national economic exchange alone. “While currency and trade
adjustments have a role to play in reducing the problem of imbal-
ances,” Pankaj Ghemawat (2011: 169) has cogently argued, “the
United States also needs to address the domestic factors that under-
lie its savings-investment gap.” So does most of Western Europe,
with the exceptions of Germany, the Netherlands, Denmark, and
Switzerland. At the other end of the spectrum, China should stimu-

late domestic demand as an engine of growth.

Global encounters of the third kind

We inherited from the twentieth century a rich legacy of inter-
national cooperation that made it possible for the global community
to overcome the destruction and dislocation brought about by World
War II. The legendary Bretton Woods agreements of 1944, which
came into effect in 1947, facilitated economic and trade growth. For
four interminable decades, however, the world remained divided into
two competing political-economic blocs. Free markets supplemented
by Keynesian policymaking ultimately won the battle over central
planning. The momentum was strong enough to overcome the dif-
ficult crisis of the 1970s, and globalization continued to grow even

after the collapse of the orderly system of fixed exchange rates.
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Trade and capital flow liberalization, especially as practiced by the
most developed countries, widened the gap between capitalist and
centrally planned economies. Economic backwardness combined
with an aspiration for political participation and freedoms to prod-
uce the momentous breakdown of Communist rule in Eastern Europe
and the Soviet Union. We entered the twenty-first century confident
in that free markets and democracy had demonstrated their super-
iority when it came to organizing society. A triumphant mood took
over. The coming into effect of the World Trade Organization in
1995 was perhaps the crowning achievement of decades of tortuous
negotiations to create a truly free global trading system. Although
the world was also fragmenting into large, continental-sized trade
blocs such as the European Union, the North American Free Trade
Agreement, and the Mercosur Customs Union, the momentum was
one of integration (Mansfield and Milner 1999). Globalism appeared
to be consistent with the emergence of regionalism in trade.

Economic and political change coincided with the proliferation of
information and telecommunications technologies, which — we now
know — also contributed to economic integration and political trans-
formations. Companies learned how to operate in far-flung locations
as a unit in real time, investors could move money around the world
at a moment’s notice, individuals stayed connected no matter their
location. Some analysts declared the death of distance (Cairncross
1997). Moore’s Law that computing capacity would increase while
the cost declined made it possible to boost productivity (Brynjolfsson
et al. 2002), while the Internet enabled connectivity, and spurred
multiple new industries while transforming everything from agricul-
ture to publishing, production to sales, logistics to financial markets,
and education to social networking. Outsourcing, offshoring, delo-
calization, and myriad other forms of spatial reorganization followed
suit. Their influence is also noticeable in the process of regional
integration, especially in less developed economies (Ontiveros et al.

2008). Large American service-sector corporations like Accenture
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and IBM now have more employees in emerging economies than in
the United States. Still, the potential of information and telecom-
munication technologies is far from being fully realized. The econ-
omy, the society, and the political system are all changing as a result
of their widespread adoption and use.

We are thus witnessing not a third phase of globalization in the
twenty-first century but a qualitatively different globalization of the
third kind, a far cry from the late nineteenth century or the post-
World War II period. Emerging economies and even many poor
countries are increasingly participants in a more interconnected
global economic system in which the geographical and functional
divisions of labor are changing very fast. In Africa, for instance, just
16 million people had a mobile phone in 2000. By the end of the
decade, the number approached 500 million and 70 percent of the
population had mobile service coverage. Farmers, small business
owners, and consumers in general can communicate and even per-
form financial transactions easily and at low cost (Aker and Mbiti
2010). Latin America has already reached levels of mobile telephone
use equivalent to those of Europe. The new global economy of the
twenty-first century, supported by information and telecommunica-
tion technologies, could well realize for the first time the promise
of a world in which knowledge is dispersed, production technolo-
gies and skills widely shared, and trade and capital movements truly
seamless.

This globalization of the third kind is also characterized by the
rise of the emerging economies as prominent global players, namely
the BRICs (Brazil, Russia, India, China) and the MINTSs (Mexico,
Indonesia, Nigeria, Turkey, South Africa). During the first decade of
the twenty-first century, the emerging economies have grown at an
average annual rate of between 8 and g percent, compared to 2 or 3
percent for the most developed countries. As a result, the emerging
and developing world is now as big economically as the developed

world (see Figure 2.1). The emerging economies, however, are not
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Figure 2.1 GDP share of the developed (OECD) versus the emerging and
developing economies (non-OECD), 1990—2030 (% of global GDP in
purchasing power parity terms)

Note: Data from 2009 onwards are projections.
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a homogenous bunch. China’s growth has been driven by export-
oriented manufacturing, with state-owned banks, infrastructure, and
natural-resource companies playing an increasingly important role,
especially in terms of foreign investments. The Indian economy, by
contrast, has prospered on the basis of human capital with technical
skills and the opportunities for global outsourcing of business activ-
ities. Both economies are increasing their productivity very quickly
(Bosworth and Collins 2008).

Not everything is rosy, however, in the emerging world. Economic
growth has come hand in hand with rapid urbanization, especially in
China. Residential construction and the expansion of private credit
continue to make an important contribution to China’s growth. The
government is rightly concerned with overheating and the need to
avoid real estate and financial bubbles from bursting in an uncon-

trolled way. Brazil is experiencing similar problems, with a soaring



The most complex crisis in history ® 15

currency that undermines its international competitiveness while
massive capital inflows contribute to a bubble economy that could
disinflate if foreign money stampedes out of the country at the first
sign of trouble. The three largest emerging economies of China,
India, and Brazil also confront a massive challenge in terms of ensur-
ing that the benefits of economic growth reach the most disadvan-
taged social strata and rural areas.

The increasing global economic and financial integration does
not mean that the world is flat, as Thomas Friedman (2005) would
have us believe. Numerous analysts have pointed out that the world
is “spiky” (Florida 2005) or “semi-globalized” (Ghemawat 2007). The
global spread of markets and multinational corporations is incom-
plete. Different organizational forms of corporate activity continue to
exist around the world as state-owned corporations, family firms, and
business conglomerates proliferate in some countries but not others.
Migration flows are nowhere near the intensity registered in the late
nineteenth and early twentieth centuries. Industries such as health-
care, transportation, water, and electricity continue to be highly reg-
ulated. The global economy appears to be as diverse as decades ago,

although it is decisively more interconnected and interdependent.

The most complex crisis in history

Rather than an inflexion in the economic cycle, the global finan-
cial crisis that started in the summer of 2007 represents a major
watershed and epitomizes the consequences of the increasingly
interconnected nature of the global economy. Its rapid spread across
markets — from real estate to the financial sector and the real econ-
omy — and across countries speaks to the staggeringly complex web
of linkages that has come to characterize global economic and finan-
cial activity (Guillén and Sudrez 2010). The unprecedented nature
of the crisis was made evident by the fact that the financial convul-

sion originated from the world’s most sophisticated, innovative, and
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globally interconnected financial system, whereas previous banking
crises tended to involve emerging and developing countries (Laeven
and Valencia 2008). The size and global integration of financial
operators, their abysmal risk management practices, the failures of
financial regulators, and the dubious workings of the rating agencies
all contributed to the perfect storm of 2008, when global financial
markets nearly melted down, wholesale financing for banks dried
up, and a severe credit crunch for consumers and businesses choked
economic activity (Reinhardt and Rogoff 2000).

The economic and financial crisis was fueled by global imbal-
ances — the large savings and reserve accumulation in emerging
economies coupled with the large deficits of the US, Spain, and other
economies — but had its origin in a relatively small corner of the
American real estate market. The liquidity crisis that started in the
summer of 2007 was triggered by rising doubts about subprime mort-
gages and the value of the derivative securities associated with them.
The original liquidity crisis quickly mutated into a more general crisis
of confidence affecting bank lending, corporate investment, and job
creation. The crisis quickly put public finances to the test. Deficits
soared because of reduced tax revenue, larger unemployment bene-
fit payments, the cost of bailouts, and the attempts to stimulate the
economy through fiscal policy (Freedman et al. 2009). In addition,
governments also relaxed monetary policy, potentially imprinting
an inflationary bias into the economy and certainly debasing the
currency, especially in the United States (Guillén and Sudrez 2010).
The crisis fundamentally challenged the assumptions and institu-
tions that underpinned the growth of the global economy in the
second half of the twentieth century, including the roles of fiscal
and monetary policies, the welfare state, and international monet-
ary cooperation. It also shook mainstream assumptions about how
actors make economic decisions and interact in the marketplace,
leading major economists to refer to “animal spirits” as the best

explanation for the financial excesses and the recessionary vicious
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circle triggered by the meltdown in the financial markets (Akerlof
and Shiller 2009).

The financial implosion of 2008 spread much more swiftly and
broadly than previous crises like the European currency debacle of
1992, the Mexican “tequila” crisis of 1994—1995, the East Asian
“flu” of 1997, and the currency crises in Russia and Brazil in 1998—
1999, which were regional in scope and affected only a few econ-
omies (Glick and Rose 1999). This time around central banks were
forced to intervene quickly to keep credit going through massive
injections of liquidity. The Federal Reserve was the most active,
as it wrestled to ameliorate the effects of the crisis (Freedman et al.
20009). Countries with similar symptoms to the US felt the pain
more quickly and severely: high real estate prices, financial lever-
age, and levels of private debt. As Figure 2.2 shows, all OECD mem-
ber countries suffered from at least two consecutive quarters of GDP
decline, something that was utterly unprecedented. This was a cri-
sis afflicting the rich countries, which are deeply in debt and fear
for the stability of their currencies, the dollar, and the euro, which
happen to be the world’s major reserve currencies (Beetsma and
Giuliodori 20105 Blundell-Wignall and Slovik 2010; Eichengreen
2000).

Particularly severe were the consequences of the global crisis in
Europe, which put at risk the most important accomplishment of
the whole dynamic of European integration, the monetary union
created in 1999. The foundations of the most comprehensive experi-
ence in regional integration in the world, and also the oldest, have
been seriously compromised by the crisis (Ontiveros and Ferndndez
de Lis 2010). It is paradoxical that the indicators of public finances
in Europe are no worse than those for the US or Japan. And vyert,
soaring risk premiums for European bonds indicated that the lack of
a fiscal union was not to the liking of investors, who have regarded
some government debt like junk bonds (TrendLab 2011). Thus, it

is not so much whether Europe is an “optimal currency area” or not
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Figure 2.2 Proportion of OECD countries with at least two
consecutive quarters of GDP decline, by quarter, 1970—2010

Source: OECD, Economic Outlook (several years).

that matters, but rather that the markets expect risk pooling within
Europe at some point in the near future.

Further transfers of sovereignty from member states to Brussels
and Frankfurt are possible and perhaps advisable in the medium
run. But as of the second decade of the twenty-first century Europe
confronts the twin problems of political weakness and an economic
downturn that pro-cyclical austerity measures are only aggravating.
The world economy is also reeling from the effects of the European
crisis. After all, the European Union accounts for a third of global
GDP and trade. The other victim of the crisis has been the policy-
making and academic communities themselves, due to their tardy
and incomplete understanding of the basic mechanisms leading to
the implosion of financial markets and the great recession that fol-
lowed (Ferndndez de Lis and Ontiveros 2000; TrendLab 2011).

Meanwhile, emerging economies were largely spared, although
some suffered from the sharp, though temporary, decline in com-
modity prices during 2008 (IMF 2011). The two most conspicu-

ous manifestations of the resilience of emerging economies were
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Source: IMF, World Economic Outlook (September 2011), p. 25.

their low levels of external debt and the accumulation of foreign
reserves. By the second half of 2011 China had accumulated 3.2
trillion dollars, Saudi Arabia 517 billion, Russia 473 billion, Brazil
348 billion, and India 280 billion. Thus, emerging economies have
become part of the solution to the crisis as the providers of cap-
ital to the rich economies, which with the exception of Germany
and Japan run large deficits with the rest of the world, in a dra-
matic illustration of the famous Lucas paradox: the relatively poor
funding the rich. Figure 2.3 shows the extent of the current account
imbalance between rich and emerging economies, and the fact that

its magnitude grew three times bigger during the initial decade of
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the twenty-first century. Meanwhile, direct investments by multi-
national corporations, whether in the form of mergers and acquisi-
tions or not, declined sharply as a result of the crisis, as it had done
during the 2001-2002 downturn (Figure 2.4).

The crisis also rekindled fears of global protectionism in the form
of either tariffs or currency wars, one of the main contributing factors
to the Great Depression, famously conceptualized by Joan Robinson
as “beggar-thy-neighbor” policies. Given the size of China’s trade
surplus, much of the attention became focused on the renminbi and
the extent of its undervaluation relative to the dollar, which rep-
resented an effective trade barrier and a source of friction in global

economic and financial relationships.

Financial services after the crisis

It is perhaps too early to fully assess the fallout from the global
financial crisis. Perhaps the most readily apparent consequence is
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the turning point in terms of financial regulation. After decades
of deregulation and a vigorous trend towards self-regulation, gov-
ernments around the world are opting for increased regulation and
closer supervision. Given rampant market failures and the growth
of “shadow” banking activities, monetary and financial authorities
have no choice but to intervene more heavily than in the past. The
attention has been refocused on leverage ratios, capital require-
ments, and systemic risks. It is important to note that between 1987
and 2007 financial institutions in the G7 countries (US, Japan, UK,
Germany, France, Italy, and Canada) had increased their leverage
threefold, compared to a 50 percent increase in the case of house-
holds, 30 percent for non-financial companies, and 25 percent for
governments (IMF 2000).

Financial intermediaries have lost during the crisis their most
important asset, namely, trust. Their risk-loving investment strat-
egies, in some cases bordering on the illegal, have undermined the
confidence that public opinion and policymakers once had. Personal
and corporate bankruptcies, unemployment, and falling living stand-
ards are some of the consequences of the financial excesses of the
first decade of the twenty-first century.

Another important consequence of the crisis is the foreseeable
end of the era of cheap money for borrowers. Despite the loose mon-
etary policy championed by most of the major central banks, the
channeling of credit to businesses and households will continue to
be restricted due to the new reserve and liquidity requirements for
banks designed to forestall a new crisis. Higher capital adequacy
ratios for banks and stiffer regulation will increase borrowing costs
for businesses, households, and governments. In particular, as gov-
ernments in Europe, the US, and Japan struggled to cope with the
effects of the crisis, their indebtedness has skyrocketed to levels
not seen since the end of World War II (IMF 2010), while many
emerging and developing economies reduced their debt burden (see

Figure 2.5).
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The growing financing needs of the economies facing a prob-
lem of competitiveness has not escaped financial markets, which
are punishing their governments with ever higher borrowing costs.
Skepticism about the viability of pay-as-you-go pension systems and
other welfare programs casts further doubt on the future of the rich
economies and their decades-old approach to economic growth and
social well-being. This problem has reached its climax in Europe,
where the structural weaknesses of the single currency add complex-
ity to the problem. But Japan and even the United States are also
under scrutiny for their fiscal problems, although in the case of Japan
most government debt is owed to domestic households, not inter-
national lenders (IMF 2010). Perhaps financial markets will respond
to the new financial needs of government in the rich economies by
creating more versatile financial instruments with longer terms of

up to 100 years.
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Changes in the distribution of global economic power

The depth of the crisis in the high-income economies of Europe,
Japan, and the United States paralleled by high rates of growth in
the emerging economies has accelerated the redistribution of eco-
nomic and financial power in the world. Uncertainty about the
future has taken center stage, volatility has become the norm in
financial markets, and a stiff race to control natural resources and
energy sources is on. Projections indicated that before the end of the
second decade of the twenty-first century China would be the largest
economy followed by the United States, India, Brazil, and Japan,
with no European economy ranked among the world’s top 5, as we
will analyze in Chapter 8.

It is generally the case that debtors are in a more precarious pos-
ition than creditors. Moreover, if creditors see their share of global
production increase, it is logical to conclude that their bargaining
power and influence are likely on the increase. The G7 continues
to be a formidable power club, but it can no longer resolve glo-
bal economic and financial issues the way it used to. The G20 was
born before the crisis, and certainly brings to the table most of the
key actors in the new global economy of the twenty-first century.
Multilateral agencies such as the IMF and the World Bank are now
governed in a way that reflects the growing power of the emerging
economies, if imperfectly so.

In the rich economies, the long-term impact of the global eco-
nomic and financial crisis may include persistently high unemploy-
ment, especially among the younger and the older age groups, a heavy
debt burden that will force tax increases and a reduction in govern-
ment services, and years of financial deleveraging and capital expenses
as banks and other financial institutions clean up their balance sheets
(IMF 2011). These lingering financial problems will erode the growth
potential of many advanced economies, especially in Europe, and

bring about many changes to the global competitive league.



24 * A global economy out of balance

Joseph Schumpeter once argued that “creative destruction” was the
fundamental process underlying the extraordinary capacity of the mar-
ket economy to deliver better standards of living over the long run. The
twenty-first century will certainly witness more Schumpeterian dynam-
ics rather than less, with the main actors and geographies of such cre-
ative tensions shifting away from the rich to the emerging economies,
thus closing the gap between the two. Although for more than a hun-
dred years the US has been the dominant research and development
(R&D) power, its hegemony is on the decline. One should not take
innovation in emerging economies lightly. They are no longer churn-
ing out cheap t-shirts. China and India educate more than 700,000
engineers annually. Scientific and technological breakthroughs will
be more likely to occur in emerging economies as they step up their
R&D investments. In just over a decade China has gone from invest-
ing virtually nothing in R&D to being the second largest investor in
the world. If present trends continue, in another ten years or so China
could achieve global technological leadership. For instance, in a high-
tech field such as wind power, four of the ten largest turbine manufac-
turers are Chinese firms, and one is Indian. Chinese firms can easily
keep up with the pace of technological change and start being innova-
tors (Breznitz and Murphree 2011). Another emerging technological
power is Brazil. Its companies lead the world in technologies for trop-
ical agriculture, biofuels, and deep-sea oil extraction. As innovation
shifts geographically, so will financial flows, trade, and migration.

The new global economy of the twenty-first century will need
to overcome the many tensions produced by the rise of the emer-
ging world: the appropriation of knowledge and technology, trade
frictions, the race for natural resources, and climate change, among
others. Income and wealth inequality, a common by-product of eco-
nomic growth, will also need to be addressed. In 2010 more than
1.4 billion people were classified by the United Nations as living
under the poverty line. Global growth will need to be more evenly

distributed in order for it to be sustainable.
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The global economic and financial crisis has heightened interest
in arriving at new formulas for global governance, in an attempt to
capitalize on the benefits of globalization while shielding citizens
from its frequent ill effects. The crisis has made the failings of capit-
alism readily apparent. It has also pointed out the need for states to
give up some sovereignty in order to manage global problems at the
global level. Much attention and effort in the twenty-first century
will be devoted to designing a new global economic and financial
architecture, one that will surely differ from the one prevalent in the
already distant past of the twentieth century.

The twenty-first century will also be the emerging-markets cen-
tury, given that three quarters of all growth in the global economy
is now taking place in Asia, Latin America, the Middle East, and
Africa (IMF 2011). As Jim O’Neill, who coined the term BRICs,
has argued in his book, The Growth Map, the expansion of emerging
markets has proceeded at a pace faster than predicted, and it is now
extending into other large economies such as Indonesia and Turkey
in addition to Brazil, Russia, India, and China. Although this growth
has been fueled by international trade in manufactured goods and in
natural resources, domestic consumption in emerging economies is
also taking off as a result of rising incomes and the formation of
a middle class. These trends are catapulting to global prominence
a new set of companies, the emerging-market multinationals, the

subject of the next chapter.



The rise of the emerging-market
multinationals

KEY GLOBAL TURNING POINTS

As of 2010 emerging economies and developing countries were
home to 25 percent of the largest 500 companies in the world, 29
percent of the total number of multinational firms, and 41 percent
of new foreign direct investment flows over the previous five years.

Running hand in hand with the extraordinary growth of emerging
economies at the turn of the twenty-first century, we come across
yet another clear sign that the global economy is changing. New
multinational firms from countries such as Brazil, Mexico, China,
India, Egypt, or Indonesia are expanding around the world, making
acquisitions, and gaining market share not only in traditional indus-
tries but also in high-technology sectors. This trend has acquired
such magnitude that it is rare the household anywhere around the
world that does not consume or own a product branded by an emerg-
ing-market multinational (Guillén and Garcfa-Canal 2009; Van
Agtmael 2007).

The figures are tantalizing. While in 1990 about 7.1 percent of all

cumulative foreign direct investment in the world was accounted for
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by the so-called emerging-market multinationals, by the year 2000
the proportion had grown to 11.1 percent, and by 2010 it had more
than doubled to 15.3 percent. During the 2006—2010 period emer-
ging and developing economies accounted for 41.4 percent of new
foreign direct investment flows. At the turn of the twenty-first cen-
tury about 20.8 percent of the 64,592 multinational firms in the world
were from emerging or developing countries. By 2010 the proportion
had climbed to 29.1 percent of the world’s total of 103,786 multi-
national firms (UNCTAD 2o011). The economic and financial crisis
that began in 2007 actually accelerated this phenomenon. While
in 2008 there were 78 emerging-market firms on Fortune magazine’s
ranking of the world’s largest 500 firms, in 2010 the figure stood at
117, with most of the increase being attributable to the number of
Chinese firms, which grew from 29 to 61. A plausible scenario is
that by the year 2030 more than half of cumulative foreign direct
investment will be accounted for by emerging-market multination-
als, and half of the Fortune Global 500 firms will be emerging-market
multinationals (see the Box).

The main drivers behind this phenomenal growth in investment by
the emerging-market multinationals are diverse. These firms invest
in order to secure market access, inputs, and strategic assets that
they lack, including brands and technologies. Many of them grew
big in the domestic market and are now seeking to expand their sell-
ing opportunities by making greenfield investments and acquisitions
abroad. Some of them pursued a well-defined niche market with
global potential. A different trajectory usually characterizes emer-
ging multinationals in infrastructure, energy, and natural resources.
Emerging multinationals in infrastructure tend to focus on low-cost
and/or high-risk markets as they search for growth opportunities.
Those in energy and natural resources tend to be state-owned, and
often follow government directives and incentives to secure sources
of supply. Thus, there are many different kinds of motivations behind

the global expansion of the emerging-market multinationals.
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Multinational firms and foreign direct investment

Multinational firms are companies with operations in at least two
different countries. They may own foreign manufacturing plants,
distribution and storage systems, sales offices, or R&D labs. When
they set up a new foreign subsidiary or make an acquisition of
a foreign company, they engage in the so-called “foreign direct
investment,” which differs from foreign portfolio investment in
that it is undertaken with the intention of securing operational
control.

Multinational firms are very important actors in the global econ-
omy. The 500 largest account for about 25 percent of world prod-
uct and 50 percent of world trade. They receive approximately
80 percent of all payments for technology royalties and fees. No
wonder that they frequently get their way in negotiations with
governments.

According to the United Nations, there are nearly 104,000 multi-
national firms in the world, of which 30,000 or 29.1 percent are
headquartered in emerging economies or developing countries.

The largest multinational firms typically operate in concentrated,
capital-intensive industries. They invest abroad in order to exploit
their two key advantages, namely, technology and brands. These
two advantages are commonly referred to as “intangible assets.”
By contrast, a majority of emerging-market multinationals started
to invest abroad without possessing such intangibles. The point
of their international expansion was, in many cases, precisely to
acquire those types of assets.

Taking over major industries

The emerging-market multinationals are not simply large. They
have escalated positions in industry rankings to the point of dis-
placing firms from the most advanced economies. For example,

the world’s largest candy manufacturing company is Arcor of
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Argentina, while the largest bakery is Bimbo of Mexico, a firm
that has taken both the Chinese and the US market by storm and
is poised to grow very quickly over the next two decades. CVRD,
known as Vale, a Brazilian firm, is the world’s third largest min-
ing conglomerate, while Cemex of Mexico is the second largest
cement firm of Argentina the world’s leading producer of seam-
less steel tubes. Embraer of Brazil is the largest manufacturer of
regional jets. In China, we come across BYD, the second largest
global rechargeable battery maker, and Lenovo, the fourth largest
computer brand. Taiwan’s Acer is the world’s number two. It is
quite likely that a number of other Chinese firms in the electron-
ics, automobile, and machinery industries will reach the top 5
positions within a decade or two. Gazprom of Russia is the world’s
largest energy company by revenue (excluding oil companies). DP
World of Dubai is the world’s fourth largest port operator. And in
India, Tata Communications is the largest international wholesale
voice carrier, Infosys boasts being one of the world’s biggest infor-
mation services companies while Wipro is one of the top outsour-
cing services firms. No matter where you look in the world of the
emerging economies, you find large companies getting bigger and
more successful year after year.

The largest emerging-market multinationals tend to be active
in capital-intensive and/or natural-resource industries. Leading
the pack is China (including Hong Kong) with five firms among
the top 25 ranked by foreign assets, followed by Brazil and South
Korea with three each, and India and Taiwan with two each (see
Table 3.1). These very large emerging-market multinationals tend
to be state owned, recently privatized, or family controlled.

The most active emerging-market multinationals to date are those
from Russia ($434 billion in cumulative investment until the end of
2010), China (298), Taiwan (201), and Brazil (181). It is important
to note that Chinese direct investment is by far the largest because
in addition to the $298 billion directly out of the mainland, one
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must consider a large proportion of the investment from Hong Kong
($948 billion) as indirectly coming from the mainland because many
Chinese firms first set up a subsidiary in the Special Administrative
Region in order to invest in foreign countries. Emerging and devel-
oping countries have invested a total of nearly $3.1 trillion, or 15.7
percent of the world’s total (see Table 3.2). It is also instructive to
consider these figures relative to the size of each of these economies.
The largest ratio of cumulative foreign direct investment stock to
GDP is for Taiwan (46.6 percent), followed by Malaysia (41.0),
Chile (24.1), South Africa (22.5), and the United Arab Emirates
(20.0). The ratios for Hong Kong, Ireland, and Panama are very
high due to their status as hubs for transit capital.
Emerging-market multinationals have turned acquisitive. For
instance, in 2007 Tata Steel of India purchased Britain’s Corus
Group for $11.2 billion, Tata Motors bought Jaguar and Land
Rover for $2.3 billion, Gerdau of Brazil purchased Chaparral Steel
in the US for $4.1 billion, Cemex bought Rinker of Australia for
$16.5 billion, and SABIC of Saudi Arabia acquired GE Plastics in
the US for $11.6 billion. In 2008 Industrial and Commercial Bank
of China purchased Standard Bank Group in South Africa for
$5.6 billion. In 2010 Bharti Airtel of India purchased Zain Africa
of Nigeria for $10.7 billion while Sinopec of China acquired 40
percent of Repsol YPF Brasil for $7.1 billion. Some deals proved
hugely controversial, including the 2005 attempt by CNOOC of
China to acquire US oil firm Unocal for $18.4 billion, which trig-
gered a nationalist—populist uproar. The US Congress went as far
as passing a provision within an energy bill which explicitly con-
demned the acquisition. A second instance of international fric-
tion occurred when DP World of Dubai acquired P&O of Britain
in 2006 for $7.0 billion. The target company operated several port
terminals in the US, which it had to sell so that the deal could
go through. In both cases, concerns about national security were

raised.
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TABLE 3.2 Cumulative stocks of outward foreign direct investment

$ billion % of GDP
Country 1990 2010 1990 2010
China 4.5 207.6 I.I 5.1
Hong Kong 11.9 048.5 15.5 419.5
Taiwan 30.4 201.2 18.4 46.6
India 0.1 02.4 0.0 5.6
Singapore 7.8 300.0 21.2 139.4
South Korea 2.3 140.0 0.9 13.8
Malaysia 0.8 96.8 1.7 41.0
Argentina 6.1 29.8 4.3 8.1
Brazil 41.0 180.9 0.4 8.8
Chile 0.2 49.8 0.5 24.1
Colombia 0.4 22.7 1.0 8.1
Mexico 2.7 66.2 1.0 6.4
Panama 3.9 31.6 73.4 114.8
Peru 0.1 3.3 0.4 2.1
Venezuela 1.2 19.9 2.6 5.1
Russia 433.7 20.4
Turkey 1.2 23.8 0.6 3.2
UAE 0.1 55.6 0.0 20.0
Egypt 0.2 5.4 0.4 2.5
South Africa 15.0 81.1 13.4 22.5
Ireland 14.9 348.7 31.2 I71.1
Spain 15.7 660.2 3.0 46.9
USA 731.8 4843.3 12.6 33.0
France 112.4 1523.0 9.0 59.1
Germany 151.6 1421.3 8.8 43.0
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TABLE 3.2 (cont.)

$ billion % of GDP
Country 1990 2010 1990 2010
[taly 60.2 475.6 5.3 23.2
Holland 106.9 890.2 35.9 113.9
United Kingdom 2290.3 1689.3 23.1 75.3
Japan 201.4 831.1 6.7 15.1
Developed 1948.6 16,803.5 I1.1 41.4
countries
Emerging and 145.2 3131.8 4.1 15.7
developing
countries
World total 2086.8 20,408.3 0.9 32.6
Note: ‘... signifies unavailable data.

Source: UNCTAD (2011).

The sovereign wealth funds

Another controversial type of international investor from emer-
ging economies are sovereign wealth funds, entities that hold assets
owned by a government and denominated in a foreign currency.
They are managed separately from foreign reserves (used for stabil-
ization and short-term liquidity purposes) with the goal of obtain-
ing a long-term return. Sovereign wealth funds are different from
multinational firms in that they do not produce a good or a service.
Rather, they invest in debt and equities, though rarely, if ever, taking
a controlling stake. While the first sovereign wealth fund was cre-
ated in 1953, the Kuwait Investment Authority, the term itself was
coined at the beginning of the twenty-first century (Rozanov 2005),
precisely at the time that they became globally significant.

The main reason for their rise to prominence of sovereign wealth

funds is the accumulation of large current account surpluses in
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countries that export huge amounts of manufactured goods or com-
modities, such as China, Singapore, Russia, Venezuela, Abu Dhabi,
Dubai, and Chile. Although they tend to be very secretive, we know
that the largest is the Abu Dhabi Investment Authority, which the
Sovereign Wealth Fund Institute estimates has assets worth $627
billion. It is important to note that developed countries are also
home to large funds, including Australia, Canada, Norway, Japan,
France, the Netherlands, and the United States (Truman 2008,
2010). Taken together, sovereign wealth funds were estimated to
manage about $4.8 trillion as of October 2011, down from $5.2 tril-
lion before the global financial crisis.

Sovereign wealth funds have recently shifted their investment
strategy away from treasuries, bonds, and real estate into equities.
In the first decade of the twenty-first century, they took large stakes
in companies as diverse as MGM Mirage (9.5 percent), Sainsbury
(25), and the London Stock Exchange (28), and smaller shares in
oil giants Total (1.6) and British Petroleum (1.0). They became
controversial during the global financial crisis that began in 2007
because of some high-profile deals involving troubled financial
institutions, including the multi-billion dollar investments in UBS,
Citigroup, Morgan Stanley, Merrill Lynch, Barclays, Blackstone,
Standard Chartered, and the Carlyle Group. These investments,
taken together, amounted to $56.4 billion, the largest being the
Government of Singapore Investment Corporation’s purchase of 8.6
percent of UBS for $9.8 billion. The crisis, however, did not leave
the funds unscathed. One estimate (Setser and Ziemba 2009) put
the losses at the Abu Dhabi Investment Authority at $328 billion
during 2008 (a 40 percent decline in its value), those at the Kuwait
Investment Authority at $228 billion (a 36 percent loss), and the
Norwegian Government Pension Fund-Global at $325 billion (a 30
percent decline). In spite of this setback, sovereign wealth funds con-
tinue to draw the attention because of the implications for national

security and the lack of transparency of many of them. Their size is
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predicted to grow during the twenty-first century, unless the global
economic, trade, and financial imbalances discussed in the previous

chapter are reduced.

Are emerging-market multinationals different?

As significant as sovereign wealth funds have become, in the twenty-
first century emerging-market multinationals will become even more
important. Their sudden irruption onto the global stage raises a num-
ber of tantalizing questions. For starters, it is readily apparent that
most of them lack the two classic competitive advantages of multi-
national firms, namely, technology and brands (Hymer 1960). While
most of the traditional European, US, and Japanese multinationals
invested abroad in order to exploit their proprietary technology and
brands, many if not most of the emerging-market multinationals
have acquired those intangible assets in the process of, not prior
to, going abroad. Thus, the overall question is, what competitive
advantages do emerging-market multinationals possess?

One key way in which emerging-market multinationals have bro-
ken the mold of the traditional multinational firm is by specializing
in the adaptation of existing technology to new market niches as
opposed to the creation of new technology, in incremental improve-
ments to existing products, and in the early adoption of new tech-
nology. For instance, South Korean and Chinese electronics firms
did not pioneer flat panel display technologies, but they have man-
aged to incorporate them into new products and to be more efficient
at manufacturing them.

A second way in which they have become competitive abroad
is by exploiting “project-execution” capabilities, that is, the abil-
ity to conduct feasibility studies, obtain licenses from the state, put
together financial packages, secure technology and know-how, set
up plants, hire and train the workforce, and establish supply and
distribution channels rapidly and efficiently (Amsden and Hikino
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1004). In other words, emerging-market multinationals tend to
excel at execution.

Networking skills are often cited as a key advantage of
emerging-market multinationals. The fact that most of them are
either family or government controlled has facilitated their growth
and international expansion. For instance, the most common ways
for them to operate abroad is through alliances or partial acquisitions,
as opposed to the typical pattern of the traditional multinationals
which tend to make full acquisitions and set up their own “green-
field” subsidiaries. Full or partial government ownership, although
it often raises eyebrows in host countries, is frequently cited as a
factor that has made many of them politically savvy (Guillén and
Garcia-Canal 2009, 2010), a circumstance that has enabled them
to gain a presence in heavily regulated sectors like electricity, oil
and gas, transportation, water, and telecommunications. More often
than not, they have expanded into other emerging economies or
into developing countries, precisely where political advantages may
be more useful.

An illustration of this pattern is Chinese and Indian investment
in Africa. While European and American firms accounted for g2
percent of the cumulative foreign investment in Africa until the end
of 2008, Chinese firms invested $2.5 billion in the previous three
years alone, and Indian firms about $332 million, up from less than
$10 million in the year 2000. The largest acquisition to date is the
2006 purchase by China’s CNOOC of 45 percent of the Nigerian
National Petroleum Corp for $2.7 billion (UNCTAD 2010: 32-37).
Chinese firms tend to invest in African countries following a com-
plex pattern in which the Chinese and host-country governments
enter into a framework agreement, with China providing the finan-
cing through its official export-import bank, the host country award-
ing a Chinese firm the license to extract natural resources, which are
used to pay back the loan, and Chinese construction firms building

some kind of infrastructure in exchange for the license. In this way,
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China gains access to crucial raw materials and energy, while the
host country enjoys the new infrastructure (Chen and Orr 2000).
This operational pattern of intimate relationships between Chinese
state-owned firms and entities, on the one hand, and African gov-
ernments, on the other, has come under scrutiny in countries such
as Angola, Rwanda, or the Sudan because it is not clear the extent
to which the local population will benefit from the deals. Moreover,
China’s presence lends legitimacy to repressive or even genocidal
regimes. In many countries, Chinese companies have brought in
tens of thousands of workers, raising fears among the local popula-
tion that they will not benefit from the investments.

The increasing scale, sophistication, and global presence of emerg-
ing-market multinationals will surely enable them to allocate more
resources to R&D and to building their own brands. Thus, it may be
possible for them to develop technological and marketing expertise
internally or through acquisitions. In fact, there are many success-
ful precedents. For instance, Samsung Electronics of South Korea
(an emerging economy until very recently) is the world’s leading
consumer electronics firm. Until 19go it operated as a mere subcon-
tractor to US, European, and Japanese multinationals. Nowadays, it
boasts the world’s 21st most valuable brand (assessed at $18 billion),
surpassed only by Nokia in consumer electronics, and has success-
fully filed for over 23,000 patents with the US Patent & Trademark
Office. There are only a handful of companies, or countries for that
matter, with a greater number of patents.

To the extent that Samsung Electronics can be thought of as a pre-
cedent, the emerging-market multinationals are poised to become
technology and marketing powerhouses during the first half of the
twenty-first century. In fact, during the first decade alone, residents
of emerging-markets have jumped from obtaining just 5 percent of
new patents granted worldwide to nearly 10 percent. In 2009 as
many as 120 firms among the top 1ooo R&D spenders were from

emerging economies, up from half that number five years earlier. The
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leading emerging economies were Taiwan (35 firms among the top
1000), South Korea (23), China (21, including Hong Kong), India
(12), and Brazil (6). The top three patenting countries were South
Korea with 6o percent of the patents obtained by emerging econ-
omies, Israel with 11 percent, and China, including Hong Kong,
with 6 percent (World Bank 2011h: 77).

Sovereignty, political influence, and geopolitics

The rise of the emerging-market multinationals has intensified a
long-running debate about the power and influence of foreign com-
panies in the host countries in which they operate. Multinational
corporations have grown so big that their foreign activities often
have implications for the stature of the home country in global
affairs and for the conduct of foreign policy. The reverse is also pos-
sible: the activities of multinational firms can be affected by the for-
eign policy of the home country. The government can also use the
multinationals as tools to achieve diplomatic goals.

The branch of political science known as international relations
has attempted to study these issues. Much debate in this field over
the last 20 years has focused on who are the key actors in inter-
national relations. Realist scholars assert that states are the only
actor of importance, while multinational firms, non-governmental
organizations (NGQOs), international labor union confederations,
and multilateral agencies (such as the UN or the IMF) are just
instruments of governments or states. By contrast, the proponents
of the world-politics paradigm (also referred to as international plur-
alism) conceive of international relations as the complex interplay
among multiple actors who are relatively independent from each
other. More recently, other scholars have proposed to look at inter-
national relations from a constructivist perspective, one that rel-
egates material interests to the background and highlights shared

or negotiated norms for appropriate behavior in the international
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arena. The constructivist perspective downplays the importance
of interest-driven action by states or multinationals, emphasizing
instead the role of shared or negotiated norms of appropriate behav-
ior in the international arena (for a review, see Tarrow 20071).

The literature reports ample evidence both of multinationals
being used by their own governments to achieve foreign policy
objectives and of multinationals using their home governments to
obtain certain advantages abroad. There is also mounting evidence
that multinationals can and do exert their influence over host coun-
tries, a theme superbly conceptualized by Raymond Vernon in his
classic book, Sovereignty at Bay (1971). The classic example is ITT’s
role in the fall and demise of the democratically elected President of
Chile in 1973 (Gilpin 1987: 231-245; Moran 1977). Thus, there is
evidence in favor of the realist, pluralist, and constructivist views.

The rise of the emerging-market multinationals has intensified
and transformed these debates, for two reasons. First, many of the
countries that are home to the new multinationals are dictatorships
or they are less than ideal in their practice of democracy. During the
second half of the twentieth century, most multinational firms were
headquartered in Western Europe, North America, or Japan, all of
them democracies. This in no way meant that they did not engage
in corruption or other illicit activities, or that they did not take
advantage of repressive labor regimes (Oneal 1902). The increas-
ingly global presence of companies from non-democratic emerging
economies is posing serious challenges to the fight for human rights
in Africa and Latin America, for instance.

The second important transformation of the debate over sover-
eignty, political influence, and geopolitics induced by the rise of the
emerging-market multinationals has to do with the fact that many
of them happen to be state-owned or recently privatized companies.
During most of the twentieth century, very few state-owned firms
ventured abroad. They used to enjoy a captive domestic market and

faced few incentives to take on the risks of foreign expansion. It
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was only in the wake of privatization, deregulation, and market lib-
eralization that formerly state-controlled firms in Western Europe
invested abroad. Although governments in many emerging econ-
omies have also engaged in privatization, many of the largest emerg-
ing-market multinationals are firms owned by the state in full or
in part. For example, among the 100 Global Challengers listed by
the Boston Consulting Group in 2009, 31 have the state as a major
shareholder (BCG 2009). Of the 36 Chinese companies on the list,
23 were state owned. The other 8 state-owned multinationals came
from Brazil, Hungary, Malaysia (2), Russia, and the United Arab
Emirates (4). Most of these firms are active in natural resources,
energy, oil, or capital-intensive manufacturing. As Ian Bremmer, the
President of the Eurasia Group, has observed, “state capitalism is not
the reemergence of socialist central planning in a twenty-first-cen-
tury package. It is a form of bureaucratically engineered capitalism
particular to each government that practices it ... For the moment,
many of the governments that practice state capitalism have profited
from it — both economically and politically” (Bremmer 2010a: 23).

The extent to which state-owned or recently privatized firms
from emerging economies will make decisions about foreign invest-
ment based on business considerations as opposed to political ones
remains to be seen. In strategic and highly regulated industries such
as mining, oil, infrastructure, or energy it is hard to believe that state
ownership will not matter, at least in terms of how the multination-
als operate, as the case of Chinese firms in Africa illustrates (Chen
and Orr 2009).

How emerging-market multinationals are

changing the world

The rise of the emerging-market multinationals will inevitably
change the structure of the global economy. In order to grasp the

implications, it is instructive to assess the flows of foreign direct
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investment at the beginning, the middle, and the end of the twen-
tieth century. On the eve of World War I, the United Kingdom was
the world’s leading source of foreign direct investment. British com-
panies dominated several consumer goods industries as well as vir-
tually every infrastructure sector. The great expansion of American
capitalism after World War II brought about a very different situ-
ation by 1967, perhaps the peak of US global economic and financial
supremacy. During the 1960s American multinational firms roamed
the globe in search of sources of supply, manufacturing sites, and
consumer markets. At the turn of the twenty-first century, the situ-
ation could not be more different than the one prevailing 50 or 100
years earlier. Instead of a dominant country, the US, Europe, Japan,
and, increasingly, China run head to head as the leading sources of
foreign direct investment. The world is moving quite quickly away
from the reality of a hegemonic power and towards a polycentric
configuration.

The consequences of this shift are hard to miss. For starters, the
centers of managerial decision making are gradually moving away
from Paris, London, Frankfurt, New York, Chicago, and Tokyo
towards Mexico City, Sdo Paulo, Beijing, Shanghai, Mumbai, Dubai,
and a host of other key emerging-market cities. And with them other
activities will gravitate towards these new centers of cosmopolitan
life, including art collections, music performances, and culinary
temples, to name but a few.

Most importantly, new products and services will be designed with
emerging-market consumers in mind. Research and development
activities will be increasingly located in emerging economies, thus
creating high-paying jobs outside of Europe and North America, and
perhaps even causing some of those in the old centers of decision
making to be sent overseas. As emerging-market multinationals beat
their counterparts from the so-called “advanced” economies at their
own game, the global economy and the global business commu-

nity will bear little resemblance to the domination of the business
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landscape by the European and American multinationals that char-
acterized the twentieth century, challenged only fleetingly by the
rise of Japanese firms in the 1980s and 1990s. And to the extent
that what’s good for an emerging-market multinational is good for
its home country, to paraphrase former General Motors CEO and
US Secretary of Defense Charles Wilson, the power and influence
of emerging countries will likely increase as a result of the enhanced

international stature of their companies.



The new demography:
aging, migration, and obesity

KEY GLOBAL TURNING POINTS

For the first time in human history, several countries have inverted
age pyramids with more people above age 6o than below age 20,
more people live in cities than in the countryside, and more
people suffer from obesity than from hunger.

The twenty-first century is riding a wave of demographic changes
that will fundamentally reshape the society and the economy of
most countries around the world. Population aging, the shift from
the countryside to the city, international migration, lower mar-
riage rates, and the obesity epidemic pose numerous challenges and
opportunities. Unlike in previous periods of human history, highly
advanced societies with relatively young populations coexist with
others experiencing rapid aging. The same diversity in demographic
trends is taking place among emerging and developing countries.
These trends will make Africa, South Asia, and the Middle East
more important demographically, precisely the areas of the world that
have proved less stable politically and yet hold most of the world’s
exhaustible energy and mineral resources. The twenty-first century

44
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promises to match its predecessor in terms of producing new demo-
graphic trends. “We are taller, heavier, healthier, and longer lived
than our ancestors; our bodies are sturdier, less susceptible to disease
in early life and slower to wear out. These changes have occurred in

all parts of the world and are continuing to occur” (Floud et al. 2011:

364).

Demography in the new century

The twentieth century was an eventful one from the demographic
point of view. The first quarter was characterized by the final phase
of the great transatlantic migration initiated in the late nineteenth
century, and was followed by a quarter of demographic stagnation
during the Great Depression and World War II, accentuated by war-
related mortality. Massive forced migrations in Eastern Europe and
the Caucasus followed. The second half of the century was one of
rapid population growth due to increasing fertility and declining
mortality. The world’s population increased from 2.5 billion in 1950
to 6.1 in 2000. In October 2011 the United Nations announced
that the seven billionth human being had been born. Contrary to
Malthusian doomsday projections about the economic limits to
population growth, the percentage of the population suffering from
hunger dropped markedly. Another distinctive feature of the second
half of the twentieth century was that cross-national migration paled
by comparison to the population shift from the countryside to the

cities (see the Box).

Demography and demographic predictions

Demography is the statistical study of the size, structure, and dis-
tribution of human populations as a result of the dynamics of

birth, migration, aging, and death. It is one of the most important
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branches of science because population structure and change entail
major implications for anthropology, economics, geography, polit-
ics, epidemiology, finance, marketing, and environmental studies,
to name but a few fields. Demographers use data obtained from
registries, censuses, and surveys.

While there are many indicators of the main demographic proc-
esses, perhaps the most useful and intuitive are the total fertility
rate (the number of live births per woman over her reproduct-
ive lifetime assuming current age-specific fertility rates), and life
expectancy at birth (the number of years that an individual born
today is expected to live assuming current mortality rates). It is
readily apparent from these definitions that demographic indica-
tors are based on certain assumptions. It is therefore very import-
ant to make assumptions explicit when making projections into
the future and when interpreting demographic trends.

The twenty-first century is likely to be very different than the second
half of the twentieth in that population growth has come to a halt
in several regions while others will probably witness further growth.
The upper panel of Figure 4.1 shows the evolution of the total fer-
tility rate, measured as the number of children an average woman
would have assuming she lives her full reproductive lifetime. For the
world as a whole, it came down from nearly 5 children per woman
in 1950 to less than 2.5 by 2010. The decline has been most rapid in
the more developed parts of the world, from 2.8 to 1.7, meaning that
the population is not replacing itself given that a total fertility rate
of about 2.1 children per woman is necessary in order to ensure that
enough women reach reproductive age.

A related trend has to do with declining marriage rates in Europe,
North America, and East Asia. In 2005, and for the first time
in US history, there were more women living without a spouse.
In many parts of China, parents’ preferences for boys under the

one-child policy have produced a drastic gender imbalance. By
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the year 2020, 20-30 million Chinese males will not be able to
find a Chinese woman to marry within their age group. In parts
of Siberia, by contrast, women are so much more numerous due
to male migration that they are lobbying for the legalization of
polygamy.

In the less developed countries (mostly emerging economies in
Asia and Latin America), the decline has also been quite rapid, from
6 children per woman in 1950 to 2.6 by 2010. In the least developed
countries, the poorest of them all, total fertility came down from
6.5 to 4.1, still a very high rate. The most important predictor of
differences in total fertility rates is women’s education. For instance,
according to the Population Reference Bureau, at the turn of the
twenty-first century Guatemalan women with no education had on
average 7.1 children, while those who completed primary education
had 5.1, and those with a high school diploma just 2.6. In Kenya the
figures were 5.8, 4.8, and 3.5, respectively; in Pakistan 5.7, 4.9, and
3.6; and in the Philippines, 5.0, 5.0, and 3.6. The general increase
in women’s educational opportunity around the world has been the
main trigger of the decline in fertility.

Declining fertility rates mean that population growth will
slow down during the twenty-first century. The United Nations
Population Division medium estimate of the world’s population by
the year 2100 is 10.1 billion, while the high estimate is 15.8 billion
and the low 6.2 billion. We will examine the implications of popu-
lation pressure on resources in Chapter 7.

People are also living longer, much longer than during the mid
twentieth century. While males were expected to live on average
46.7 years in 1950, by 2010 the figure was 67.1 years. For females, the
increase was from 48.7 to 71.6 years. As the lower panel of Figure 4.1
shows, the increase in life expectancy resulting from better nutrition,
hygiene, disease prevention, and healthcare has benefited people in
developed and developing countries alike, although an average gap

of about 21 years in life expectancy persisted as of 2010.
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The different rates at which fertility is coming down in different
parts of the world, while mortality rates fall more uniformly, has led
demographers to predict very sharp changes in the relative demo-
graphic weight of different continents and regions, a development
with tantalizing implications from economic, financial, political, and
cultural points of view. Figure 4.2 shows that only three regions are
projected to increase their share of the world’s population during the
twenty-first century: Africa, South-Central Asia (including India,
Pakistan, and Bangladesh), and Western Asia (i.e., the Middle East),
which are among the most unstable politically (see Chapter 5). The
shares of South-Eastern Asia, the United States, and Latin America
are likely to remain stable, while Europe (including Russia) and
Eastern Asia (including China, South Korea, and Japan) will wit-
ness a precipitous decline in their relative shares. As a result of these
changes, the balance of economic, financial, and geopolitical power
in the world is likely to change (Goldstone 2012), as we shall exam-
ine in Chapter 8. The two demographic extremes will be Europe,
which will decline to less than 8 percent of the world’s population by
2050 and less than 7 percent by 2100, and Africa, which will likely be
the home to more than 23 percent in 2050 and 35 percent in 2100.

The decline in fertility and the rise in life expectancy has led
to “inverted” age pyramids. Figure 4.3 shows the pyramids for sev-
eral key economies in 1950 and 2000, with the projection for 2050.
According to the United Nations Population Division’s medium
projections, in the year 2000 Germany and Italy had more people
of age 60 and above than people below 20. By 2010 Japan, Greece,
Portugal, Spain, Austria, Bulgaria, Slovenia, Croatia, Finland,
Switzerland, and Sweden had joined the club. By 2025, 46 countries
or territories will be in that situation. China and Russia will join
in by 2030, the United States by 20335, Brazil by 2040, Mexico and
Indonesia by 2050, and India by 2070. Thus, and for the first time
in human history, a growing number of countries have inverted age

pyramids.
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Another important trend continuing from the twentieth century
is urbanization. By 2010, and for the first time in human history,
more than half of the world’s population lived in cities. The United
Nations estimates that by the year 2025 there will be nine cities
with more than 20 million people each, up from just one (Tokyo)
in 2000. Most of the “megacities” will not be in Europe or North
America, but in Asia and Latin America (Table 4.1). The biggest
city in the world, Tokyo, with 36 million inhabitants, will soon be
joined by several other Asian megacities with more than 20 mil-
lion people each. The rapid increase in urbanization and in the size
of megacities will place stress on food, water, and sanitation sys-

tems around the world. It is important to keep in mind that urban
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Figure 4.3 (cont.)
Note: Medium variant assumption.
Source: United Nations Population Division, World
Population Ageing 1950—2050.

dwellers have very different lifestyles than rural inhabitants and
that cities account for 8o percent of carbon emissions.

People are also predicted to be on the move internationally to a
much greater extent than between 1950 and 1990, especially those
migrating from developing to developed countries. In particular,
both Western Europe and the United States are projected to have
international migrant populations representing more than 12 per-
cent of their total population (see the lower panel in Figure 4.4).
Immigrants are also disproportionately likely to settle in cities rather
than the countryside.

The most significant new demographic development of the
twenty-first century, however, is the obesity epidemic, which is
engulfing both developed and emerging economies as plenty has
led to overconsumption (Floud et al. 2011: 365). Estimates indicate
that by 2010 there were more people in the world classified as obese
(about one billion) than people suffering from hunger (8oo million).
Development programs and improvements in agriculture made it
possible to reduce the percentage of the world’s population that is
hungry from 24 percent in 1969—1971 to 13 percent in 2005-2007.
Table 4.2 shows the figures for selected countries. Very poor countries

in Africa, Latin America, or Asia continue to have relatively high
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percentages of hungry people and low percentages of obese people.
In rapidly growing emerging economies hunger has declined while
obesity has grown due to dietary changes induced by increased pur-
chasing power and the more sedentary lifestyles in the cities. China is
perhaps the exception in that hunger has declined while obesity has
not increased significantly, at least for the time being. In the devel-
oped world, with the notable exception of Japan, obesity has become
a major health problem. It is interesting to note that poor countries
like Algeria, Botswana, South Africa, Cuba, Haiti, Guatemala, Peru,
Egypt, Iraq, Morocco, Syria, Tunisia, North Korea, Mongolia, and
several Pacific island nations are among the most affected by obes-
ity. Being obese or overweight is a major risk factor for a number of
chronic conditions such as diabetes, cardiovascular diseases, cancer,
and arthritis. Estimates indicate that as much as 30—40 percent of
total healthcare expenditures in the United States, where 44 percent
of males and 48 percent of females are affected, can be traced back
to obesity.

People often think that the growing problem of obesity will just
affect very specific sectors of the economy such as healthcare and
pharmaceuticals. The consequences, however, are likely to be felt
across the economy, from the clothing, personal care, and consumer
electronics industries to automobiles, entertainment, and airlines.
“Government statistics estimate that six in every 1o adult women
in North America are overweight, while more than one third are
obese,” observed Euromonitor. “Yet, plus size clothing [size 14 and
above] represents less than one fifth of clothing sales.” Although
the demand for plus-size clothing continues to expand, companies
are not redefining their brand and style offerings. “The reluctance
to cater better for plus-size women has much to do with fears over
image and brand heritage. Conversely, retailers and manufacturers
point to low sales as evidence of weak demand” (Euromonitor 2010:
25). Clothing companies that overcome such anxieties stand to gain

in market share and profitability.
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The economic implications of population aging

While there is widespread agreement as to the causes of population
aging, much debate exists about its effects (Johnson 2005; Lloyd-
Sherlock 2010; Taylor 2008). It is easy to formulate alarmist pro-
jections about the consequences of aging for economic growth and
pensions systems. It is equally easy, however, to underestimate their
importance. The new demography of the twenty-first century will
greatly affect the structure of the global economy, politics, culture,
and geopolitics. The growing scarcity of labor in developed coun-
tries and its abundance in much of the developing world will likely
contribute to both migration and the geographical redistribution of
economic activity, with labor-intensive operations being increas-
ingly located in countries with rapid population growth, a process
that continues a global trend initiated after World War II. As dis-
cussed in Chapter 3, however, the rise of emerging-market multina-
tionals is likely to alter the simple pattern of trade in labor-intensive
commodities from the developing to the developed world coupled
with trade in capital-intensive goods in the opposite direction. The
twenty-first century will not be just about the divide between rich
and poor countries. Emerging economies and emerging-market mul-
tinationals have blurred the distinction.

One of the most important areas of debate concerns the impact
of aging on economic growth. At the core of this debate is the ques-
tion of whether an aging workforce would be more or less productive
than a younger one. The conventional argument is that population
aging reduces productivity because of more frequent health prob-
lems, outdated skills, and cognitive decline. Evidence for these
negative effects, however, is ambiguous. A positive effect on prod-
uctivity is also possible because older workers are more experienced.
[t is empirically difficult to determine if population aging will funda-

mentally alter the prospects for economic growth in different parts

of the world (Lloyd-Sherlock 2010).
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The coming demographic transition in countries with high but
rapidly declining fertility rates will pose fewer challenges and prob-
ably create a situation in which economic growth can accelerate and
become sustainable. One such example is Brazil, which at the turn
of the twenty-first century had a relatively young population with
few people below age 20 or above age 6o0. This emerging economy
is not only at a sweet point demographically but has recently man-
aged to attain macroeconomic stability, to develop a sound techno-
logical base in industries as important as automobiles, biofuels, and
aerospace, and to benefit from the global commodity boom as an
exporter of agricultural products, minerals, and oil.

Demographic trends are also likely to affect consumption mar-
kets, shifting the center of gravity of the global economy towards
Latin America, Asia, and Africa. The changing age structure of the
population will alter global demand for durable goods and education
towards countries with younger populations, and global demand for
healthcare and leisure towards countries experiencing population
aging. In addition, many products and services may have to be rede-
signed so that they are age friendly. Demand for financial services
will also shift accordingly, as people’s savings and spending behavior
differs fundamentally by age, although the evidence is also ambigu-
ous (Lloyd-Sherlock 2010). Lastly, housing prices tend to fall as the
population ages, although they do so in a very heterogeneous way
given that retirees often buy a second home or move their residence
to the sunbelt or closer to where their children live. Not surpris-
ingly, companies and governments are creating study groups like the
Global Coalition on Aging to explore the implications.

The impact of population aging on the clothing industry, for
instance, will be massive. The global clothing and footwear indus-
try is worth $1.3 trillion a year. In a recent report, a consulting firm
stated that “Western Europe’s ageing demographics present big chal-
lenges for the clothing and footwear sector, most notably in Italy,

Germany, Greece and Spain where the under 15 age band currently
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accounts for less than 15 percent of the population, compared with
over 30 percent in key emerging markets such as India and Mexico.”
Companies in the industry are finding it hard to adapt to the new
demographic trends. “Pensioners are also a fast-growing group, but
a tougher nut to crack. Typically, they spend less on clothing and
footwear than younger age bands (e.g. in Germany) but purchasing
power is strong and sophistication high.” And in other parts of the
world, demographic change is coming hand in hand with social and
political change, with major implications for clothing and fashion.
“With 39 percent of the [Middle East & Africa] region population
under 15 years, there will be a huge influx of new economically-
active adult consumers over the next 10 years. In particular, young,
fashion-conscious women are identified as a key untapped market”
(Euromonitor 2010: 5, 13).

Perhaps the most momentous economic change engendered by the
new demographic trends will have to do with the welfare state and its
most important programs, namely, education, unemployment, pen-
sions, and healthcare. Higher dependency ratios due to population
aging and longer life expectancy in Europe, the United States, and
Japan will make it harder to sustain benefits at current levels, although
some analyses mention that there are ways in which retirees can be
encouraged to work part-time (Lloyd-Sherlock 2010). In Europe,
population aging coincided with the onset during the late 1970s of
early retirement policies aimed at facilitating industrial restructuring
in sectors of the economy subject to low-cost competition (Taylor
2008). In the education sector resources will need to be reallocated
away from primary education and into retraining and continuing edu-
cation for senior citizens, especially if the age of retirement is raised
(Taylor 2008). Unemployment insurance and retraining schemes
may need to be overhauled if long-term joblessness among the young
or among those in specific occupations continues. Old-age pensions
funded by “pay-as-you-go” systems — a vintage program of the twen-

tieth century — may have to be replaced by “defined contribution”
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schemes, and people encouraged or mandated to remain in the labor
force longer. Clearly, schemes designed when people lived on average
for 50 or 60 years need to be restructured now that life expectancy
exceeds 70 or 8o years on average. In the healthcare sector resources
will need to be reallocated as the age structure of the population
shifts. Some emerging economies — most notably China — will also
need to cope with population aging and its consequences for educa-
tion, unemployment, pension, and healthcare schemes, though with-
out having to restructure preexisting welfare programs.

We will explore in Chapter 7 the global landscape from the
point of view of sustainability. Population pressures on energy, food,
and water resources have become a priority on the global agenda
(Matthew 2012; Waughray 2011). In particular, both demography
and climate change are characterized by having a strong momen-
tum, meaning that policies designed to address them must adopt a
long-term perspective of 30 or more years.

Another set of implications of aging refers to the world of work
and employment. As the population ages and pressures to stay in
the labor force mount, jobs themselves will need to be redefined and
redesigned so that people in their seventies and even eighties may
find work. Labor market regulations, shop-floor organization, and
training programs will need to be overhauled. Both policymakers
and business managers will have to reexamine the way in which they
think about work and about workers. Companies that learn how to
incorporate older people as employees could gain a competitive edge
in the marketplace, although the existing evidence for such an effect
is not fully convincing (Taylor 2008). Another potential trend is
that old people excluded from the workforce may pursue entrepre-

neurship, leveraging their experience and their savings.

The social, cultural, political, and geopolitical consequences

Large demographic swings also bring about social and political change.

As population ages, family structures are transformed. The prevalence
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of childless households, and of families with more grandparents than
grandchildren, has increased rapidly in various parts of the world. Older
people behave differently, both socially and politically, although it is
often hard to predict exactly what the differences are. People in the
older age brackets tend to be more interested in politics and to vote
more frequently (Lloyd-Sherlock 2010). In many rich countries, they
tend to support conservative or right-wing policies to a greater extent.
Immigration and urbanization, however, tend to have the opposite
effect, thus making it hard to predict the net outcome of major demo-
graphic trends. Families with fewer children, especially those with just
one, engage in different patterns of social interaction both inside and
outside the household. Single-parent households may also become the
norm in many parts of the world, with rather unpredictable social and
political consequences. Another conflating factor is the rapid growth
in telecommunications and social-networking technologies, which
probably interacts in complex ways with family size and increasing
numbers of mothers working outside the household.

One worrisome scenario combining the economic and political
consequences of population aging is that the historically few young
people who live in Europe and Japan might decide to leave their
home country in order to avoid paying for a large cumulative national
debt and for their parents’ healthcare and defined-benefit pensions,
especially given that they will be easily outnumbered at the polls.
Migrating to another country with a younger population profile and
stronger economic growth would not only offer better job opportun-
ities but also make it possible to avoid the higher taxes associated
with debt-servicing, healthcare, and pensions. Voting with their
feet could become a preferable and certainly more effective strategy
than exercising voice or just staying quiet. If this dynamic acquired a
momentum of its own, it could easily become a self-fulfilling proph-
ecy, one that could haunt Europe and Japan for the remainder of the
twenty-first century.

In much of the developing world, a different kind of political demo-

graphics is emerging. The so-called “youth bulge,” situations in which
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the 15—24-year-old group represents upwards of 30 or 35 percent of
the total population, has the potential of reshaping national politics
and even geopolitics. As Henrik Urdal (2012: 130) notes, “popula-
tion growth and a young age structure can be both a blessing and a
curse ... Youth bulges can be regarded as an increased supply of labor
that can boost an economy.” But he warns that the combination of
“youth bulges, poor governance, and failing economic growth can be
explosive. This represents a considerable security challenge to many
developing countries, particularly in Sub-Saharan Africa, Asia, and
parts of the Arab world.” Education and employment opportunities
are key to defusing this kind of danger, which manifested itself in full
force during the Arab Spring of 2011 (Goldstone 2011).

The quantity and quality of the human population also has import-
ant implications for military and geopolitical power. Therefore, the
changes in the relative size of the population and age distribution
across different parts of the world will affect the balance of geopol-
itical power in the twenty-first century both directly in terms of
manpower and indirectly to the extent that demographic dynamism
translates into economic growth. Moreover, demographic shifts
will also shape attitudes and aspirations, individually and nation-
ally (Howe and Jackson 2012). We will delve into these issues in
Chapter 8, paying attention to the different sources of geopolitical
dominance, including soft and hard power.

It is clear that the massive demographic changes described in this
chapter will shape trends and events in the twenty-first century.
While we can use past experience and theoretical models to make
predictions as to the nature and magnitude of the economic, social,
political, cultural, and geopolitical consequences, it is always hard
to envision the future from the vantage point of the present, espe-
cially in the case of demography. Above and beyond vital statistics,
each generation experiences demographic circumstances in different
ways and thus could react in different ways as well. Therefore, one

should always take with a grain of salt not only predictions about
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demographic trends but also, and especially, the consequences and
the ultimate meaning of such predictions. For instance, the United
Nations medium prediction is that the world’s total human popula-
tion will exceed ten billion towards the end of the twenty-first cen-
tury. However, this in no way necessarily means that there will not
be enough food, water, energy, and natural resources for everyone to
enjoy. Technological change, behavioral aspects related to consump-
tion, and efficiency enhancements in the use of scarce resources can
help make ends meet.

Population aging is one example of how important it is to be
careful about the implications of demographic changes. It is import-
ant to distinguish between cohort and life-course effects, that is,
between characteristics intrinsic to a given age group (e.g., those
who fought in World War II, the baby-boomers, generation Y, and
so on), and changes in behavior over the course of one’s lifetime. It
is also important to keep in mind that what passes for “old age” is
socially and politically constructed, especially by state policies and
rules regarding retirement. Debate in this area is often driven by
myths such as the joys of retirement, the difficulties of retraining old
workers, and so on. The sequential model of education-work-retire-
ment on which many of our policies and expectations are based may
need to be revisited in the new century. These and other examples
of demographic change illustrate that there is nothing inherently
predetermined or inevitable about many of the large-scale trends
discussed in this chapter. Quite on the contrary, human agency can
shape the consequences of demographic change, turning them into
either positive or negative forces. Still, population aging, urbaniza-
tion, and the obesity epidemic are far more than trends; they are
turning points signaling that massive transformations lie ahead of us

as we live through the twenty-first century.



From dictatorship to democracy
and failed states

KEY GLOBAL TURNING POINT

For the first time since World War Il there are more countries in
the world affected by state failure than countries ruled by dicta-
tors. In general, there is a sharp decline in the legitimacy and cap-
acity of the state in both developed and developing countries.

Perhaps the most striking way in which the twenty-first century dif-
fers from its predecessor has to do with politics, state fragility, and
the nature of violent conflict. The historian Eric Hobsbawm (1994)
argued that the twentieth century was a “short” one, stretching only
between 1914 and 1991, and was characterized by an epic confron-
tation between dictatorship and democracy during World War I, the
interwar period, World War II, and the Cold War. In the twenty-first
century, by contrast, global political dynamics are unlikely to be domi-
nated by the extent to which individual freedoms and political rights
are observed. Rather, the problem on everyone’s mind will be failed
states, i.e., countries in which central authority has broken down. The
rise of international terrorism, the key form of violent conflict in the

twenty-first century, is related to this breakdown of state authority.

66
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Thus, in many ways the twenty-first century may end up vindicat-
ing Francis Fukuyama’s famous “end of history” thesis (1989) in that
liberal democracy and free markets won the battle, although the
modern state as the dominant form of political organization is not
uniformly effective around the world, with major implications for
the global economy, global trade, and the nature of conflict. Samuel
Huntington’s (1993) premonitory analysis of the “clash of civiliza-
tions” seems to have become awfully descriptive of the new politics
of identity and conflict in the twenty-first century, in which civil
wars are less frequent than during the Cold War period, inter-state
wars are even rarer, and the most dangerous and lethal conflict takes
the form of terrorism. Democracy, while formally the dominant form
of government, does not translate into free popular participation and
viable opposition in countries such as Russia, Bolivia, Venezuela,
Nigeria, and Pakistan, to name but a few, mostly because of the
weakness of political and social institutions (Epstein and Converse
2008). Moreover, in spite of the spread of democracy, two billion

people continue to live under authoritarian regimes, especially in

Africa, the Middle East, South Asia, and East Asia (see the Box).

Political regimes and failed states

There are different types of political regimes, depending on how
much room they allow for political participation and opposition. At
one end of the spectrum, a totalitarian regime (e.g., North Korea)
does not allow for any political participation and opposition.
At the other end, a democratic regime protects a whole range
of individual and group political rights. Somewhere in between
is the authoritarian regime, which allows for some limited forms
of participation by certain groups like religious organizations
or other civic associations, though the dictator cannot be voted
out of power (e.g., Spain under General Franco or South Korea
under General Park). Both totalitarian and authoritarian regimes
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are dictatorships. A fourth type is the sultanistic regime, in which
members of an extended family or clan run political affairs at the
expense of formal institutions without appealing to any particular
ideology (e.g., Saudi Arabia). Many countries find themselves half-
way in between two of these four ideal-types. For instance, China
combines features of the totalitarian and the authoritarian type.

A failed state is one in which central authority is weak or non-
existent, that is, the government cannot enforce law and order in
part or all of the country’s territory, cannot provide for minimal
public services, and cannot interact with other states as part of
the international community. Somalia is frequently mentioned as
an example. However, there are degrees of state failure, and as
many as 40 or 50 countries around the world are considered to be
failed states to a certain extent. Most of them are located in Africa,
Latin America, the Middle East, and South and Central Asia (see
Map 5.1).

The popular uprisings in North Africa and the Middle East that
started in early 2011 represent a stark reminder that democracy has
not yet triumphed around the world, and that transitions are only
possible when a complex mix of economic, social, political, and
geopolitical factors are in place. “The revolutions unfolding across
the Middle East represent the breakdown of increasingly corrupt
sultanistic regimes,” argued Jack Goldstone, a key expert on polit-

ical revolutions.

Although economies across the region have grown in recent years,
the gains have bypassed the majority of the population, being amassed
instead by a wealthy few. [Former Egyptian President Hosni] Mubarak
and his family reportedly built up a fortune of between $40 billion and
$70 billion, and 39 officials and businessmen close to Mubarak’s son
Gamal are alleged to have made fortunes averaging more than $1 bil-
lion each ... Fast-growing and urbanizing populations in the Middle
East have been hurt by low wages and by food prices that rose by 32
percent in the last year alone.

(Goldstone 2011: 11)
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Thus, one of the political challenges of the twenty-first century
consists of simultaneously extending democracy to the entire world
while making it deeper and more effective in regions and coun-
tries that have formally adopted the democratic form of govern-
ment but do not practice its main precepts (Kapstein and Converse
2008). The most vexing political problem of the twenty-first cen-
tury, however, has to do with the breakdown of governance and law
and order in a growing part of the world, and specifically with failed
states, some of which underpin terrorism as the new dominant form

of violent conflict.

Four waves of transition from dictatorship

to democracy

One of the positive legacies of the twentieth century has to do with
the spread of democracy around the world. As of 19oo, only parts of
Western Europe, some former British colonies such as the United
States, and the oligarchical states of Latin America were democra-
cies. In addition, not everyone could vote — women, for instance,
had no political rights of their own until decades later. World War
[ was highly contradictory in its political effects, triggering revolu-
tions that eventually led to totalitarian states like the Soviet Union
while giving democracy a chance in Germany and Eastern Europe.
However, the rise of fascism in the 1920s and 1930s posed the great-
est challenge to democracy, one that would be effectively overcome
with World War II. The postwar period was also two-sided. In some
parts of the world, most notably Western Europe and some newly
independent countries in Africa and Asia, democracy took hold.
The cases of Germany, Japan, and India are especially important
(Moore 1066). But the Cold War led to the proliferation of both
totalitarian communist regimes in Eastern Europe and East Asia, and
authoritarian regimes supported by Europe and the United States in

an attempt to curb communist takeovers of power in Latin America,

Africa, the Middle East, and parts of Asia.
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Even before the end of the Cold War, however, a third wave of
transitions from dictatorship to democracy took place during the
1970s and 198os in Southern Europe (e.g., Greece, Portugal, Spain),
Latin America (Argentina, Brazil, Chile, and other countries), and
East Asia (South Korea, Taiwan). In many of these countries the
transition to democracy took place after social and economic devel-
opment had made strides (Boix 20115 Lipset 1959), a new class of
business owners or professionals grew influential (Moore 1966), and
labor movements gained strength and demanded political freedoms
(Rueschemeyer et al. 1992). The fourth wave of democratization
properly started in 1989 with the collapse of the Soviet Union and
its satellite regimes, with democracy spreading throughout Eastern
Europe, the Caucasus, and Central Asia.

Thus, the twentieth century taken as a whole was characterized
by the spread of democracy, albeit with notable setbacks. The year
1989 was a milestone, perhaps a culmination, but not an unprece-
dented turning point. As a result of the four waves of democratiza-
tion, at the beginning of the twenty-first century there were fewer
than 30 countries ruled by dictators while nearly 8o enjoyed demo-
cratic freedoms (see Figure 5.1). The first year since World War II in
which there were more democracies than dictatorships in the world
was 1991. As we shall discuss below, the other legacy of the twenti-
eth century has been failed states and anocracies, whose frequency
rose sharply beginning in the mid 198os. As of the first decade of the
twenty-first century, about 50 countries suffered from some degree of
state failure, forming a long arc of instability stretching from Latin
America into Africa, the Middle East, South Asia, and South-East
Asia (Map 5.1).

It is also important to underline that democracies usually attain
better macroeconomic performance than dictatorships in addition to
a better record regarding human rights and violent conflict. While
a small number of authoritarian regimes have delivered strong eco-

nomic growth historically (e.g., Spain, Chile, South Korea, Taiwan,
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China), there are dozens which have mismanaged the economy
(Haggard and Kaufman 1995). The evidence, once again, supports
Fukuyama’s case in that the twentieth century will come down in his-
tory as the century that forged a symbiotic relationship between lib-
eral democracy and free markets, one that has raised living standards
in many parts of the world. The twentieth century is also responsible

for the rise of a rationalistic global culture in which democracy is a
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Source: Center for Systemic Peace. Reproduced by permission.

major component along with mass schooling, the formal adoption
of human and civil rights, the scientific attitude towards problem
solving, and the widespread use of technology (Meyer et al. 1997), of
which information and telecommunications technology has proved

to be particularly transformational.

Mobile phones, the Internet, and political mobilization

While the automobile was the key individual or family possession
of the twentieth century, the durable good everybody aspired to, the
mobile phone is the most desired gadget of the twenty-first century.
During the 199os mobile phones and the Internet took global soci-
ety by storm. The effects on politics of information and telecommu-
nication technologies, the marriage of mobility and connectivity at

decreasing costs, are perhaps as far-reaching as those on business and
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the economy, and they were felt primarily at the turn of the twenty-first
century. For example, mobile phones and the Internet played a key role
in the disruptions at the joint IMF-World Bank meetings in Prague
in 2000, the demonstrations at the G8 summit in Genoa in 2001, the
anti-government popular uprising leading to the removal from office of
the President of the Philippines also in 2001, the cover-up of the SARS
epidemic in China during 2003, the Ukrainian Orange Revolution of
2004, the 2004 3/11 terrorist attacks in Madrid, the protests at the
Republican convention in New York City in 2004, the anti-Syrian
demonstrations in Lebanon in 20035, the anti-Japanese demonstrations
in China over the issue of school textbooks also in 2005, the election of
Barack Obama in 2008, Iran’s “Twitter Revolution” in the wake of the
disputed 2009 presidential election, and the posting on the WikilLeaks
website of documents pertaining to the wars in Iraq and Afghanistan
(Bremmer 2010b). In early 2011, popular protests spread like wildfire
from Tunisia to Egypt, Bahrain, Yemen, Libya, Morocco, Syria, and
other Arab countries. As of the time of writing, several presidents had
been removed from power or were on the verge of being ousted, though
it was still unclear if the final outcome of the revolts would be a transi-
tion to democracy or not.

Rather than changing minds about key political issues or alter-
ing votes at elections, the evidence is that information technologies
help mobilize people to act politically, which may or may not result
in significant political change. It seems as if the twenty-first century
will be quite different from the point of view of political mobiliza-
tion and its effects. Just before the 2004 general election in Spain,
text messaging through mobile phones enabled flash demonstrations
and the mobilization of young people, who turned out at the polls
in great numbers three days after the 3/11 terrorist bombings. The
election removed the conservative party from power and ushered in
the opposition socialists, who received 3 million more votes than
in the previous election, even though surveys predicted an entirely

different outcome, and post-election surveys established that only
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0.3 percent of eligible voters changed their vote in response to the
attacks (Sudrez 2006).

Obama is widely considered to be the first ePresident. Perhaps
his biggest feat was to recruit and organize 1.5 million campaign
volunteers using the Internet. His campaign posted 18o0 videos on
YouTube, which taken together received more than 13 million view-
ings. He amassed 18 million contacts on Facebook. Most import-
antly, he raised a record $8oo million from 4 million individual
donors, part of it through the Internet. Two of every three voters
between the ages of 18 and 29, who do not tend to vote in large
numbers, went for Obama (Kaid 2009). It also seems to be the case
that new technologies are rapidly absorbed by political opponents,
as the Republican takeover of the House of Representatives in 2010
illustrated.

But as Ian Bremmer, President of the Eurasia Group, cogently
argued, new technologies tend to have an immediate impact on
democracies. In dictatorships, the protests and demonstrations put
the government on the defensive and certainly caused it a public
relations crisis, but did not lead to major political change (Bremmer
2010b). Not only can authoritarian or totalitarian regimes repress
outbursts of unauthorized political activity, but also there are
fewer Internet users in such countries (Guillén and Sudrez 2005).
Moreover, these regimes control access to, and content on, the
Internet through a variety of means, including censorship, firewalls,
surveillance, mercenary bloggers, and even virus attacks on unwanted
sites. Telecommunications and Internet companies frequently face
the dilemma between upholding cherished standards of freedom and
caving to political pressure, as exemplified by the cases of Google
in China, and Research In Motion (maker of the BlackBerry smart
phones) in India, Saudi Arabia, and the United Arab Emirates.
Regulation and governance of the Internet is no less of an issue in
the rich democracies, where an intense debate over net neutrality

erupted in 2005 over guidelines and restrictions implemented by
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Internet service providers and governments on contents, sites, plat-
forms, equipment, and the modes of communication.

Lastly, information technologies will impact geopolitics in some
ways, though not changing the global balance of power. “Although
cyberspace may create some power shifts among states by opening
limited opportunities for leapfrogging by small states using asymmet-
rical warfare, it is unlikely to be a game changer,” argues Joseph Nye.
“The cyberdomain is likely to see an increase in the diffusion of
power to nonstate actors and network centrality as a key dimension

of power in the twenty-first century” (Nye 2011: 150-151).

“Good governance” and the irony of diminished state

legitimacy and capacity

Governance of virtually every aspect of economic, social, and
political life — not just the Internet — has become one of the key
buzzwords of the twenty-first century. In 2009 the Nobel Prize in
Economic Science was shared by an economist and a political scien-
tist who laid the foundations for the formal analysis of governance
issues. The topic of governance is raised in many different contexts,
ranging from the control of business corporations to the oversight of
financial institutions, from the conditions for doing business to the
administration of nonprofit organizations, and from the quality of
government to the behavior of labor unions and political parties.
Since the 1990s, economists, political scientists, political soci-
ologists, and policymakers have emphasized the importance of good
governance and institutional quality (Rodrik 2006). They have com-
piled numerous databases tracking various characteristics of political
regimes across countries since the Napoleonic wars. Other aspects
such as the rule of law, the protection of property rights, corporate
governance, and the removal of bureaucratic and legal obstacles to
entrepreneurship have also received an enormous amount of atten-

tion. A bewildering number of organizations launched rankings and
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indicators of governance and institutional quality during the 199os,
including the World Bank, Transparency International, Freedom
House, the Heritage Foundation, the World Economic Forum, the
Center for Systemic Peace, and the Fraser Institute, among many
others (Munck 2003; World Bank 2010b, 2010c¢). The assump-
tion underlying these analyses and rankings was that vibrant “eco-
nomic activity requires good rules,” an idea that was first proposed
by sociologist Max Weber at the beginning of the twentieth century
(Weber 1978: 328-329). Perhaps the most sophisticated and influ-
ential elaboration of the argument that good governance, the rule
of law, and institutional quality foster economic activity is the one
produced by economists (La Porta et al. 1998).

The emphasis placed on good governance by multilateral agencies
at the turn of the twenty-first century has led to a race by govern-
ments around the world to improve their commitment to the rule
of law and to institutional quality, at least formally (World Bank
2010b, 2010¢). Rankings of countries according to any dimension,
especially governance, are always debatable and prone to criticism.
However, their effect is unmistakable: in the global economy of the
twenty-first century, characterized as it is by free capital flows, gov-
ernments strive to enhance the rule of law and the quality of institu-
tions so as to attract investors and foster entrepreneurship (Klapper
etal. 2010).

It has also become clear that some of the rules of “good govern-
ance” involve a reduction of the role of the state as a bureaucratic
institution regulating the economy. It is ironic that the emphasis
on good governance has come hand in hand with a sharp reduction
in the legitimacy and capacity of the state, which may constrain its
ability to address important social and economic problems. Much
of the decline in the legitimacy of the state as an actor in the soci-
ety and the economy is ideological in its origins, and can be traced
back to the Thatcher and Reagan “revolutions” of the 198os (Evans

1097; Fourcade-Gourinchas and Babb 2002). The privatization of
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state-owned enterprises — driven by a complex mix of ideological,
economic, financial, and pragmatic reasons — pushed back the
boundaries of the state even further (Henisz et al. 2005; Megginson
and Netter 2001).

The other important trend at the turn of the twenty-first century
was the loss of financial autonomy of the state in the wake of the
increasing influence of financial markets. For some analysts, power
not only shifted from the state to financial markets but also within the
state from the so-called social ministries (labor, education, health)
to the economy ministry and the central bank (Garrett 1998; Polillo
and Guillén 2005; Strange 1996). This trend was already underway
in the 1980s, but it accelerated with the sharp rise in government
indebtedness in the wake of the global economic and financial cri-
sis that started in 2007 (Cottarelli and Schaechter 2010). Unlike
during the second half of the twentieth century, government debt
became a problem in the developed countries, not the developing
world. The long-standing trends of population aging and healthcare
cost inflation undermined the financial viability of the welfare state.
The crisis provoked bitter political debates and massive fiscal adjust-
ment programs in Western Europe and the United States as gov-
ernments wrestled to keep up with political and financial-market
pressures. The Eurozone also struggled for survival (see Chapter 2).
For both ideological and financial reasons, the twenty-first century
will be the century of diminished state legitimacy and capacity as
a result of a complex mix of ideological, political, economic, and

financial cross-pressures.

Failed states

While countries in Europe, the Americas, and East Asia seek to
improve their governance scores on the various global rankings —
even at the cost of a weakened state apparatus in many respects —

the breakdown of state authority has become the dominant political
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problem in most of Africa, the Middle East, South Asia, and some
parts of Latin America. Acute state failure has affected countries
as diverse as Haiti, Guinea, Ivory Coast, the Democratic Republic
of Congo, Chad, the Sudan, Ethiopia, Somalia, Yemen, Iraq,
Afghanistan, and Myanmar. Others are suffering from diminished
state authority, at least in part of their territories, including Mexico,
Guatemala, Honduras, El Salvador, Colombia, Bolivia, Mauritania,
Niger, Ghana, Togo, Gabon, Nigeria, Pakistan, India, Bangladesh,
and Nepal, among many others. All in all, during the first decade
of the twenty-first century about 50 countries were suffering from a
certain degree of state failure, up from no more than 20 or 25 during
the second half of the twentieth century (Map 5.1). Much of the
increase was due to the devastating effects of long civil wars, which
undermined the institutions of civil society. In some cases the fall of
a tyrant created a vacuum of power that civil society was not ready
to occupy.

While experts do not agree on the exact degree of state fail-
ure for some countries, the overall geography of state failure and
the increasing trend over time are unmistakable. And while the
breakdown of state authority primarily affects the local popula-
tion, it has grave consequences for the rest of the world. Failed
states tend to become sources of corruption, illegal trade, and
regional instability. Those that are strategic because of their nat-
ural resources or geographical location can have a disproportionate
negative impact on the global economy. Afghanistan, for example,
comes across as a landlocked, isolated country whose internal
affairs should not have far-reaching implications. However, the
country has played and continues to play a key role in the world.
For centuries, Afghanistan was at the crossroads of major trade
routes, including the Silk Road. The country thus became the tar-
get of imperial conquest, from Alexander the Great all the way to
the British, Soviet, and American attempts at global supremacy.
Perhaps nobody grasped the difficulties involved more than Field
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Marshall his Grace, The Duke of Wellington, when he observed
that “in Afghanistan, a small army would not be able to hold the
country, and a large army would starve.” Adding to the problem
is the fact that between 25 and 40 percent of the opiates in the
world, depending on the estimates, comes from Afghanistan.

The most salient case of state failure is Somalia. It is crucial to
note that Somalia was never formally colonized, a fact that perhaps
contributed to the breakdown of state authority since the breakout
of civil war in 1991. Although the conflict has its roots in the Cold
War, it is widely regarded as the first war of the twenty-first cen-
tury, with all of the complex and rapidly shifting alliances among
different clans and warring factions. Mogadishu, once known as
the “White Pearl of the Indian Ocean,” descended into chaos. The
United Nations and the United States, by then the only superpower
with a chance of making a difference in a faraway place, both failed
to curb the violence. As of the end of 2009 as many as 680,000
Somalis, or 6 percent of the population, had sought refuge outside of
the country (UN 2010).

Perhaps the best publicized by-product of the breakdown of cen-
tral authority in Somalia was the rise of piracy, especially after the
tsunami of December 2004, which left fishing villages with few
viable economic options. As many as 8o or go ships were kidnapped
during 2008 alone, though patrolling by a multinational coalition
subsequently reduced the figure to fewer than 30, according to the
US Africa Command. The disruption of global shipping in the Gulf
of Aden and the adjacent areas of the Indian Ocean, which are
among the busiest maritime routes in the world, encouraged many
ships to go around the Cape of Good Hope in order to avoid higher
insurance premiums, especially when the price of oil was low. This
example shows that, in addition to the hardship inflicted on the
local population and the countries receiving the refugees, state fail-
ure in Somalia also disrupted the crucial trading route linking the

Indian Ocean and the Mediterranean Sea.
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New forms of violent conflict

Democracies rarely, if ever, wage war against each other. Therefore,
the spread of democracy has greatly reduced the occurrence of inter-
state wars, which have been rare and small in scale since the end of
World War II (Figure 5.2). Moreover, nuclear weapons and the doc-
trine of mutually assured destruction have also mitigated the risk of
major interstate confrontations. Large standing armies massed at each
other, a mainstay from the 1870s to the 199os, are not the norm in
the twenty-first century, with the exceptions of the Korean peninsula,
the Middle East, and the Pakistani-Indian border. China’s huge mili-
tary force of nearly 3 million soldiers seems to be positioned to crush
internal dissent rather than to deter or fend off a foreign enemy.
According to the historian Niall Ferguson (2006: xli), wars prolif-
erated in the twentieth century because of “ethnic conflict, economic
volatility and empires in decline.” Of these three root causes, only
the latter has disappeared at the onset of the twenty-first century, but
it may well make a big difference because violence related to ethni-
city and economic problems is manifesting itself in new ways. For
another British historian, Eric Hobsbawm, the twentieth century was
“an era of religious wars, though the most militant and bloodthirsty
of its religions were secular ideologies of nineteenth-century vintage,
such as socialism and nationalism, whose god-equivalents were either
abstractions or politicians venerated in the manner of divinities.”
Both secular ideologies and the cult of political personality are on
the decline as we leave the twentieth century behind, although “the
century ended in a global disorder” (Hobsbawm 1904: 562, 563).
Besides the reduction in the number of interstate conflicts, the
nature of war has changed at the turn of the twenty-first century.
Armies no longer confront each other over large expanses of terri-
tory. The pervasive use of new technology, especially information
and telecommunications technology, has transformed the battle-
field. The Gulf War of 1990—1991 revealed the first glimpses of the
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new ways in which the most advanced armies in the world waged
war. By the time of the invasion of Afghanistan and Iraq in the early
twenty-first century, armies looked more like nimble networks sta-
ging highly coordinated attacks. In addition, unmanned drones have
been used in combat for the first time. As a result of these trends,
the death rate of US soldiers while on active duty in Afghanistan
and Irag was lower than the death rate from automobile accidents
and suicides within five years of returning home. Unmanned drones
have now become the weapon of choice in low-intensity and anti-
terrorism warfare. In a sign of things to come, the US Air Force is
now training greater numbers of drone operators than fighter pilots,
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and rates of post-traumatic stress disorder are actually higher among
the former than the latter.

Civil wars, however, proliferated during the so-called Cold War,
from fewer than 4o active conflicts during the 1950s to a peak of 160
in 1990. The collapse of the Soviet Union brought the number dras-
tically down to about 70 during the initial years of the twenty-first
century (Figure 5.2). Many of these conflicts proved more intractable
and lethal than the average interstate war, with some of them lasting
several decades. In addition, they oftentimes lead to large displace-
ments of people, who become either internally displaced or inter-
national refugees. The twenty-first century has inherited from the
1990s a growing problem of refugee populations (Figure 5.3), which
by 2008 stood at over 4o million worldwide. The largest sources of
refugee populations are, in decreasing order, Palestinians (4.8 mil-
lion), Afghanistan (2.9), Iraq (1.8), Somalia (0.7), the Democratic
Republic of Congo (o.5), Myanmar (o0.4), Colombia (o.4), and the
Sudan (o.4). The most important refugee-hosting countries were
Pakistan (1.7 million), Iran (1.0), Syria (1.0), Germany (0.6), Jordan
(0.4), Kenya (0.3), and Chad (0.3). Most international refugees stay
within their region of origin, about one third of them in camps, thus
negatively affecting neighboring countries. Three in four refugees
live in developing countries (UN 2010). It is important to note that
refugees tend to come disproportionately from countries suffering
from some degree of state failure, and they also tend to go to other
countries with weak authority structures.

The twenty-first century’s most distinctive feature as far as violent
conflict is concerned is the massive rise in terrorist activity and vic-
tims. While during the 19gos the number of deaths from high-casu-
alty terrorist bombings stood at an annual average of 366, beginning
with the year 2001 the figure has stayed above 1ooo and reached a
level as high as 5000 in 2007 (Figure 5.4). Even more consequential
is the fact that six countries account for 87 percent of the casualties:
Iraq, Pakistan, the United States, India, Russia, and Afghanistan, a
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feature that makes terrorism even more devastating and potentially
destabilizing.

Many people associate the spread of terrorism with religious funda-
mentalism. More broadly, religion has staged a comeback in politics,
both globally and locally, and both in well-established democra-
cies such as the United States and in developing countries around
the world. The importance of this powerful sociopolitical force is

highlighted by continuing problems with religious persecution and
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conflict in the Balkans, the Caucasus, the Middle East, Sub-Saharan
Africa, China, South Asia, and elsewhere. In Latin America, the
rise of evangelical Protestantism could well dislodge the Catholic
Church from its centuries-old dominant position in politics and
society.

Thus we see that, from a political point of view, the twenty-first
century is drastically different from the century that ended with
the terrorist attacks on the United States. September 11, 2001 rep-
resented a significant turning point in history because the world’s
remaining superpower and largest economy experienced for the first
time a massive terrorist attack staged by perpetrators trained in a

country with a failed state and funded by a millionaire living in an
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oil-rich kingdom ruled by a sultanistic regime. In fact, the rise in
international terrorism has come hand in hand with the increase
in oil prices. The full consequences of the myriad civil wars of the
twentieth century and of the collapse of the Soviet Union became
more readily apparent since 2001 with the rise in state fragility in
Africa, the Middle East, South Asia, and parts of Latin America.
The twenty-first century started with democracy triumphant and
dictatorship in retreat. But it was a beginning marked by the uncer-
tainty and chaos that failed states and terrorism inflicted on glo-
bal society as a whole. Given that failed states tend to be located
in areas rich in natural resources, the twenty-first century presents
a new kind of a “resource curse,” one that is completely endogen-
ous and much more dangerous than the one encountered during the
twentieth century because it affects not just specific countries but
the entire global economic and political system. These changes are
taking place during a time of diminished state legitimacy and cap-

acity in both developed and developing countries.
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KEY GLOBAL TURNING POINTS

Income inequality across countries has decreased since the turn
of the twenty-first century. Meanwhile, inequality within coun-
tries has continued to increase, posing difficult social and political
problems in developed and developing countries alike.

One of the most intriguing pieces of news coming out of the
World Economic Forum’s 2011 meeting in Davos was that yawn-
ing economic disparities were identified by the global economic,
financial, and business elites gathered at the idyllic Swiss moun-
tain resort town as one of the two most significant global risks
facing the world, together with failures in global governance (The
Economist, January 20, 2011). Such economic disparities manifest
themselves in various forms, including poverty, and income and
wealth inequality. Poverty has been on the decrease for the last few
decades thanks to rapid growth in emerging economies, although
it has increased in some countries, including both developed and
developing ones. The same is generally true of income and wealth

inequality. Whether you look at the data within or across countries

86
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makes a huge difference, and helps identify yet another turning
point into the twenty-first century.

During the last 20 years, the forces commonly associated with
globalization have produced — with only a few exceptions — greater
income inequality within countries (Anand and Segal 2008: 85),
something that most economists and experts do not find surprising.
The news is elsewhere: inequality across countries has decreased since
the turn of the twenty-first century, starting to reverse one of the
most long-lasting legacies of the Industrial Revolution (Hillebrand
2008). According to a recent World Bank study, “after 20 years of
mean-income divergence, GDPs per capita of the countries of the
world have begun a process of convergence since 2001. This is due
to the pick-up of growth in Africa, post-communist countries and
Latin America. It is unclear how the global crisis will affect this pro-
cess” (Milanovic 2000: 14). When taking into account the differ-
ent population sizes of countries, one observes that inequality across
countries has been declining since at least the early 19gos due to the
China growth effect. Excluding China from the calculations, pop-
ulation-weighted inequality across countries started to come down
in the year 2001 thanks to the high growth rates in other emerging
economies, from Brazil to India and from Turkey to Sub-Saharan
Africa (Milanovic 2000; see also Firebaugh 2000). Figure 6.1 dis-

plays the evolution of these two indicators from 1950 to 2008.

Inequality

Inequality is a multidimensional concept. Many people think that
income inequality is its most important aspect because, after all,
income can be spent on all manner of goods and services. Another
key aspect, however, has to do with differences in wealth, which
turn out to be greater than those in income. The United Nations
has advanced a global agenda, called the Millennium Goals, which

seeks to reduce global inequality along a number of dimensions,
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including nutrition, education, gender, health, and environmental
sustainability as well as poverty.

Income inequality, however, is an attractive concept because of
its implications for other dimensions of inequality and also for its
relevance to consumption, business, politics, and geopolitics. Like
other forms of inequality, it can be measured within and across
countries, rural-urban strata, and gender or race categories.

The most widely used way of measuring income or wealth
inequality is through the Gini coefficient, which ranges between
zero (when income is evenly distributed across the population) to
100 (all income accrues to one individual or household in a popu-
lation of infinite size).

The calculation of the Gini coefficient is not intuitive, however. It
involves dividing the area above the so-called Lorenz curve describ-
ing the actual distribution of income (or wealth) by the total area
underneath the 45-degree line of perfect equality. Detailed data
on the distribution of income are required. They may come from
household surveys or from the national accounts. The quality,
coverage, and frequency of the data are common problems when
comparing inequality across countries or over time.

We do not know for sure whether overall global income inequal-
ity is on the rise or the decline. Empirical studies differ widely in
their findings (Anand and Segal 2008; Hillebrand 2008). But we do
know that the contributions of within-country and across-countries
inequality have shifted. While at the end of the twentieth century
about half of global income inequality had to do with differences
across countries and the other half, depending on the study, with
its distribution within countries (Anand and Segal 2008: 85), the
twenty-first century will likely be characterized by more inequal-
ity within than across countries, an effect attributable to two main
shifts. First, if emerging and developing countries continue to grow

faster than developed countries, as has been the case on average



A disparate world: inequality and poverty ® 8¢

0.58

Without China
0.57 r\vz\v\/\ N\
0.55

\
) [N

0.54

v o\

0.53

\

0.52

0.51

0.50

0.49

0.48

\

A

\

All countries \

\

1950 1960 1970 1980 1990 2000 2010

Figure 6.1 Income inequality across countries, weighted by
population (Gini Index), 1950—2008

Note: The calculations are based on 140 countries in 1950-1989 and
159 countries in 199go—2008. The difference is due to the breakup of
Czechoslovakia, Yugoslavia, and the Soviet Union into independent

countries.

Source: Angus Maddison, Historical Statistics of the World Economy: 1-2008
AD. www.ggdc.net/maddison (accessed August 20, 2011).

from the mid 19gos to 2011, global inequality across countries will
tend to decline.

The second main shift has to do with the likely continued increase
in within-country inequality. A recent IMF (2007: 49—50) study
concluded that “technological progress alone explains most of the

0.45 percent average annual increase in the Gini coefficient from
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the early 1980s” to the mid 2000s, which measures income inequal-
ity within countries. The IMF used the stock of information and
telecommunications technology as the key indicator. “Trade and
financial globalization and financial deepening contributed a further
o.I percent a year each ... offset by almost equivalent reductions in
the Gini coefficient from increased access to education and a shift
of employment away from agriculture.” New technology tends to
favor skilled workers, thus exacerbating the so-called “skills gap.”
According to the IMF (2007: 49), the increase in income inequality
due to the diffusion of information and telecommunications tech-
nologies has affected both developed and developing countries,
although the effect has been far smaller in Latin America than in
Asia. It is important to note that globalization has had very different
effects on inequality: “Trade globalization has exerted an equalizing
impact, whereas financial globalization [and foreign direct invest-
ment in particular] has been associated with widening income dis-
parities” (IMF 2007: 50).

Table 6.1 summarizes the available evidence on the recent evo-
lution of income inequality. Given that the data were drawn from
different sources, comparisons need to be made carefully. Between
the mid 19gos and the mid 2000s inequality within countries has
increased in most countries, with the notable exceptions of Brazil,
Russia, Mexico, Nigeria, Turkey, and Spain. Most importantly, in
the two most populous countries, China and India, there has been
a sharp increase in inequality. Data for China indicate that most
of the increase is attributable to yawning disparities within urban
areas, and between rural and urban areas. Inequality in rural areas
has remained constant or decreased slightly (Chen et al. 2010: 20).
For India, no national index exists, but we also observe over time
growing income inequality within cities, and between cities and
the countryside (Cain et al. 2008: 5). Thus, the increase in inequal-

ity within the two countries with the largest populations as well as
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TABLE 6.1 Income inequality, selected countries, and world total

Gini coefficient
o = perfect equality
100 = maximum inequality

Mid 199os Most recent

Within countries:

Brazil 50.2 53.9
Russia 46.2 42.3
India 36.8
China® 41.1 46.2
Egypt 30.1 32.1
Philippines 42.9 44.0
Nigeria 46.5 42.9
Kenya 42.5 47.7
Turkey 49.0 43.0
Mexico 52.0 47.0
OECD countries:

Japan 32.0 32.0
France 28.0 28.0
Germany 27.0 30.0
Poland 32.0 37.0
Spain 34.0 32.0
Sweden 21.0 23.0
United Kingdom 35.0 34.0
United States 36.0 38.0
Note: ‘... signifies unavailable data.

Sources: World Development Indicators or OECD, except for: * Chen et al.
(2010: 20).
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TABLE 6.2 Trends in real household income by income group,
mid 198os to late 2000s

Average annual change (%)

Total Bottom Top decile  Difference
Countries population  decile (A) (B) (B)-(A)
Australia 3.6 3.0 4.5 1.5
Austria 1.3 0.6 I.1 0.5
Belgium 1.1 1.7 1.2 —-0.5
Canada I.1 0.9 1.6 0.7
Chile 1.7 2.4 1.2 —1.2
Czech Republic 2.7 1.8 3.0 1.2
Denmark 1.0 0.7 1.5 0.8
Finland 1.7 1.2 2.5 1.3
France 1.2 1.6 1.3 -0.3
Germany 0.9 0.1 1.6 1.5
Greece 2.1 3.4 1.8 -1.6
Hungary 0.6 0.4 0.6 0.2
Ireland 3.6 3.9 2.5 —1.4
[srael 1.7 —1.1 2.4 3.5
[taly 0.8 0.2 I.1 0.9
Japan 0.3 -0.5 0.3 0.8
Luxembourg 2.2 1.5 2.9 1.4
Mexico 1.4 0.8 1.7 0.9
Netherlands 1.4 0.5 1.6 I.I
New Zealand 1.5 1.1 2.5 1.4
Norway 2.3 1.4 2.7 1.3
Portugal 2.0 3.6 I.1 —2.5
Spain 3.1 3.9 2.5 —1.4
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TABLE 6.2 (cont.)

Average annual change (%)

Total Bottom Top decile  Difference

Countries population  decile (A) (B) (B)-(A)
Sweden 1.8 0.4 2.4 2.0
Turkey 0.5 0.8 0.1 —0.7
United 2.1 0.9 2.5 1.6
Kingdom

United States 1.3 0.5 1.9 1.4
OECD-27 1.7 1.3 1.9 0.6

Note: Income refers to disposable household income, corrected for household size and
deflated by the consumer price index (CPI). Average annual changes are calculated
over the period from 1985 to 2008, with a number of exceptions: 1983 was the earli-
est year for Austria, Belgium, and Sweden; 1984 for France, Italy, Mexico, and the
United States; 1986 for Finland, Luxembourg, and Norway; 1987 for Ireland; 1988
for Greece; 1991 for Hungary; 1992 for the Czech Republic; and 1995 for Australia
and Portugal. The latest year for Chile was 2009; for Denmark, Hungary, and Turkey
it was 2007; and for Japan 2006. Changes exclude the years 2000 to 2004 for Austria,
Belgium, Ireland, Portugal, and Spain for which surveys were not comparable.
Sources: OECD Database on Household Income Distribution and Poverty. For
Israel: http://dx.doi.org/10.1787/888932315602 (accessed January 2, 2012).

several developed ones (e.g., Germany, Sweden, and the United
States) overshadows the decrease in other, smaller countries. Much
of the widening income gap has to do with stagnating wages, which
represent 75 percent of household income.

Inequality has risen even in countries traditionally thought to be
egalitarian, like Germany, Denmark, and Sweden, where the top 10
percent now receives five times as much income as the bottom 10 per-
cent. In many advanced economies the multiple has reached 10 (e.g.,
[taly, Japan, Korea, and the United Kingdom), and even 14 (Israel and
USA). Latin America stands out as an especially unequal part of the
world. In Chile and Mexico the multiple is 25, and in Brazil as high
as 50. Among OECD countries, the multiple has grown from the mid
1980s to the late 2000s in Australia, Austria, Canada, Czech Republic,
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Denmark, Finland, Germany, Hungary, Israel, Luxembourg, Mexico,
the Netherlands, New Zealand, Norway, Sweden, the UK, and the US
(Table 6.2; see also OECD 201 1¢). Interestingly, redistributive policies
are more likely to be enacted when the income disparities between the
poor and the middle class are smaller relative to the difference between
the middle class and the rich (Lupu and Pontusson 2011).

Inequality, of course, is a multidimensional problem. Most studies
find that wealth inequality is greater than income inequality, and
that it is on the increase within countries as well. While in the year
2000 the top 10 percent of households in the world owned 85 per-
cent of the wealth, they accounted for 67 percent of the income
(Davies et al. 2009: 1122). Across countries, we observe a decrease
in inequality in terms of education, knowledge, and other human
development variables, except for life expectancy, due mostly to the
impact of the AIDS epidemic in Sub-Saharan Africa (Crow et al.
2000; McGillivray and Markova 2010). Nobel Prize winner Amartya
Sen (1992) has forcefully argued that one should adopt a “capabil-
ities” view of inequality encompassing entitlements, relationships,
desired outcomes, and freedoms as key components. It is hard to
obtain data, though, on such a comprehensive set of variables for a
reasonably large sample of countries.

The increasingly unequal income distribution is not only socially
undesirable but also a potential brake on economic growth and a
factor that can fuel financial crises, like the one initiated in 2007
(Kumhof and Ranciere 2010). The conclusion is clear: unequal dis-
tribution of income and wealth, indeed, is not profitable, from any
point of view. Moreover, support of economic and financial global-
ization among the public is faltering precisely because many view it

as contributing to inequality.

The paradox of growing inequality and declining poverty

Poverty is another concept that comes up frequently in discussions of

inequality, although the two dimensions are not perfectly correlated
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with each other. In fact, poverty has come down around the world
during the last 25 years while within-country inequality has tended
to go up. Poverty has to do with pronounced deprivation. Drawing
the poverty line at one dollar a day, there were between 1.1 and
nearly 1.5 billion poor people in the world back in 1980, a figure that
came down to less than one billion by 2005, of which 427 million
were in Sub-Saharan Africa, 163 in India, 131 in China, 161 in the
rest of Asia, 56 in Latin America, and 27 in North Africa and the
Middle East. Thus, the proportion of the population of non-OECD
countries living in poverty has declined from 35—44 percent to less
than 20 percent (Hillebrand 2008: 729-731).

Interestingly, some studies find that the prevalence of poverty
nowadays would be even lower if within-country income distribu-
tions had not worsened between 1980 and 2005. Hillebrand (2008:
731) estimated that if income inequality had not changed, China
would have no poor people today, and India g5 million as opposed
to 163 million. As mentioned above, inequality between the cities
and the countryside has skyrocketed in both China and India as a
result of rapid, but uneven, economic growth. Numbers like these
throw the famous statement by Deng Xiaoping into new light: “Let
some people get rich first.” However, these and other estimates pub-
lished by scholars, experts, and international organizations use rela-
tively faulty data and make strong assumptions. For instance, there
are complex relationships among inequality, economic growth, and
poverty, many of which policymakers cannot anticipate.

Let’s begin with the influential analysis by Dollar and Kraay
(2002), famously entitled, “Growth is Good for the Poor,” in which
they concluded that “growth on average does benefit the poor as
much as anyone else in society, and so standard growth-enhancing
policies should be at the center of any effective poverty reduction
strategy.” The authors also sought to advance a specific agenda about
minimal government intervention in the economy when it comes to
fostering growth, which is a much more debatable recipe for success

at reducing poverty.
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But the issue that concerns us is whether inequality may get in
the way of reducing poverty or not, given that the poor stand to gain
from economic growth, as the cases of China and India amply dem-
onstrate. A recent IMF study concludes that “longer growth spells
are robustly associated with more equality in the income distribu-
tion” (Berg and Ostry 2011: 3). The underlying mechanism has to
do with how inequality (or the lack thereof) changes incentives.
While some degree of inequality is inherent to the well-functioning
of the market economy, rising inequality reduces the incentives for
the poor to invest in education. It can also create the conditions for
sociopolitical upheaval, as we shall analyze below. This argument
is corroborated by the careful analysis of one of the most influen-
tial development economists, William Easterly (2007), who found
that structural inequality in the long run reduces per capita income
because it undermines the quality of institutions in the country and
discourages schooling.

In sum, we can safely conclude that rising inequality within
countries is likely to reduce economic growth and economic devel-
opment, which in turn will make poverty reduction much harder.
Thus, there is no paradox between rising inequality and decreasing
poverty. Poverty came down at a time when inequality was also com-
ing down. The recent spike in inequality within countries since the
turn of the twenty-first century may well thwart further efforts at
poverty reduction.

A related aspect of the relationship between inequality and pov-
erty has to do with the impact of globalization. The decline in poverty
has occurred precisely at a time of growing economic and financial
integration, especially of developing countries. Globalization, how-
ever, has not uniformly reduced poverty. According to Harrison and
McMillan (2007) there are winners and losers among the poor when
it comes to the effects of trade and foreign investment. Only the
poor who work in export-oriented or investment-receiving sectors of

the economy tend to benefit. Most of the impact of globalization on
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the poorest developing countries, however, does not have to do with
free trade but with the lack thereof. Eliminating subsidies to rich-
country farmers and creating a truly free global market for agricul-
tural goods would reduce both poverty and income inequality within
countries because the wages of unskilled agricultural laborers would
rise more quickly than those for skilled workers in urban areas in the
same country and those for unskilled workers in developed countries
(Anderson et al. 20171).

A similar process of change is taking place in developed countries.
“Employment opportunities and incomes are high, and rising, for
the highly educated people at the upper end of the tradable sector of
the US economy,” argues Nobel Prize-winning economist Michael
Spence. “But they are diminishing at the lower end.” And he pre-
dicts: “As emerging economies continue to move up the value-
added chain — and they must in order to keep growing — the tradable
sectors of advanced economies will require less labor and the more
labor-intensive tasks will shift to emerging economies” (Spence

2011:32-33).

Gender inequality

Among the most important legacies of the twentieth century are the
greater awareness of the importance of gender-based discrimination
and inequality, the recognition of women’s rights, and the empower-
ment of women as economic and political actors. The demographic
trends discussed in Chapter 4 continue to have a large impact on
women, whose role in the society and the economy has changed due
to higher educational levels and lower fertility.

During most of the twentieth century, policymakers did not pay
systematic attention to women. In 1970 a Danish economist work-
ing for the United Nations, Ester Boserup, published an influential
book, Women’s Role in Economic Development. She theorized and doc-

umented both how women contributed to economic development
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and how they were affected by it. She forcefully argued that women
play a key role in development, inside and outside the household.
Her work inspired the United Nations Decade for Women (1975—
1985) and laid the foundations for the wave of studies and programs
arguing that promoting women’s role in the economy could become
a major contributor to development (OECD 2004; World Bank
2001; see Jaquette and Staudt 2006 for a review). The concern by
development scholars interested in gender was not only to advance
gender equality as a goal in its own right, but also to explore ways in
which women’s economic activities could contribute to economic
growth and to economic development, in the sense of a transform-
ation of the economy through innovation.

These and other subsequent studies documented that development
created a segregated labor market along gender lines, with women
clustering in more labor-intensive activities in light manufacturing
(e.g., textiles, food-processing) that paid lower wages, or being self-
employed in the service sector (Boserup 1970). Attempts were also
made conceptually and statistically to distinguish among the preva-
lence and contributions to development of unpaid household labor,
unpaid work at the family farm or business, self-employment, and
entrepreneurship by women (ILO 2009; UNIFEM 2005). A related
argument about women’s role in economic growth and development
was formulated by Ggsta Esping-Andersen (1990), a Danish soci-
ologist, who argued that in advanced postindustrial societies the
incorporation of women into the labor force triggered the growth of
all manner of market-oriented service activities that women used to
perform in the household without pay. By the beginning of the 19gos
entrepreneurship by women was fully recognized as a dynamic con-
tributor to economic development. The main argument in this new
line of inquiry and policymaking became that countries that did not
make it possible for women to participate fully as economic agents
would be underutilizing half of the “talent pool” (Guillén 2012;
OECD 2004; World Bank 2001). At the turn of the twenty-first
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century, that half continues to be underemployed in vast parts of the
global economy, including Latin America, Africa, South Asia, and,
especially, the Middle East.

Women'’s rights are still far from equal to those of men. A recent
World Bank report covering 128 developed and developing econ-
omies found a considerable degree of legal discrimination against
women in areas that thwart employment and entrepreneurship. For
instance, as of 2009 in 45 countries women did not have the same
legal capacity to act or engage in economic transactions as men, in
49 women were prevented from working in certain industries, and
in 32 they did not have equal inheritance rights. Equal legal rights
were found to result in a greater percentage of businesses owned or
managed by women (World Bank 20102).

More progress has been made in terms of educational attainment,
with male—female differentials dropping at all levels and in all parts
of the world due to increased demand for educated workers and gov-
ernment policies promoting equality of opportunity. Still, parts of
Sub-Saharan Africa and the Middle East fall well short of gender
educational equality. Labor force participation and employment by
women has also increased across the board, but it is still higher in
the United States, Canada, and the Scandinavian countries than
in Southern Europe or Japan, among rich societies. In many devel-
oping countries women work outside of the household as a way to
escape poverty, and they often do so in the informal sector. Women’s
paid labor activity is lowest in North Africa and the Middle East.
In most rich societies, the gender pay gap has narrowed, although
occupational segregation and lower returns to education continue
to exist. Women'’s economic disadvantages are greater in developing
countries than in rich societies (Charles 2o011).

It is also the case that the gender division of roles within the
household has evolved towards more equality, especially in richer
societies, though without closing the gap. Women continue to

do most childcare and core household work, even when they are
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employed. A considerable degree of gender-based segregation occurs
in the labor market, mostly due to segregation by field of higher edu-
cation. The important fact here is that richer societies are home to
higher, not lower, degrees of career segregation by gender due to the
choice of educational field (Charles 201 1). Thus, it is not always the
case that higher development leads to greater gender equality.

It is also important to keep in mind that variables other than
development may have an impact on women’s opportunities and
well-being. Among those discussed in Chapter 4, population aging
stands out as a potential game-changer. Aging will have very dif-
ferent effects by gender. Women represent a disproportionate num-
ber of old people due to both higher life expectancy and the higher
exposure of men to violent death. We also know that women tend
to have lower income than men within the same age group, and
the gap is especially important in the older age intervals because of
the diseconomies of living alone (Johnson 2005). Thus, population
aging may prevent the socioeconomic status gap between men and
women from closing.

One final trend concerning women has to do with their increas-
ing presence in political decision making. Table 6.3 shows the pro-
portion of parliamentary seats occupied by women. In 2010 the
world average stood at 19.3 percent, up from 12.5 percent in 19go.
Europe, Latin America, and Sub-Saharan Africa are all above the
average, while South Asia, East Asia, the Arab World, and the
Middle East & North Africa in particular, are below. Rwanda with
56.3 and Sweden with 45.0 percent lead the ranking. South Africa
went from 3.0 percent towards the end of the apartheid era to 44.5
percent nowadays. The United States with only 16.8 percent ranks
below the averages for Europe, Latin America, and Sub-Saharan
Africa. Interestingly, countries with more women in government
are perceived as less corrupt, net of other factors like economic
development, openness to trade, liberal democracy, or a free press

(Treisman 2007: 212).
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TABLE 6.3 Women in parliament (% of total seats)

Region 1990 2010
High income: OECD 12.9 24.2
European Union 16.0 24.2
Latin America & the Caribbean 12.0 23.4
Sub-Saharan Africa 10.4
World average 12.5 19.3
South Asia 6.3 19.2
East Asia & Pacific 14.9 18.3
Arab World 3.8 10.7
Middle East & North Africa 3.8 9.0

Selected countries:

Rwanda 17.0 56.3
Sweden 38.0 45.0
South Africa 3.0 44.5
Spain 15.0 36.6
Germany 32.8
Mexico 12.0 26.2
United Kingdom 6.0 22.0
China 21.0 21.3
South Asia 6.3 19.2
France 7.0 18.9
Indonesia 12.0 18.0
United States 7.0 16.8
Russian Federation 14.0
Japan 1.0 11.3
India 5.0 10.8

Turkey 1.0 9.1
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TABLE 6.2 (cont.)

Region 1990 2010
Brazil 5.0 8.8
Iran 2.0 2.8
Egypt 4.0 1.8
Saudi Arabia e 0.0
Note: ‘... signifies unavailable data.

Source: World Development Indicators.

The consequences of shifting patterns of global inequality

In The Great Transformation, the social scientist Karl Polanyi (1944)
famously argued that on the one hand inequality laid the foundations
for the dynamism of the market, but on the other it could undermine
the “substance of society.” The recent trends in global inequality
documented in this chapter perfectly justify the fears of the global
leaders gathered at the World Economic Forum in 2011. Changes
in inequality patterns could have a number of consequences in the
twenty-first century. Let us discuss the economic, political, business,
and geopolitical implications.

Global leaders are right to be alarmed. Rising inequality within
countries coupled with a reduction in differences across countries is
likely to exacerbate social and political tensions, especially if eco-
nomic growth in developed countries proceeds at a snail’s pace. For
decades, we have contained between-country inequality by erecting
barriers to the free movement of people and engaging in large-scale
development efforts and international aid programs. These efforts
were meant to address the larger part of inequality in the world, that
between rich and poor countries. Within-country inequality is harder
to deal with because boundaries cannot be drawn inside countries —
as the Arab Spring and the British riots of 2011 illustrate. Moreover,

at the beginning of the twenty-first century, governments are not in
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a position to redistribute more income and wealth because of their
budgetary problems and/or the ideological constraints they face in
terms of pressure from the electorate. Some scholars argue that total
inequality could also rise in the world, in part driven by the increas-
ing within-country inequality (Hillebrand 2008).

The year 2011 saw dramatic events in both developing and devel-
oped countries which cannot be fully understood without taking rising
within-country inequality into account. The so-called Arab Spring
spread from Tunisia throughout the Middle East and North Africa
like wildfire. In most of these countries between 45 and 65 percent
of the population is under the age of 25 and faces grim prospects in
the labor market; rural-urban inequality and within-urban income
inequality are on the rise, and corruption is rampant. Vast dispar-
ities in wealth offended not only the populace but also the military
elites, which withdrew their support for the long-standing autocratic
regimes of Tunisia and Egypt (Goldstone 2011). Protracted fighting
and armed conflict broke out in Libya, Yemen, and Syria, amidst
international condemnation for the sitting regime’s repression of the
popular uprising. While distinct and distant from the Arab Spring,
the riots that rocked Britain’s main cities for four days in August
were also driven by a sense of economic and political disenfranchise-
ment by the young, however unjustified the form in which the rioters
chose to express their dissatisfaction was. While the root causes were
similar, the process and the outcome of the British revolts could not
be more different to the Arab Spring. So are the various “occupy”
movements in Europe and the United States. As the Washington Post
(August 9, 2011) editorialized,

this is becoming a year of rebellion by the dispossessed — first in the
Arab Middle East, then in Israel and now in one of the world’s rich-
est democracies. At a time of economic disruption, no country is
immune from such upheaval. But Britain is showing that democracies
can respond with responsible policing and robust political debate. It
is because they are incapable of such political flexibility or respect for
human rights that the Arab autocrats are doomed.
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Shifting trends in inequality also have implications for business.
Most companies with global aspirations have spent the last decade
or so repositioning their assets, employees, and product lineups so as
to take advantage of growth in emerging markets. Thus, the decrease
in income inequality across countries has triggered a race for the
purse of the new, rising middle classes of countries like Brazil, China,
India, and other emerging economies. By the same token, increasing
inequality within countries should also induce corporations to do
their best to cater to the needs of those who are, at least temporarily,
left behind as emerging economies grow, especially in the rural areas.
The increase in income inequality within developed economies
should also trigger the imagination of corporations so that new kinds
of jobs and careers can be designed for both the unemployed young
and the aging population.

As better-educated women join the labor force and gain access to
elected public office, the pressure is on for companies to welcome
more of them into the c-suite and the boardroom. According to a
McKinsey study of the largest listed firms, the proportion of women
on the top executive team or the board of directors was lower than
15 percent in most countries, including the US, France, Germany,
Britain, Spain, Russia, Brazil, China, and India. Only Sweden stood
out, though the proportion was still far from perfect equity (The
Economist, July 21, 2011).

The implications of changing trends in inequality for geopol-
itics of power are tantalizing. Greater inequality within countries
may produce more frequent regime change and instability. Lower
inequality across countries will surely affect the geopolitical balance
of power on a global scale and within specific regions. Chapter 8 will
discuss these and other issues related to the shifting global balance

of power during the twenty-first century.
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KEY GLOBAL TURNING POINTS

Top scientists predict that, without corrective action, climate
change will become irreversible at some tipping point during the
twenty-first century. By 2030 food prices could be twice as high
as in 2011, and half of the world’s population could be affected by
severe water shortages.

At a time when the most pressing priority has to do with accelerating
economic growth so that unemployment recedes, one runs the risk
of relegating the long term to the background. The ways in which
we generate economic growth and well-being in the short term,
however, are intimately linked to our ability to keep the momen-
tum going over the long run. It is not always easy to make temporal
perspectives compatible and complementary. Indeed, it is very hard
to establish priorities and to distinguish between what is import-
ant and what is urgent. It is at the intersection of these treacherous
cross-currents that the concept of sustainability lies.

From an economic point of view, sustainability has to do with

ensuring that satisfying present needs does not come at the expense
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of doing so in the future. This idea concocts social and political
dimensions as well because sustainability involves delicate inter-
generational trade-offs. Thus, the concept of sustainability — the
sustainable development of human societies — goes well beyond the
concerns about energy, natural resources, and the environment sup-
porting life on the planet to include all aspects of social, economic,
and political life in so far as present actions may place limitations on
future actions. Thus, pension schemes, educational programs, the
banking system, or political regimes have varying degrees of sustain-
ability built into them. Having covered some of these broader con-
cerns in Chapters 2, 5, and 6, in this chapter we will focus on the
challenges of global warming, energy, food, and water, and on the

opportunities they represent for business (Matthew 2012; Waughray
2011; WWF 2010).

The rise of environmental awareness

By the beginning of the twenty-first century, there was around the
world a widespread perception that natural resources on Earth are
finite. This is by no means a new concern. The controversial pre-
monitions made by British political economist Thomas R. Malthus
more than two hundred years ago generated a first wave of aware-
ness. Interest in sustainability has ebbed and flowed over the last few
decades, with the Club of Rome’s famous 1972 report on The Limits
to Growth, the oil crisis of 1973, the 1979 US National Academy of
Sciences report linking greenhouse gases to global warming, and the
Chernobyl nuclear accident of 1986 as major milestones igniting
heated debates among experts, policymakers, and the general pub-
lic. The twenty-first century was ushered in with the signing of the
Kyoto Protocol in 2001, a set of limits on greenhouse gas emissions
that came into force in 2005. While its effectiveness is in doubt, it
further signals growing awareness of environmental problems. And

so did the famous 700-page report by British economist Nicholas
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Stern, The Economics of the Climate Change: Stern Review (2007),
which estimated that without coordinated intervention by govern-
ments around the world, climate change would reduce global GDP
by more than 1 percent annually, and possibly up to 3 percent, by
2050, while the measures needed to mitigate the risks would cost no
more than 1 percent. These estimates are averages, with the disper-
sion around them being quite large. Developing countries are widely
predicted to suffer the most from global warming.

The case of global warming helps gain an understanding of the
drivers of environmental degradation and the prospects for achiev-
ing sustainability. While environmental disasters tend to be local in
scope, global warming has significantly raised the stakes by creating
the potential for worldwide disasters due to changes in sea levels,
atmospheric instability, the geographic distribution of species, and
agricultural yields, among others. “The Earth’s climate is nearing,
but has not passed, a tipping point beyond which it will be impos-
sible to avoid climate change with far-ranging undesirable conse-
quences,” asserts NASA’s Jim Hansen (2006), widely recognized as
the world’s leading climate change expert.

As in the cases of demography and inequality, the Industrial
Revolution represents a watershed for the environment. Emissions of
carbon dioxide have increased about 40 percent since the beginning
of industrialization, and may double or treble before the twenty-first
century comes to a close. During the twentieth century the con-
sumption of fossil fuels grew by a factor of 14. As urban life becomes
the norm for a majority of the world’s population (see Chapter 4),
the demand for transportation and food will also increase. Cities are
responsible for 8o percent of greenhouse gas emissions, and each
week three million people move to a city. As the twenty-first century
goes on, global needs for clean water, energy, and food seem harder
and harder to meet. As more and more people in different parts of
the world demand a better standard of living (see Chapter 5), the

race for natural resources intensifies.
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Technology represents in the minds of many the hope for a solu-
tion to the seemingly intractable problems related to sustainabil-
ity in general and global warming in particular. It is true that over
the last three decades automobile engines, electricity generation
from fossil fuels, household appliances, and heating and cooling sys-
tems have become three to four times more efficient. In the field of
renewable energy — especially solar and wind — the present pace of
improvement can make these sources of energy competitive with
coal, which still provides the cheapest way of generating massive
amounts of electricity.

An often forgotten aspect of sustainability is human behav-
ior. Better awareness about pollution and sustainability has had a
major impact on energy savings, especially in the areas of heating
and cooling, transportation, and food and diet. People forget that
methane from belching cattle and other sources related to livestock
generate up to 18 percent of total carbon emissions (FAO 20006).
Consumption of beef has increased rapidly in emerging economies
with rising incomes. Thus, dietary changes contribute to global warm-
ing but can also be the source of reduction on emissions. Another
example is tourism, which is responsible for about 5 percent of total
greenhouse gases (Neiva de Figueiredo and Guillén 2011).

Another aspect present in virtually every debate about sustain-
ability is the role that regulation and taxation should play in encour-
aging more efficient and greener production and consumption in
general, and of energy in particular. In the case of global warming,
governments have deployed a battery of incentives to reduce emis-
sions, including gasoline taxes, carbon emission taxes, tax credits
and guaranteed feed-in tariffs for renewable energy sources, and
other forms of positive or negative taxation. Much of the debate
in this area is about the real or perceived trade-off between eco-
nomic growth in the present and sustainability in the future. Also
important is the discussion as to whether government interven-

tion should promote innovation as opposed to production, under
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the assumption that sustainable production needs to be sustainable
itself, that is, competitive in cost (Victor and Yanosek 2011). The
global financial imbalances discussed in Chapter 2 could be reduced
if energy-importing countries were able to develop indigenous
sources of energy. Finally, there are a host of national security issues
related to energy independence that will surely shape geopolitics in
the twenty-first century (see Chapter 8).

Thus, the debate about sustainability in general and global warm-
ing in particular lies at the intersection of economic, technological,
political, geopolitical, and behavioral forces. As Paul Roberts has
recently argued in one of the most important books on the subject,
The End of Oil (2004: 309), “the energy challenge of the twenty-first
century will be to satisfy a dramatically larger demand for energy
while producing dramatically less carbon. Yet the availability of
carbon-free energy on a mass scale will not happen without signifi-
cant technological developments.” Roberts puts his faith in eco-
nomic incentives by arguing that progress on climate change will
not occur “until the market regards carbon as a cost to be avoided —
not just in ‘progressive’ economies like Germany or England, but
in the big economies of Russia, China, and above all the United
States.”

Food and water

Energy is not, however, the only pressing environmental prob-
lem humanity will face in the twenty-first century. Back in 1987
the United Nations’ Brundtland Commission report, Our Common
Future, called for international cooperation to address the issues
raised by not only fossil fuel consumption and nuclear energy but also
deforestation and famines. In its report on Towards Green Growth,
the OECD (2011a) estimated that threats to biodiversity, a useful
summary indicator of our combined effect on the sustainability of

life, are increasing fast, especially those related to climate change,
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Figure 7.1 World threats to biodiversity (in percentages)
Source: OECD (2011a: 19).

but that the most significant problem had to do with agriculture (see
Figure 7.1).

Droughts and famines have besieged subsistence societies for cen-
turies. It is alarming to note, however, the extent to which agricultural
crises and rising food prices can increase poverty in urban areas. For
instance, the food crisis that started in 2007, triggered by droughts and
aggravated by incentives for corn-based ethanol in the US, increased
the number of hungry people in the world by more than 25 percent,
according to the FAO. The “green revolution” in agriculture during
the last third of the twentieth century made food plentiful in the devel-
oped world, while the developing countries continued to face prob-
lems feeding their expanding populations. Biofuels production could
compete with food production. The calories in a sport utility vehicle’s
(SUV) full tank are enough to feed one person for an entire year.

Global warming is also starting to have its effects on harvests.
A recent study focused on European wheat production found that

“heat stress” could reduce yields by as much as 7 percent by 2050
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Figure 7.2 People living under severe water stress (millions)
Source: OECD (2011a: 19).

(Semenov and Shewry 2011), which could have a big impact on
the price of this staple food for hundreds of millions of people and
livestock. Oxfam, the international relief group, predicts that food
prices could double by 2030 from their 2011 levels (Willenbockel
2011). Most of the effects of such steep increases would be felt in
the developing world because families spend on food more than
three quarters of their income. Half of the predicted hike in prices is
attributed to global warming.

The availability of water, although a renewable resource, will also
become a top topic on the global agenda during the twenty-first cen-
tury. The changing geographical distribution of population growth
and the process of urbanization will fundamentally reshape the eco-
nomics and politics of water (see Chapter 4). In the Towards Green
Growth report, the OECD estimated that almost four billion people —
nearly half of the world’s predicted population — will live in areas
with serious water shortages by the year 2030 (OECD 201135 see
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Figure 7.2; see also WWF 2010). Roughly 70 percent of worldwide
human water consumption is for agricultural purposes, while indus-
trial usage accounts for 20 percent, and households for the remain-
ing 10 percent. Sustainability in agriculture thus poses the greatest
challenge, and it involves not just the efficient use of water but also
the judicious use of soil, fertilizers, and other inputs (Sydorovych
and Wossink 2008). It is important to note that only 11 percent
of Earth’s surface is apt for agricultural use, and the indiscriminate
use of fertilizers, erosion, and global warming might further reduce
it. Another major challenge will be to remove subsidized water
prices for agricultural use, which discourage conservation. Overall,
much progress has been made in terms of preserving water resources.
Since the 1960s conservation efforts and new technologies have
reduced consumption from 0.3—0.4 cubic meters per dollar of GDP
to less than o.1 in most developed countries. Developing and emer-
ging economies have also reduced water use to comparable levels
(UNESCO 2000: 88, 99, 108, 109, 111). Still, for a major water cri-
sis to be avoided in the next two decades, large-scale technological,

policy, and behavioral changes will be needed.

Energy

Most people associate sustainability with solutions to the energy
problem. Although there are many other aspects of sustainability
that deserve a place on the global agenda for the twenty-first cen-
tury, it is true that energy production and consumption patterns
are not only related to global warming but to political instability,
coups d’état, and even wars. The most important debates about
energy revolve around the so-called energy mix, that is, the combin-
ation of energy sources a country uses and its evolution over time.
Thus, for example, coal accounts for half of the increase in energy
use over the past decade worldwide, according to the International

Energy Agency. Renewable sources such as hydro, wind, solar, tidal,
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geo-thermal, and biomass have grown quickly over the last two
decades. These technologies, however, are not yet competitive in
cost. The very large subsidies to renewable energy ($66 billion in
2010, according to the International Energy Agency) will continue
to grow in the coming decades, to quadruple by 2035. In addition,
hydro, wind, and solar are relatively unpredictable sources. Another
important dimension has to do with global warming. Nuclear power
has won many supporters because of its lower contributions to glo-
bal warming — although the Fukushima accident in Japan in 2011
has undermined the public’s confidence in this form of energy. Over
the next quarter century, energy trends will vary from country to
country. In the developed countries renewable energy will become
more important at the expense of fossil fuels (oil and coal). In emer-
ging and developing countries, by contrast, all energy sources are

predicted to increase (see Figure 7.3).
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Renewable energy has the potential to supply a substantially larger
part of the world’s anticipated energy needs. Barriers to sustainable
energy production and consumption include technical limitations,
lack of awareness and information, economic constraints, regulatory
barriers, market failures, and consumer behavior (Lior 2008; Reddy
and Painuly 2004). First of all, the cost of renewable green energy
must come down. At the present time, sustainable sources like solar
and wind are competitive thanks to direct or indirect subsidies, unless
one includes all of the externalities of dirty sources such as coal, gas,
and nuclear (Sovacool 2008). One of the key debates is whether
subsidies should encourage production or innovation. To the extent
that subsidies foster innovation, the outlook for energy sustainability
looks brighter (Victor and Yanosek 201 1). Consumers — both corpor-
ate and residential — can make a large impact in terms of energy con-
sumption efficiency, but it is hard for them to alter the energy mix
if renewable green sources are not competitive in price. Therefore,
technological innovation is perhaps the most important force shap-
ing the evolution of the energy mix. Finally, geopolitics will play an
important role in future energy policy decisions given that the most
important oil reserves are located in politically unstable areas.

The clock continues to tick as the world consumes non-
renewable energy sources and global warming proceeds. According
to the International Energy Agency, between 2008 and 2035 the
demand for energy will grow at a cumulative annual rate of 1.2
percent, down from the 2.0 percent increase in the period 1980~
2007 (IEA 2010). This is only in part good news because at the
reduced growth rate, energy demand will be 36 percent higher in
2035 when compared to 2008. Moreover, greenhouse gas emissions
will soar (see Figure 7.4). In spite of widespread efforts, renewable
sources (hydro, wind, solar, geo-thermal, biomass, tidal), which
do not contribute to global warming, represented just 7 percent

of total primary energy demand in 2008, and they are not likely
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to be more than 14 percent in 2035 (IEA 2010). In spite of sub-
sidies, wind energy does not contribute much more than 5 per-
cent to total electricity generation, although in some countries
like Spain it reaches 14 percent on average and as much as 50
percent during peak periods (EWEA 2011). Still, the criticism is
that a large installed base of wind power generation using current
technology needs to be subsidized on an ongoing basis. Therefore,
technological innovation is key to the economic sustainability of
wind power (Victor and Yanosek 2011). And it is also true that
production and consumption of fossil fuels is subsidized in many
parts of the world directly through exploration credits or indirectly

through expenditures on infrastructure such as highways.
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China’s central role in global sustainability

As the world’s soon-to-be largest economy, China will hold the key
to global sustainability. Its rapid industrialization and urbaniza-
tion has turned the country into the largest consumer of energy.
Although on a per capita basis China is still far behind developed
countries, its impact on global energy markets is massive. The
International Energy Agency estimates that one third of global
energy demand growth to 2035 will be accounted for by China.

It is quite clear that the world’s prospects for arresting climate
change will depend to a very large extent on China’s actions. In
spite of efforts to foster renewable and clean energy sources, the
country is likely to consume ever bigger quantities of coal and oil
in the foreseeable future.

China could slow down its impact on global warming and also
improve local air and water pollution by promoting public trans-
portation, mid-sized cities, and energy efficiency through both
technological innovation and behavioral change. Public aware-
ness of environmental problems will also serve as a catalyst for
corrective action. The transition to a service-based economy will
also have a large beneficial impact.

Emerging economies and sustainability

The growing problems with supplying energy, water, or food appar-
ently have much to do with the rise of the emerging economies. It
is true that in general they are very inefficient users of energy, and
that changes in dietary preferences driven by rising incomes are also
having major environmental consequences. It is estimated that 93
percent of the increase in primary energy demand until 2035 will
come from emerging and developing countries (IEA 2010). China’s
development to 2035 is projected to account for go percent of the
increase in coal demand, and over 50 percent of the growth in oil

demand and in greenhouse gas emissions (Figure 7.5 and the Box).
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While the raw figures indicate that rapidly growing emerging
economies have become major polluters, it is true that their econ-
omies are necessarily more inefficient and dependent on industry
as opposed to services. As these countries grow richer, social and
political pressure, combined with the sheer necessity to avoid envir-
onmental disaster, will most likely lead to more sustainable pol-
icies and practices. Still, it is sobering to remember the scenario
described by Chandran Nair, founder and chief executive of the
Global Institute for Tomorrow (GIFT): “Imagine 5 billion Asians
living like Americans” (OECD 2o011b). Indeed, the United States is
responsible for three times as much per capita greenhouse emissions
as China, and more than twice as Europe.

[t also fair to note that emerging economies are making a big effort
at promoting renewable energy. China and India are among the most
active investors and innovators in wind energy (Kristinsson and Rao
2008; Lema and Ruby 2007), China is also promoting solar (Chien
and Lior 2011), and the Gulf Cooperation Council countries are
aggressively pursuing renewable energy even though they have no
shortage of fossil fuels (Alnaser and Alnaser 2011). Perhaps the
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most impressive case is Brazil, widely recognized as a global technol-
ogy leader in renewable energy production for automobiles. Its etha-
nol policy targeted sugarcane as the key source, which offers many
advantages over corn. After three decades of government interven-
tion, some studies indicate that Brazil’s sugarcane ethanol industry
is competitive without subsidies (Goldemberg et al. 2008; Lebre La
Rovere et al. 2011). In addition, government entities and companies
invested heavily in a host of related technologies, including the flex

automobile engine and bioplastics, among others.

Sustainability, competitiveness, and business opportunities

One of the most heated debates concerning sustainability has to
do with whether it undermines competitiveness, with negative
consequences for job creation and economic well-being in those
countries that adopt sustainable policies. The belief in a trade-off
between economic growth and sustainability is giving way to more
sophisticated analyses in which government intervention to reduce
“dirty production” of energy and other goods and encourage sus-
tainable growth is warranted (Acemoglu et al. 2010; Nordhaus and
Kokkelenberg 1909). It has become clear by now that fossil sources
are “competitive” because we do not take into consideration all
costs, especially those that are not borne directly by the producer or
the consumer, like pollution, geopolitical tensions, or global warm-
ing (Sovacool 2008). The market for energy is clearly failing to
price different energy sources accurately. National economies will
not easily gravitate towards sustainable production and consump-
tion practices (Bhagwati 2004). But the balance of public opinion
and policymaking has taken a turn towards a reconfiguration of the
relationship between humanity and nature, a process in which gov-
ernment intervention designed to compensate for market failures
needs to play an important role in spite of the fact that environmen-

tal regulation is very much under debate.
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While the discussion about sustainability and competitiveness is
important, there is another angle from which to examine the oppor-
tunities for value creation that a sustainable approach to growth
might offer. In a recent article written for business executives, man-
agement guru C. K. Prahalad and his coauthors argued that com-
panies with a greater ability to adapt and to innovate will benefit
immensely from the trend towards sustainability (Nidumolu et al.
2009).

Sustainable or green business has become the subject of much
analysis and debate (Neiva de Figueiredo and Guillén 2011).
A recent McKinsey survey conducted in developed and emerging
economies showed that nearly go percent of consumers worry about
the environmental and social impact of the goods and services
they buy, although no more than one in three is specifically willing
to buy green products, defined as those that are environmentally
friendly and sustainable. The most popular green products among
consumers are efficient lighting and organic foods. By contrast, few
consumers buy green automobiles or green detergents (Bonini and
Oppenheim 2008). The main challenge facing green business prac-
tices is to incorporate green principles throughout the entire prod-
uct life cycle, from design and production to distribution and sale,
and to consumption and recycling (Albino et al. 2000; Glavic and
Lukman 2007).

The evidence indicates that improvements made to goods and
services so as to reduce negative environmental impacts may result,
on the one hand, in higher development and production costs, and,
on the other, in higher product differentiation, increased margins,
and larger market shares for those firms which successfully move to
commercialize green products (Reinhardt 2008). It is also import-
ant to note that packaging is another area susceptible to greening,
including design, consumption, and disposal practices. Let’s hope
that business-based ingenuity and innovation will one day play a

much greater role in delivering sustainable solutions to the problems
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of energy, food, and water. In the meantime, regulation and policy
coordination across countries are necessary to prevent the twenty-
first century from witnessing large-scale environmental catastrophes,
which could lead in some parts of the world to further state failure,
violent conflict, massive migration, repeated refugee crises, and a

reversal of the trend towards poverty reduction (Matthew 2012).



The global powers of the
twenty-first century

KEY TURNING POINTS

During most of the twenty-first century India will be the biggest
country in terms of population, China the largest in output, and
the United States the richest among the major economies on a
per capita income basis.

Perhaps the most tantalizing question about the twenty-first cen-
tury has to do with the identity of the dominant global power, or
whether there will be one at all. If the United Kingdom reigned
supreme during much of the nineteenth century and the United
States dominated the second half of the twentieth, are we to assume
that a different global power will emerge during the twenty-first?
For some, the answer is obvious and it points to China (e.g., Jacques
2000; Subramanian 2011). For others, the United States will hold
its sway, albeit with a severely diminished capacity to act unilaterally
(Nye 1000, 2010). For a third group of observers and commentators,
including cold-warriors like Henry Kissinger, the twenty-first cen-
tury will be characterized by an uneasy balance among several glo-

bal powers (Bremmer 2010a; CSM 1080; Kissinger 2011). It is clear

I21
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that “we are now at the start of what may become the most dramatic
change in the international order in several centuries, the biggest
shift since European nations were first shuffled into a sovereign order
by the Peace of Westphalia in 1648” (Ramo 2009: 7-8).

A millennial perspective on the comparative size of populations
and economies might be a good place to start analyzing this debate.
Table 8.1 presents the data for selected economies. Back in the year
10oo AD China was not even the largest country in terms of popula-
tion or GDP — India was and had been for at least the previous one
thousand years. Five hundred years later the two countries were still
running head to head, each still larger than all of Western Europe
combined in terms of population or GDP. It was not until the power
of steam worked its magic in Western Europe that Asia started to
fall behind, and not until after World War II that the United States
took the lead. At the turn of the twenty-first century, China and
India commanded a large lead in terms of population, with the form-
er’s economy poised to become number one in size. Still, as of 2008
China was about a fourth as rich on a per capita basis as the most
advanced countries in the world. The United States has been the
world’s richest large economy for nearly two centuries. Contrary
to the conventional wisdom, the UK never was the world’s largest
economy, given that China passed on the baton directly to the US.

[t is sobering to remember that India was the world’s largest econ-
omy for at least fifteen centuries (since at least the year 1 AD until
around 1500). China held the number one spot for three and a half
centuries (from 1500 to about 1840). According to Kissinger (2011:
32), China’s decline had to do with the way it “entered the modern
age,” namely as

a state claiming universal relevance for its culture and institutions
but making few efforts to proselytize; the wealthiest country in the
world but one that was indifferent to foreign trade and technological
innovation; a culture of cosmopolitanism overseen by a political
elite oblivious to the onset of the Western age of exploration; and a
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political unit of unparalleled geographic extent that was unaware of
the technological and historical currents that would soon threaten its
existence.

Western Europe’s period as the world’s largest economy was a his-
torical “anomaly” by world-time standards, lasting just a century,
from about 1840 to 1943. Britain was never the largest economy
because China was larger until the early twentieth century, and by
that time the United States had overtaken Britain. The United
States has thus far been the largest economy for a bit more than six
decades (since 1943), if you consider Western Europe as one bloc, or
for the 120 years since approximately 1890 if you do not — that was
the year the American economy surpassed the Chinese economy in
size. In April 2011 the International Monetary Fund predicted that
China would become the world’s largest economy by 2016. Thus, it
is quite likely that during most of the twenty-first century India will
be the biggest country in terms of population, China the largest in
output, and the United States the richest among the major econ-

omies on a per capita income basis.

Global powers

A global power is a state with the ability to shape events and con-
ditions worldwide. Global powers typically exert their influence
through economic, political, diplomatic, military, ideological, reli-
gious, and/or cultural means. The political theorist Joseph Nye dis-
tinguished between hard and soft power, predicting that in the
twenty-first century global powers would turn to less coercive and
tangible means of exerting their influence.

The modern concept of global power has its origins in the Peace
of Westphalia of 1648, which introduced the concept of the sover-
eign state and set the stage for the diplomatic interaction among
states. Historians consider the Congress of Vienna of 1814-1815 as
the first explicit recognition of the status of the various European
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powers, although one could also point to the Treaty of Tordesillas
of 1494, which defined global spheres of influence for Portugal
and Spain.

During the second half of the twentieth century the term super-
power was used almost interchangeably with global power, and
was meant to represent a notch above the status of a mere great
power. Superpower status came to be associated with the pos-
session of nuclear weapons and with the ability to project force
around the world. For instance, after World War I, France and
Britain, though nuclear armed, were not deemed superpowers
because they could no longer independently project force every-
where on the planet.

As of 2011, nine countries possessed aircraft carriers, six pos-
sessed nuclear-powered submarines, and seven possessed nuclear
weapons (US, Russia, UK, France, China, India, and Pakistan). Israel
had neither confirmed nor denied that it possessed them. The
South African apartheid regime developed nuclear weapons in
the 1970s, but destroyed them prior to the coming of majority rule
in 1994. The United States, with 11 aircraft carriers and dozens of
submarines, was the only state with the ability to project military
force worldwide.

Patterns of rise and decline

Let us state the obvious. Civilizations, empires, and specific countries
rise and fall, with some recovering from decay while others descend
into chaos and even extinction. Examples of decline and collapse
abound: the ancient civilizations, Athens, Rome, Byzantium, and
more recently Ming China in the seventeenth century, the Spanish
empire during the early nineteenth century, the Ottoman and
Hapsburg empires during the early twentieth century, the British
Empire during the mid twentieth century, and the Soviet Union
during the late twentieth century (see the Box). What is at dispute

is whether the pattern of rise and decline can be explained, and
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whether there is something one can do to arrest or reverse decline
once it starts occurring.

Twentieth-century historiography devoted much energy to the
task of discerning patterns in the rise and decline of civilizations,
empires, and individual countries. Much of it was directly or indir-
ectly influenced by the Hegelian idea that there is a dialectic pattern
to history, one in which opposed concepts and ideologies become
the engine of change.

Two historians, one German and one British, dominated the early
debates about the rise and decline of civilizations, empires, and nations.
Weriting during and immediately after World War I, Oswald Spengler
proposed in The Decline of the West (1918-1923) to study the topic
from a biological perspective, suggesting that civilizations are living
organisms following entirely predictable patterns of birth, growth, mat-
uration, and decline. Eighteenth-century British political philosophers
like Henry St. John, First Viscount Bolingbroke had already advanced
this thesis, maintaining that “the best instituted governments carry in
them the seeds of their destruction: and, though they grow and improve
for a time, they will soon tend visibly to their dissolution. Every hour
they live is an hour the less that they have to live” (quoted in Ferguson
2010). Although based on impressive scholarship, this simplistic and
facile view of history came under heavy attack by many historians.

The second contemporary systematic attempt at world history was
undertaken shortly thereafter by an amazingly learned British histor-
ian, Arnold Toynbee, whose monumental A Study of History, written
over the span of almost three decades beginning in the early 1930s,
was published as 12 separate volumes. He identified 23 “full-blown”
civilizations (Toynbee 1961, vol. XII: 546—561), tracing their ori-
gins, development, and evolution. He proposed that civilizations
and empires go through cycles of challenge, response, and suicide
driven by moral and political decay.

The current debate about global powers properly begins with the

publication in 1987 of a book mostly about the last two centuries
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by the British, though American-based, historian Paul Kennedy. He
famously advanced and documented the theory that global powers
decline when their global interests and military commitments exceed
their economic might and ability by a wide margin, in a way remin-
iscent of Keohane’s (1984: 32) definition of hegemony as “the pre-
ponderance of material resources.” Kennedy’s “imperial overstretch”
thesis helps explain the downfall of Napoleon, the British Empire,
Nazi Germany, and perhaps American dominance in the twenty-
first century, given that in 2009 the US economy represented about
24.5 percent of the global economy, down from 30.5 in 2000, but the
country accounted for about 42.6 percent of global military expendi-
tures, slightly up from 41.8 in 2000 (World Bank 20112).

The financial historian Niall Ferguson (2010) has advanced a dif-
ferent view of the pattern of rise and decline observing that “most
great empires have a nominal central authority — either a hereditary
emperor or an elected president — but in practice the power of any
individual ruler is a function of the network of economic, social, and
political relations over which he or she presides.” In this sense, “great
powers and empires are ... complex systems, made up of a very large
number of interacting components that are asymmetrically organ-
ized,” adding that “such systems can appear to operate quite stably
for some time; they seem to be in equilibrium but are, in fact, con-
stantly adapting. But there comes a moment when complex systems
‘go critical’. A very small trigger can set off a ‘phase transition’ from
a benign equilibrium to a crisis.” For instance, the Spanish empire
faced such a critical moment in the wake of the Napoleonic inva-
sions, the Hapsburg, Ottoman, and Romanov empires during World
War I, the British Empire after World War I, and the Soviet Union
following Afghanistan and Chernobyl. “When things go wrong in a
complex system, the scale of disruption is nearly impossible to antici-
pate ... a relatively minor shock can cause a disproportionate — and
sometimes fatal — disruption.” This pattern of change is what biolo-

gists call “punctuated equilibrium.”
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Other historians and social scientists have focused the debate
over the rise and decline of various parts of the world — especially
the West — on the influence of a bewildering array of factors: demog-
raphy, disease, and happenstance (e.g., Landes 1998); the “unbound
prometheus” of technology (Landes 2003); the incorporation of the
Americas and Africa into a modern “world-system” of economic
exchange dominated by the European powers (Wallerstein 1974);
the free exchange of ideas and the development of experimental,
mathematics-based science that fostered “close social relations among
entrepreneurs, scientists, engineers, and craftspeople” (Goldstone
2000: 169); “a combination of inventiveness, markets, coercion, and
fortunate global conjunctures” (Pomeranz 2000: 23); the benefits of
stable economic, social, and legal institutions (Acemoglu et al. 20071;
Clark 2007; North 1991); the interaction among several “complexes
of institutions,” namely political and economic competition, sci-
ence, property rights, medicine, the consumer society, and the work
ethic (Ferguson 2011: 12); or geography and disease, coupled with
Europe’s fragmentation, which led to the “advance of technology,
science, and capitalism by fostering competition among states and
providing innovators with alternative sources of support and havens
from persecution” (Diamond 2005a: 454).

Another historian, lan Morris, has attempted to synthesize these
and other perspectives into a long-term theory of the rise and decline
of human societies from 14,000 BCE to the present time. He argues
that “biology, sociology, and geography jointly explain the history of
social development, with biology driving development up, sociology
shaping how development rises (or doesn’t), and geography decid-
ing where development rises (or falls) fastest” (Morris 2010: 592).
He equates social development — “societal development” might be a
better term — with the extent to which a society increases its human
energy capture, social organization, war-making capacity, and infor-
mation technology capabilities over time, on the assumption that

societies emerge to take care of “lazy, greedy, frightened people ...
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looking for easier, more profitable, and safer ways to do things”
(Morris 2010: 559). As to the decline of civilizations, he adopts a
quasi-Marxian perspective, noting that “rising social development
generates the very forces that undermine further social develop-
ment” as over the course of history “societies fail to solve the prob-
lems that confront them, [and] a terrible package of ills — famine,
epidemic, uncontrolled migration, and state failure — begins to afflict
them,” with stagnation eventually turning into decline or collapse:
“the same pattern ... played out again and again” (Morris 2010: 28,
35). He recognizes that societies benefit from their interaction with
others, but that over time internal and external pressures create
challenges that most are not able to cope with.

Sociologists and political scientists have also made contributions
to this burgeoning area of research by focusing on the breakdown
of states, especially as a result of social revolutions, as in France in
the late eighteenth century, Russia in the early twentieth century, or
China during the mid twentieth century. These analyses essentially
found that a combination of fiscal strain, elite conflict, international
pressure, and popular revolt tends to cause state breakdown. These
theories have implications for the analysis of the demise of global
powers. For instance, the collapse of the Soviet Union can be readily
explained in terms of its commitment to the arms race, its territor-
ial overextension, ethnic hostility to centralized government, a fiscal
crisis, and intra-elite conflict, i.e., between reformers and hardliners
(Collins 1999). Economists also jumped into the fray, arguing that
institutional rigidities and political sclerosis built over long periods
of uninterrupted social and political development could produce a
decline relative to other societies that constantly reinvent themselves

or are forced to do so in the wake of military defeat (Olson 1082).

From Pax Americana to Pax Sinica?l

Theories aside, the key debate about the rise and decline of nations

in the twenty-first century centers on the dynamic between the
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United States and China. Martin Jacques, a British scholar, colum-
nist, and former editor of the journal Marxism Today, has perhaps
been most sweeping and extravagant in his prediction that China
will become the dominant global power well before the twenty-first
century comes to a close, relegating the United States to a distant
second place in global affairs. In his book, When China Rules the
World: The Rise of the Middle Kingdom and the End of the Western
World (2000), he displayed a solid knowledge of Chinese history
and global stature. However, he made projections into the future
which are unwarranted and likely to be proven wrong. “China, with
continuing economic growth (albeit at a reduced rate), is destined
to become one of the two major global powers and ultimately the
major global power,” he asserted, while hedging a bit in arguing that
“what would demolish it is if, for some reason, China implodes in a
twenty-first-century version of the intermittent bouts of introspec-
tion and instability that have punctuated Chinese history” (Jacques
2000: 363).

Although Jacques dutifully noted China’s mounting challenges
concerning the sustainability of economic growth, yawning income
disparities, population aging, political fossilization, environmental
threats, and ethnic fractionalization (affecting two fifths of its ter-
ritory), he wholeheartedly embraced the notion that not only will
China be the dominant political-economic power of the twenty-first
century, but also that the renminbi will be adopted as the preferred
reserve currency, Chinese universities will become the world’s best,
Chinese culture will spread around the world, East Asia will become
a China-centric tributary-state system, and Beijing will become the
new global capital (Jacques 2000: 363—409). In his view, the whole
world is about to be swept by a Chinese tsunami of unprecedented
proportions. Moreover, “it is clear that Chinese modernity will be
very different from Western modernity, and that China will trans-
form the world far more fundamentally than any other new global
power in the last two centuries” (2009: 429). As Chris Patten, the

British Governor of Hong Kong who negotiated the handover to
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China, once put it, “this is a people with a sense of their past great-
ness, recent humiliation, present achievement and future suprem-
acy” (quoted in Carr 2010: 9).

When China Rules the World ends with a dire prediction: “There
are two powerful forces that will serve to promote the steady recon-
figuration of the world on China’s terms.” The first is that “China’s
mass will oblige the rest of the world largely to acquiesce in China’s
way of doing things,” and the second that China “is possessed of a
5,000-year history and an extremely long memory, and unsurpris-
ingly conceives of the future in terms of protracted timescales. As a
result, it is blessed with the virtue of patience, confident in the belief
that history is on its side” (Jacques 2000: 431-432).

More careful and analytical in the assessment of China’s rise is
Arvind Subramanian, an economist with experience at the IMF
and the GATT, who focuses on GDP, trade, and external finan-
cial strength as the key determinants of world domination. In his
book, Eclipse: Living in the Shadow of China’s Economic Dominance,
he presents a series of scenarios to 2030 in which China becomes the
dominant global economic and financial power even if its growth
rate drops to about 5 percent and the United States successfully
addresses its growth, fiscal, and distributional problems. For him, the
only question is whether in 2030 China will be 50 or 100 percent
more dominant than the United States taking into account out-
put, trade, and currency strength. Most importantly, he notes that
“China’s future dominance is more China’s to gain than America’s
to lose,” arguing that China’s position as the world’s leading trading
and financial power is almost beyond reasonable doubt, while the
dynamics of economic convergence make it very likely that China’s
economy will become bigger and bigger over time relative to those
of other countries. “The United States cannot escape the inherent
logic of demography and convergence,” he asserts without mustering
any empirical evidence, but admits that “the baseline scenario of a

dominant China can be altered materially by a resurgent America
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(of course, aided by a faltering China).” And he continues to assert
that in order for the inevitable dominance of China to be derailed,
“not just will the United States have to grow substantially faster
than the long-run trend but it must be seen as strong fiscally and,
above all, able to reverse the pall of economic and social stagnation
that has enveloped its middle class” (Subramanian 2011: 190-195).

While Subramanian is quick to point out the economic, financial,
political, and social weaknesses of the United States, which are not
to be taken lightly, he can only see strengths in China, utterly ignor-
ing the country’s growing economic, financial, social, political, and
environmental problems. To arrive at his conclusions, Subramanian
(2011: 194) makes rather untenable assumptions, including that
“the location of technological progress thus begins to matter less,” as
if the profits stemming from scientific and technical discovery were
enjoyed by others than those who own the technology. He never
contemplates a growth rate in China of less than 4.9 percent, while
assuming no more than 3.5 percent in the case of the United States.
And in truly hyperbolic fashion, he even argues that “one should
not rule out the future possibility of a G-1, with that one not being
the United States of America. China in solitary dominance is a pos-
sible, sobering, and not-too distant reality” (Subramanian 2011:
114). As Joseph Nye has shrewdly noted, “China’s current reputa-
tion for power benefits from projections about the future ... China
does have impressive power resources, but we should be skeptical
about projections based on current growth rates and political rhet-
oric” (Nye 2011: 178-179).

While more balanced observers acknowledge the significance of
China’s rise, they also alert to the obvious flaws in the argument
about the inevitable emergence of Chinese global dominance. For
instance, the author of a recent special report on China’s new role
in the world published in The Economist, cogently argued that the
surge in Chinese self-confidence, assertiveness, and nationalism is

certainly of consequence, but perhaps will not change the global
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balance of power in any fundamental way. However, China, at least
for now, purely represents itself, does not have an ideology to export,
and benefits massively from globalization and the present state of the
global economy to engage in aggressive expansion through coercion
or war (Carr 2010).

China is the only large economy in the world under threat due to
environmental reasons. In Collapse: How Societies Choose to Fail or
Succeed, Jared Diamond (2005b: 358) argued that “China’s environ-
mental problems are among the most severe of any major country,
and are getting worse,” adding that “the list ranges from air pollu-
tion, biodiversity losses, cropland losses, desertification, disappearing
wetlands, grassland degradation, and increasing scale and frequency
of human-induced natural disasters, to invasive species, overgrazing,
river flow cessation, salinization, soil erosion, trash accumulation,
and water pollution and shortages.” In fact, Diamond observed that
China’s size is not an advantage, but a serious drawback: “China’s
large population and large growing economy, and its current and his-
toric centralization, mean that China’s lurches involve more momen-
tum than those of any other country” (Diamond 2005b: 377).

It is also worth noting that China has a public-relations problem
when it comes to becoming a leader in regional, let alone global,
affairs, although other aspiring powers such as Brazil or India suf-
fer from a similar limitation (Castafieda 2010). It is a country with
a poor record in terms of bettering the world through diplomacy
and policymaking. It has frequently sought dangerous showdowns
with its neighbors, including the tensions over the Paracel Islands
with Vietnam in 1974, the Spratly Islands with both Vietnam
in 1988 and the Philippines in 1994, the Okinotori Islands with
Japan in 2004, the Socotra Rock with South Korea in 2006, and
the Senkaku/Diaoyu Islands with Japan in 2010 (Carr 2010: 11). It
has active border disputes with the other emerging Asian influen-
tial, India. It is increasingly perceived as a neo-colonialist power in

Africa, where it has made headway by nurturing ties to corrupt and
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genocidal governments. It has failed to curb North Korea’s nuclear
ambitions. And for all its financial and economic muscle, vast parts
of China are still poor and the country’s ability to project force is
anemic given that it is militarily outspent by its immediate neigh-
bors taken as a group, and more than sixfold by the United States
(Carr 2010). One wonders as to exactly what kind of tectonic shift
might be in the making that would render China the most powerful
country in the world within the relatively short span of a generation
or two. In The Next 100 Years: A Forecast for the 21st Century, George
Friedman (20009: 88) put it succinctly: “I don’t share the view that
China is going to be a major world power. [ don’t even believe it will
hold together as a unified country. But I do agree that we can’t dis-
cuss the future without first discussing China.”

As for China’s potential cultural leadership in the world, it is
readily apparent that the country is home to one of the great civili-
zations of all time, which has manifested itself in great contributions
to philosophy, science, literature, and the arts. However, cultural
creativity is by no means to be equated with cultural influence. The
United States continues to be the dominant cultural force in the
world, especially in terms of helping spread a liberal international
order (Gilpin 1981; Ikenberry 2006; Nye 2004). This can be eas-
ily verified by quantifying the impact of popular mass culture and
innovation in cultural artifacts, including new products such as the
iPhone or new services such as Facebook. Box office revenues in
the world, for instance, are overwhelmingly accounted for by US
movies.

In Soft Power (2004), Joseph Nye offered a sound analysis of
China’s limitations as a global power. Back in 1991 he coined the
term “soft power,” noting that “power is becoming less fungible, less
coercive, and less tangible ... Co-optive behavioral power — getting
others to want what you want — and soft power resources — cultural
attraction, ideology, and international institutions — are not new ...

Yet various trends are making co-optive behavior and soft power
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resources more important,” including the fragmentation of world
politics, the great powers’ use of force only as a last resort, the rise
of multinational corporations, and emergence of mass cultural con-
sumption markets (Nye 1990: 188). “Soft power rests on the ability
to shape the preferences of others,” he argued, noting that “a coun-
try may obtain the outcomes it wants in world politics because other
countries — admiring its values, emulating its example, aspiring to
its level of prosperity and openness — want to follow it” (Nye 2004:
5). And regarding the rise of Asian powers, he observed: “Further in
the future, China and India loom as the giants of Asia, and there are
already signs of the expansion of their soft-power resources,” citing

Chinese novels, movies, and basketball players as examples.

But the real promise for China and India still lies in the future ...
While culture provides some soft power, domestic policies and values
set limits, particularly in China, where the Communist Party fears
allowing too much intellectual freedom and resists outside influences
... In foreign policy as well, both countries’ reputations are burdened
with problems of longstanding conflicts, over Taiwan and Kashmir,
respectively.

(Nye 2004: 88-89; see also Castafieda 2010)

China’s reaction to the decision to award the 2010 Nobel Peace
Price to a jailed Chinese dissident further contributed to undermin-
ing China’s claim to global power status. At the turn of the twenty-
first century, not only the United States, but also Europe and Japan,
possessed much more soft power than China.

Joseph Nye has also contributed to the debate about global pow-
ers in the twenty-first century the concept of “smart power,” or “the
combination of the hard power of coercion and payment with the
soft power of persuasion and attraction” (Nye 201 1: xiii). Table 8.2
summarizes the indicators of hard — i.e., military and economic —
and soft power for the various global contenders. It is clear that as of
2009 China does not possess the combination of power resources to

be a major global player; Japan, Germany, Brazil, Russia, and India
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even less so. Only the European Union — if it were truly a united
and cohesive bloc of countries — musters formidable economic and
soft resources, in many ways exceeding those of the United States,
which remains the only country in the world with a military capable
of intervening anywhere on the planet.

The prospects of a Pax Sinica during the twenty-first century thus
appear to be rather slim when one considers not just the relative
weight of the United States and China, but the overall balance
among the most important economies and economic regions. While
China’s economic performance since the mid 198os is impressive, it
is nowhere near becoming the dominant force that Britain was dur-
ing much of the nineteenth century and the United States during the
twentieth. For starters, the US is not the only large economy in the
world. Western Europe and Japan are large and unlikely to decline
in absolute terms, although they certainly will relative to others (see
Figure 8.1). Moreover, India, Indonesia, and Brazil are also likely to
become much larger economies, partially diluting China’s relative
economic weight. The World Bank estimates that China will be the
most important growth pole in the global economy over the next
two decades, but by no means the only one (World Bank 2011b:
46). Moreover, from a demographic point of view, China will be
second to India in terms of population size by 2030 (1.6 billion ver-
sus 1.4 billion), and NATO countries will almost reach one billion
(Sciubba 2012: 67). Therefore, China’s new status must be exam-
ined in a global context, not just relative to the United States. And
it is also important to note that while the US and China may soon
become economies of comparable size, the former will continue to
be about four times as rich on a per capita basis as the latter, with
enormous implications for technological development and geopol-
itical power.

From an economic point of view, China already is the second lar-
gest economy in the world, but it is unlikely to ever represent half or

even one third of the global economy simply because the other large
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Figure 8.1 Major economies, 1870—2008 (GDP in million dollars)

Note: GDP calculated using constant 1990
Geary—Khamis international dollars.
Source: Angus Maddison, Historical Statistics of the World Economy: 1—2008
AD. www.ggdc.net/maddison (accessed August 20, 2011).

economies probably will not decline much, and there are several
other emerging economies — such as Brazil and India — that are also
likely to grow vigorously. Most importantly, China will continue to
be haunted by sharp income inequalities and a relatively low level
of per capita income (Figure 8.2). Demographically, China is on the

decline, as discussed in Chapter 4, and may soon be outnumbered
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Figure 8.2 GDP per capita for major economies, 1870—2008 (in dollars)

Note: GDP per capita calculated using constant 1990
Geary—Khamis international dollars.

Source: Angus Maddison, Historical Statistics of the
World Economy: 1—2008 AD. www.ggdc.net/maddison (accessed
August 20, 2011).

by India (Howe and Jackson 2012). It is relevant to note that there
is no instance in history of a society with a shrinking population
becoming a regional or global leader. The launching of the Spanish
and British empires, for example, were preceded by rapid popula-
tion growth. China’s economic transformation has no parallel in

human history for a society as large, especially because of the pace
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and intensity of the change, although young India may well surprise
the world with an equally breathtaking makeover.

Similarly, and in spite of China’s new role as a major creditor
nation (see Chapters 2 and 3), the renminbi is unlikely to displace
the dollar and a European currency (the Deutsche Mark or the euro)
as the world’s most important stores of value. For starters, the Chinese
currency is not convertible. One would need to first see a success-
ful transition to convertibility staged over many years. Moreover, a
reserve currency requires free capital flows, something that the rela-
tively backward Chinese banking system cannot presently cope with
(Walter and Howie 201 1). In addition, political stability and a demo-
cratic form of government subject to checks and balances are also
important foundations underpinning global reserve currencies. As far
as the eye can see, then, the twenty-first century does not include a
globally dominant Chinese currency. In sum, based on current levels
and trends, it is difficult to envision a world in which China could be

the dominant global military, economic, financial, or soft power.

Chinese views on China’s global ascendancy

To further put in perspective China’s potential rise as a global power,
it is instructive to examine the views of Chinese academics and poli-
cymakers. Contemporary Chinese foreign policy hesitates between
keeping a low profile and asserting Chinese interests abroad, with
political stability (i.e., continued Communist Party rule) as a big fac-
tor looming large in the background. Among his many contributions
to Chinese statecraft, Deng Xiaoping’s proposal to “hide brightness,
cherish obscurity,” is still influential within Chinese foreign policy
circles, but by no means the dominant approach anymore (Economy
2010).

There is considerable disagreement among scholars, policymakers,
and even party officials over the sustainability of China’s economic

growth given competition from lower-wage countries, overreliance
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on exports, asset-price inflation (especially in real estate), ram-
pant pollution, population aging, urban congestion, rising income
inequality, and domestic political instability (for reviews, see Cheng
2011 and Kokubun and Wang 2004). For instance, according to
Hu Angang, an influential professor at Tsinghua University, China
faces many challenges, but will continue to grow economically and
eventually become “a new type of superpower,” focused on science,
technology, culture, and human well-being. After painstakingly
cataloguing the economic, social, and environmental constraints on
China’s continued development, he concludes that “China’s rise, or
whether or not China is able to emerge as a superpower by 2020, is
a scenario rife with uncertainty” (Hu 2011: 157). Equally keen on
noting China’s limitations is Justin Yifu Lin, Senior Vice President
and Chief Economist of the World Bank, the first Chinese national
to hold the position. (He was born in Taiwan, but defected to the
People’s Republic of China in 1979.) In his book, Demystifying the
Chinese Economy, originally written in Chinese, he concludes that
“China has great potential to continue the current dynamic growth
for another two decades or more ... To achieve that, China needs to
overcome many intrinsic problems,” including income disparities,
the rural-urban gap, inefficient use of resources, environmental
imbalances, external imbalances, currency appreciation, corruption,
and education focused on quantity rather than quality (Lin 2012:
17-19).

In a rare article coauthored by leading experts from both the
US and China, Joseph Nye and Wang Jisi, Dean of School of
International Studies at Peking University, document that, while
China is increasingly adopting policies to promote its influence,
the country “is far from the United States’ or Europe’s equal in soft
power at this point, but it would be foolish to ignore the important
gains it is making” (Nye and Wang 2000: 22).

Given these constraints on Chinese global influence, many

Chinese experts propose a focused and somewhat limited foreign



Chinese views on China’s global ascendancy ® 145

policy agenda that is more congruent with a country seeking to pro-
tect its interests on the global stage than with one vying for super-
power status let alone global supremacy. According to Wang Jisi, “for
both policy analysts in China and China watchers abroad, China’s
grand strategy is a field still to be plowed.” He emphasizes that the
Chinese foreign policy community contains many different views
about the role of China in the world. Based on a realist assessment
of China’s power and the pronouncements of its leaders, Wang notes
that China’s foreign policy agenda will be limited to safeguarding
“the interests of sovereignty, security, and development,” to quote
President Hu Jintao. Thus, Chinese foreign policy is likely to be
geared towards maintaining the Communist Party in power and
securing the resources for continued economic growth as opposed
to global domination. While some Chinese policy experts see the
US as the enemy to be confronted on the global stage, Premier Wen
Jiabao has pragmatically stated that “our common interests far out-
weigh our differences” (Wang 2011). In a similar vein, Hu Angang,
the economics professor at Tsinghua University, favors a foreign
policy shift in order to sustain its development and to ensure that
“China and the world can respond to [the] challenges together” (Hu
2011: 157, 161).

These views are echoed by Zhu Feng, a professor at Peking
University, who argues that “China’s rise will be peaceful” because it
has everything to gain from being a participant in a US-dominated
world — at least for now. “Only the United States possesses the full
range of traditional great power attributes: size of territory and popu-
lation, military capability and readiness, economic and techno-
logical superiority, political stability, and ‘soft power’ attributes, such
as cultural and ideological appeal” (Zhu 2008: 40—41). He believes
that China is at best an “adolescent” power facing significant domes-
tic political challenges. “Given Beijing’s economic and domestic
political objectives, it is in China’s interest to cooperate with the

American strategic order ... In the present unipolar system, China is
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a satisfied, cooperative and peaceful country” (Zhu 2008: 54). There
are, however, more assertive voices within the Chinese foreign pol-
icy community. For example, Shen Dingli, Executive Vice Dean of
the Institute of International Affairs at Fudan University, is among
the more nationalist scholars. He has provided a rationale for the
establishment of Chinese military bases abroad (Economy 2010; see

also Shen 2009).

Is global influence a zero-sum game?

[t is often forgotten that the rise of Europe, Japan, and even China
could be a boost to the position of the United States as a global
leader. Each of the other three big political-economic actors has
an intimate relationship with the United States, albeit of a differ-
ent kind. They are different in scope and nature, to be sure, but
the United States continues to play the central role in brokering
deals among the other relevant powers in the world, and in provid-
ing leadership for new initiatives and policies or in hindering them.
The historian William McNeill (1063) highlighted the importance
throughout the centuries of contact between civilizations for mutual
growth and prosperity. He coined the term “ecumene” to refer to
such synergistic relationships. These exchanges, shaped by geog-
raphy, biology, and technology, explain patterns of development
of societies and global powers (Morris 2010). It is simply wrong to
assume that civilizations, empires, and global powers are always in
conflict with one another, that one’s rise comes at the expense of
another’s decline, or that established powers cannot possibly benefit
from the rise to prominence of others.

In a similar vein, the economist Paul Krugman (1994) has duly
noted that countries in general, and global powers in particular, can
and often have complementary economies, with each of them spe-
cializing in different types of products and services, or designing and
branding them differently, and mutually benefiting from trade and
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investment. “While competitive problems could arise in principle,
as a practical, empirical matter the major nations of the world are
not to any significant degree in economic competition with each
other,” he argued, adding that “of course, there is always a rivalry for
status and power, countries that grow faster will see their political
rank rise.” Noting that mercantilist policies rarely succeed in the
long run, he famously observed that “countries do not compete with
each other the way corporations do.”

A similar argument holds on the issue of global political, diplo-
matic, and military influence and competition. Aaron Friedberg, a
professor at Princeton and former deputy assistant for national secur-
ity affairs in the Office of the Vice President under Dick Cheney,
embraces the view that global power is not zero-sum. “China’s rise
presents an intellectual challenge,” he argues in his book, A Contest
for Supremacy, because it does not conform to conventional categor-
ies. China is “neither a friend nor, at this point, an avowed enemy”
(Friedberg 2011: 264). He advocates policies of engagement and
openness that help the US benefit from the rise of China as an eco-
nomic and technological superpower.

Another prominent debate is how China’s rise might affect the
global economic order. lan Bremmer’s book, The End of the Free
Market (20102), offered an analysis of the contrast between the free-
market ideology championed by the US and the state capitalism of
China and other emerging economies as a key characteristic of the
twenty-first century. Bremmer argued that free markets and state
capitalism are not only dependent on each other, but also comple-
mentary in other ways. For instance, during the crisis that started in
2007, continued growth in China and other emerging economies
helped cushion the impact of financial catastrophe on the global
economy. While Bremmer is an advocate of a free-market system
supported by effective political institutions, he argues that there is
room for mutual learning and adaptation. A related argument to

Bremmer’s has been proposed by John lkenberry (2011: 57), who
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observed that “China and the other emerging great powers do not
want to contest the basic rules and principles of the liberal economic
order; they wish to gain more authority and leadership within it.”
Joseph Nye has grasped the landscape of global power in the
twenty-first century best when he reminded us that the decline of
one power need not necessarily result in the rise of another, as illus-
trated by the case of Rome, or vice versa, that is, when the rise of
one power brings about the relative decline of another. “The prob-
lem of American power in the twenty-first century, then, is not
one of decline but what to do in light of the realization that even
the largest country cannot achieve outcomes it wants without the
help of others” (Nye 2010: 12; see also Kissinger 2011: 526; Nathan
2011; Swaine 2011). The argument equally holds if one substitutes
“Chinese” for “American,” and “resurgence” for “decline.” It seems
safe to assume that, unlike the nineteenth and twentieth centuries,
the twenty-first will probably lack a dominant, let alone hegemonic,
global power. We are headed towards a polycentric or multipolar
world. “We are now living in a G-Zero world,” Ian Bremmer and
Nouriel Roubini argued, “one in which no single country or bloc of
countries has the political and economic leverage — or the will — to
drive a truly international agenda” (2011: 2). We still do not know
how a multipolar world will operate, and whether international

cooperation or conflict will be the norm.
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We have documented in previous chapters the key economic,
socio-demographic, political, and geopolitical global turning points.
Taken as a whole, these points of inflexion define the ways in which
the twenty-first century is so tantalizingly mercurial, uncertain, and
complex when compared to the twentieth. Table 9.1 summarizes the
turning points as well as the key drivers and consequences.

As far as the economy and business are concerned, the key turning
points into the twenty-first century have to do with the rise of the
emerging economies. By the end of the second decade of the new
century, more than half of global output will be accounted for by
emerging and developing countries. These economies are also posi-
tioning themselves as big exporters of commodities, manufactured
goods, and services. This turning point is driven by differentials
in growth rates for both GDP and population. A second, related
turning point has to do with the fact that emerging and develop-
ing countries have come to own more than half of total foreign
exchange reserves in the world, a shift fueled by their large current
account surpluses. They are also blessed by historically low levels
of external debt, which implies that they enjoy an unprecedented

capacity to invest abroad. Emerging and developing countries have
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actually become a key source for the funding needs of developed
economies.

These two turning points hold important consequences, includ-
ing a redistribution of geo-economic power, shifts in the location
and characteristics of consumer markets, a rising potential for sys-
temic global financial disruptions as far as current account imbal-
ances persist, and, on a more optimistic note, a reduction in poverty,
assuming that the emerging economies allocate their increasingly
abundant financial resources in a fruitful way.

The rise of the emerging economies has come hand in hand with
the appearance of large and capable emerging-market multinationals
in a variety of industries. A quarter of the largest firms in the world,
29 percent of the total number of multinational firms, and 41 per-
cent of new foreign direct investment flows originate from emerging
and developing economies. These firms are expanding throughout
the world in search of markets, inputs, and strategic assets, especially
technology and brands. Emerging-market multinationals have pro-
voked a fundamental reshaping of competition in global industries
and the formation of new hubs of decision making in the leading
cities of the emerging world, from Sdo Paulo to Dubai, Mumbai, and
Shanghai.

In social and demographic terms, the twenty-first century will be
characterized by rapid population aging primarily due to the decline
in fertility, itself the result of women’s new role in society, and to
increased life expectancy. Japan and many Western and Eastern
European countries already have more people above age 6o than
below age 20. China, Russia, the United States, and 30 other coun-
tries are following suit. The consequences of aging are complex and
still unfolding, and they include changes in consumer, political and
social behavior, increasing income inequality, and rising govern-
ment indebtedness. A second key socio-demographic turning point
is that more people live in cities than in the countryside for the first

time in human history, a process driven by differences in relative
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prices and changes in productivity between rural and urban areas
in addition to shifting cultural preferences and social aspirations.
As a consequence, the world will face mounting urban challenges,
including pollution and infrastructure deficiencies, among others.
Fertility will most likely decline as a result of urbanization, thus
accelerating population aging. The sedentary urban lifestyle will
also bring with it social and behavioral changes. Africa and South
Asia will be the fastest-growing regions in terms of population, lead-
ing to a global redistribution of consumption and geo-economic
power. Urbanization and rising incomes are also fueling a fourth
socio-demographic turning point, namely, the rise in obesity, which
has now become a greater problem than hunger.

Inequality within countries continues to rise due to the skills gap,
differences in opportunities in rural versus urban areas, and a drastic
decline in the state’s role as a redistributor of income and wealth.
Inequality’s most momentous consequence will be a greater potential
for political frictions and upheavals. Paradoxically, poverty is on the
decline thanks to growth in emerging and developing countries.

From a political perspective, the twenty-first century is synonym-
ous with high levels of government debt in the richest countries,
driven by declining competitiveness relative to the emerging econ-
omies, population aging, and political paralysis. Further budget cuts,
a decline in the state’s capacity to address and solve social and eco-
nomic problems, and global financial tensions are the main conse-
quence of the sovereign debt burden inherited from the last quarter
of the twentieth century and the aftermath of the global financial
crisis. The declining legitimacy and capacity of the state has been
exacerbated by social unrest, political revolts, budget cuts, and rising
inequality within countries. States are steadily losing their monop-
olies over information, communication, and violence. The Internet
and mobile telecommunications were invented in the twentieth
century, but their effects on the state’s legitimacy and capacity to

act have only become readily apparent since 2001. Phenomena such



Coping with uncertainty and complexity ® 155

as WikiLeaks, the Arab Spring, and the sharp increase in terrorist
attacks remind us that we live in a brave new world.

The shrinking legitimacy and capacity of the state in the United
States and Europe is worrisome. In Europe, the row over the future
of the common currency has induced an identity crisis and raised
many doubts about the effectiveness of European institutions. Young
people are suffering from the consequences of a bad economy more
than any other group. Europe faces fundamental decisions if it is to
overcome the challenges of the twenty-first century. For instance,
it seems impossible to promise pension and healthcare benefits to a
retiree over his or her life expectancy of 20 years after age 65 given
that the cost is roughly equivalent to the lifetime taxes paid by two
young working people. The United States has also gone down a path
that seems unsustainable and utterly paradoxical. For example, it
leads the world in incarceration rates and urban social dislocation,
with a year in prison now costing taxpayers more than two semesters
at an Ivy League university.

The world also looks very different through a geopolitical lens.
Income inequality across countries is on the decline due to the rise
of the emerging economies, leading to a redistribution of geo-eco-
nomic power. In some countries the state has failed or nearly failed
in the sense that central authority has broken down, with fatal con-
sequences in terms of illicit trade, terrorism, and disruption to global
supply networks and shipping lines.

A third major turning point has to do with the environment.
Scientists predict that climate change could become irreversible
beyond a tipping point if corrective action is not taken, with grave
consequences for food production, the frequency of environmental
disasters, and the flooding of coastal areas. Food and water are in fact
likely to become scarce and pricey, heightening social unrest, polit-
ical protests, and geopolitical instability.

As to the overall balance of power in the world, during most of

the twenty-first century India will be the biggest country in terms of
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population, China the largest economy in output, and the United
States the richest among the largest economies. Multipolarity is
likely to be the norm.

The four institutional gearboxes shaping
global dynamics

The set of trends, changes, and events just described feed into each
other in highly complex ways. We have only analyzed them in this
book if they represent a major turning point in the global context.
Globalization has in fact produced a worldwide system in which
economic, socio-demographic, political, and geopolitical variables
interact with each other to potentially create outcomes that are
complex in their consequences and uncertain in the sense that we
cannot even begin to calculate the probability of their occurring
within a certain time frame. They are difficult to anticipate in the
raw sense that we have little basis for adapting our present behavior
in response to their potential unfolding in the future.

Let us use the concept of the gearbox to capture the uncertain and
complex interactions among the turning points and variables in the
four domains of the economy, the society, politics, and geopolitics. A
gearbox is an essential part of the transmission mechanism in vehicles
because it regulates the speed of the wheels independent of the rota-
tional speed of the engine. Thus, a gearbox can be seen as a device
that allows the vehicle to operate under fluid circumstances, such
as starting, stopping, cruising, or going uphill. Societies, economies,
and the entire global system also need “institutional gearboxes” that
transform one dynamic into another in different situations. Change
is a quintessential aspect of economic, social, political, and geopol-
itical life; its causes and consequences are regulated by a series of
institutional gearboxes.

The four most important institutional gearboxes shaping glo-

bal dynamics in the twenty-first country are the labor market, the
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political representation system, the state apparatus, and the inter-
national system of states. If they work properly, they help econ-
omies, societies, and the entire global system grow and prosper. But
if they don’t function well, they transform tensions in one domain
into tensions in another, thus increasing the potential for systemic
disruptions. Figure 9.1 captures the complex interactions among the
key economic, socio-demographic, political, and geopolitical vari-
ables within and across the four domains.

As an institutional gearbox, the labor market operates at the
boundary between the economic and socio-demographic domains.
It has become readily apparent that labor markets are no longer
working for citizens — for all of them, that is. Duality in work oppor-
tunities and outcomes has become a rampant feature in developed,
emerging, and developing economies alike. The gulf between rural
and urban areas, younger and older age groups, skilled and unskilled
workers, tradable and non-tradable sectors, permanent and tempor-
ary, full-time and part-time, and formal and informal has widened
considerably over the last two or three decades. One important
consequence is rising income inequality within countries; another
is persistently high unemployment among the young in developed,
emerging, and developing countries.

The political representation system works at the intersection
between the socio-demographic and the political domains. While
democracy has never been so widespread around the world, nearly a
fourth of humanity continues to live under authoritarian or totalitar-
ian regimes. In addition, there is a record number of failed states. If it
weren’t enough, serious doubts could be cast on the quality of demo-
cratic life in many parts of Latin America, Eastern Europe, Africa,
and South and Central Asia. Ecuador, Venezuela, the Ukraine,
Russia, Thailand, Nigeria, and Angola are just a few examples.
Analysts are divided as to whether the Arab Spring of 2011 will
prove to be a harbinger of democracy or not. Even in the mature

democracies of Western Europe and North America one observes
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an alarming degree of disenfranchisement and a loss of legitimacy of
the basic democratic institutions. Protest and “occupy” movements
are proliferating.

The state apparatus, the third key gearbox, is situated at the bor-
der between the political and geopolitical domains. As a machine
of administration, the state is presently broken or nearly broken in
many parts of the world. In the developed countries, government
indebtedness has skyrocketed due to changes in international com-
petition, loss in competitiveness, and population aging. In many
developing countries, and even some emerging economies, state-
building is incomplete, with persistent problems of legal predictabil-
ity and personal security. The retrenchment of the state has both
economic and ideological roots, and it has reduced state capacity,
i.e., the ability to anticipate and cope with problems. The increas-
ing weakness of the state apparatus has made it far more difficult to
deal with economic inequality, political disenfranchisement, envir-
onmental degradation, and terrorism, to name but a few challenges
of our time.

Finally, the international system of states operates at the edge sep-
arating the economic and geopolitical domains. The twenty-first-
century system of states is increasingly becoming a G-zero world as
a result of the coincidence of two interrelated trends, namely, the
rise of the emerging economies and the lack of clear global lead-
ership over persistent problems such as financial instability, failed
states, terrorism, environmental degradation, and climate change.
It has become readily apparent that there is considerable strain and
confusion in the international system of states as the balance of geo-

economic power shifts.

The pervasiveness of financial markets

We have not yet dealt with the role that financial markets play across
the space described in Figure ¢.1. They actually permeate each of



160 ® Coping with uncertainty and complexity

the four domains. Financial markets are both local and global in
their reach, and they can reduce or exacerbate system disruptions,
as the crisis that started in 2007 illustrates. A dynamic and solid
financial system is absolutely necessary to ensure economic develop-
ment and social cohesion. The financial system allocates resources
and rewards within and across the economic, socio-demographic,
political, and geopolitical realms. We have seen in the first decade
of the twenty-first century a situation in which the financial system
can tailspin into an episode of severe instability generating immense
economic and social dislocation and hardship.

The global economic and financial crisis has been the most com-
plex, though not yet the deepest, in history, precisely because it has
taken place in a context of intense globalization. Its rapid spread
around the developed world calls into question some basic aspects
of modern finance. The ill effects of sophisticated financial prod-
ucts have exposed the potentially destructive effects of big financial
institutions and operators. Policymakers and central bankers have
wrestled, and continue to struggle, with the consequences. Most
developed economies simultaneously went into recession for the first
time in more than half a century. Unemployment rose to levels not
seen since the Great Depression.

The lack of proper financial regulation and the absence of suffi-
cient and effective supervision lie at the origins of the crisis and its
propagation throughout the world. These problems have afflicted
both “market-based” financial systems such as those of the US
and the UK, and “bank-based” systems like those of Continental
Europe. Financial globalization can only work if regulation and
supervision aim at limiting the frequency and intensity of the seem-
ingly inevitable episodes of financial distress that are likely to occur.
Regulation needs to pay attention to different kinds of financial
activities (from deposit-taking and loans, to trading and invest-
ment banking), and different kinds of financial operators by size

and complexity. Financial innovation in a context of free capital
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flows needs to be structured in such a way that economic growth is
sustained and sustainable.

The crisis has also exposed the inadequacy of international institu-
tions. The G20 has become the most important club when it comes
to global economic and financial matters. It is not yet clear if its size
and membership is ideal for effective policy coordination and deci-
sion making. The insufficient presence of emerging economies in
international agencies, especially the IMF, continues to pose prob-
lems of global governance given that some of the most important

players do not have enough representation.

What is to be done?

Complexity and uncertainty make for an explosive combination
in any system, be it a candy manufacturing plant, a nuclear power
station, an economy, or the global community of states. The land-
scape depicted in Figure ¢.1 is rather daunting until one begins to
realize that the tensions leading to systemic disruptions could be
ameliorated by improving the functioning of the four key institu-
tional gearboxes. Labor markets can be reformed and reinvigorated
through concerted action by governments and key stakeholders in
the private sector, always in the direction of greater flexibility and
attention to the needs of both employees and firms. The engage-
ment and involvement of employees is generally conducive to higher
productivity and satisfaction.

Systems of political representation will need to address the growing
dissatisfaction of citizens with government. People are increasingly
disappointed and resorting to unconventional ways to manifest their
displeasure, as in the cases of the various “occupy” and “indignant”
movements. [t seems as if in contemporary democracies, taking the
temperature through periodic elections is not enough to ensure that
citizens’ needs and wants are taken into account. Corruption has

also contributed to the high levels of political indifference among
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the public. The disaffection of the young is particularly worrying
because they are the mainstream electorate of the future.

The view that a smaller government is always better must also be
debated and reassessed. The revolution initiated by Thatcher and
Reagan in the 1980os framed the discussion in the wrong way. What
matters is efficiency and effectiveness, not size. We need to ensure
that states have the capacity to act locally and globally. The finan-
cial crisis has made it readily apparent that we need a state with
the ability to gather information, constrain perilous behavior, and
anticipate problems. Unfortunately, this debate is now overshad-
owed by the sovereign debt crisis affecting most of the developed
world. The state’s capacity to act, however, is our first line of defense
against present and future economic, financial, political, environ-
mental, and security dangers. Moreover, the ideology of minimal
government has artificially cast the business community and the
state as being at odds with each other, as if they were sworn enemies.
We must abandon this idea and look for ways to make the private
and public sectors collaborate to tackle the challenges of the twenty-
first century.

The international system of states needs new institutions for
representation and decision making. We must strike a balance
between inclusiveness and effectiveness without side-tracking
smaller states and communities. The world of the twenty-first cen-
tury is dancing to a new musical score played by a new set of musi-
cians. We need to institutionalize who plays each instrument and
to what tune. We cannot afford simplistic solutions in a multipolar
world in which several major global and regional powers will be the
norm.

Turning points are not destiny. They are not tipping points, neces-
sarily. Some may be reversible while the impact and meaning of
others may be malleable and subject to the countervailing forces of
human and societal agency. The economic, socio-demographic, pol-

itical, and geopolitical global turning points analyzed in this book are
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certainly game-changers. They are fundamentally reshaping life on
the planet. The sooner we understand their implications, the better
prepared we will be to cope with them and potentially turn them to
our advantage. And in order to do so, we need to repair the four key
institutional gearboxes: the labor market, the representation system,

the state apparatus, and the international system of states.
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