TST Issues Brief: Macroeconomic policy questions (including international trade,
international financial system and external debt sustainability)*

Introduction

Macroeconomic policies, including those related to international trade, finance and debt management, are
critical to support a global enabling environment for growth and sustainable development. The goal to
develop a global partnership for development (MDG8) was intended to help countries achieve the MDGs.
The challenge post-2015 is to improve further the enabling environment by incorporating sustainable
development considerations that were not prominent in the MDGs. These include, for instance, equality,
human rights and environmental protection. This brief is about how better coordinated macroeconomic and
structural policies in both developed and developing countries can contribute to achieving sustainable
development objectives.

The history of global financial and economic crises shows how macroeconomic and financial policies in some
countries have the potential to set back growth and sustainable development efforts around the world. For
example, the 2008 crisis exposed the inability of existing regulatory mechanisms to prevent excessive risk-
taking and fraud in the financial sector. The crisis highlighted the need for macroeconomic policies to focus
more on employment creation and to see risk in a wider perspective including social inclusiveness, the
respect for human rights and environmental sustainability.

I.  Stock-taking

a. Macroeconomic policy trends before the global financial crisis

During the period between the Millennium Declaration and 2007, world GDP expanded at an annual
average rate of 3.3%.” This growth was driven by growing investment in emerging countries, international
trade, and consumption in developed countries supported by relatively stable inflation, low interest rates
and broadening access to credit. The burden of many highly indebted poor countries has been alleviated
through debt restructuring. Unemployment and extreme poverty decreased significantly in many countries,
directly accelerating progress towards the achievement of MDGs.

These positive outcomes, however, have occurred in a context of insufficient inclusiveness, growing global
imbalances and financial risks, as well as environmentally and socially unsustainable production and
consumption patterns. >. Despite improved environmental standards and technological progress, expanding
economic activity has resulted in growing environmental degradation and accelerated impacts of climate
change, with fossil-fuel CO, emissions rising on average by 3 per cent per year.*

Several processes have undermined the inclusiveness of economic growth. Globalization has benefitted
mobile factors of production, such as capital and skilled labour. While global integration has generated
considerable employment in developing countries, intense international competition and production
offshoring have contributed to a growing disconnect between labour productivity and wages in many
countries, especially in developed ones. Income inequality has continued to rise in most regions,
compounded by weakening redistribution mechanisms. In developed countries, tax revenues as a share of
GDP started declining, partly due to lower taxation rates, especially for capital income.” Globally, growing tax
avoidance by wealthy individuals and transnational corporations serviced through tax havens and offshore
financial centres has further undermined public finances.
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Before the crisis, growing global imbalances, accompanied by accommodative monetary policy in developed
countries and reserves accumulation by many surplus developing countries, exerted downward pressure on
interest rates globally. Private debt soared and financial market risks rose seemingly unnoticed, as weakly
regulated credit intermediaries backed by too-big-to-fail banks built up leverage in the shadow-banking
sector. Opaque and complex financial products that were designated as safe by credit rating agencies and
sold to investors around the world resulted in large systemic risks, culminating in the financial and economic
crisis in 2008.°

b. The international response to the global financial and economic crisis

The international policy reaction to the crisis has focused on restoring financial and economic stability.
Government support measures to the financial sector were announced in over 40 countries.” G20 countries
briefly coordinated their fiscal and monetary policies, delivering unprecedented monetary easing and fiscal
stimulus. However, many countries soon turned to fiscal austerity measures with the declared objective of
reducing budget deficits and public debts. They opted for expansionary monetary policies expecting to
reignite economic growth. However, numerous studies have called into question the economic benefits of
austerity measures.? Since the crisis, the prices of financial assets have recovered in developed countries,
but consumer demand and productive investment have remained muted. Further, unemployment has
remained elevated and average economic growth has been cut in half compared to the pre-crisis period.

Many developing countries have weathered the crisis better. However, the crisis resulted in declining
external demand and development aid.’ Slower economic activity coupled with unconventional monetary
easing in developed countries has further impacted developing countries by nurturing sizeable and volatile
short-term capital flows and speculative activity in foreign exchange and commodity markets which can
exacerbate the volatility of food prices and consequently impact on hunger and nutrition. *°

The current approach to international financial reform has focused on ensuring the safety and soundness of
the financial system, focused primarily on the banking sector. In accordance with the Basel Il standards,**
most G20 countries foresee raising capital requirements for banks. However, several studies find that these
changes are likely to be too small to increase the resilience of the banking system sufficiently.’? Meanwhile,
facilitating access to finance, one of the primary functions of an effective financial system, has not been fully
incorporated into the policy agenda. Given the risk weightings within the capital adequacy rules, Basel Il
could further limit access to finance for smaller entities and long term financing. Basel Ill is being
supplemented by other measures, such as those promoted by the Financial Stability Board (FSB), to enhance
financial stability.”® However, ineffective coordination of macroeconomic policies and inadequate financial
reform continue to undermine robust and stable economic growth.
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c. International trade'

Open trade is a means to create employment and contribute to MDG achievement through greater
economic activity and revenues. Developing countries can derive significant benefit from an open, fair, rule-
based, predictable, and non-discriminatory trading and financial system (MDG8). *°

Trade liberalization can contribute to increased growth through enhancing access to technology,
intermediate and capital goods and increased competition, which in turn could reduce poverty through
employment creation. The synergy between trade liberalization and economic growth can be strengthened if
other complementary policies are in place, e.g. investment in public goods, such as education, transport and
information and communication technology (ICT) infrastructure, which could enhance the ability of
individuals and firms to take advantage of trade opportunities and to diversify towards higher value-added
exports over time.

The distribution of the gains (and losses) from trade remains a concern. Trade expansion can accelerate
structural change in economies, creating near-term winners and losers. Globalization has been one
contributor to rising income inequality.’® This highlights the importance of complementary measures to
mitigate the negative impacts and equitably distribute the benefits of a more competitive trading system.

Special and differential treatment and aid for trade are critical to the promotion of a fair trading system.
Additional measures such as improving rural infrastructure to help integrate rural households into world
markets, increasing rural education to enhance labor mobility and expanding access to credit, can further
enhance the potential gains from trade.

The effect of trade on the environment and emissions of greenhouse gases (GHGs) is ambiguous. Trade
liberalization can lead to more efficient production, but can also lead to shifting production to countries with
lower environmental and labour standards. Furthermore, trade induces freight transportation pollution. A
recent study shows that two-thirds of trade-related emissions come from production activities, and the
remainder comes from international transport. However, this mix varies widely across products and across
countries.' It is important to facilitate greater emission efficiencies in production—including through the
transfer of clean technologies, transportation and adoption of sound environmental policies.

d. External debt sustainability

External debt can help States weather economic shocks and fund social and economic objectives at times
when domestic resources are limited. However, servicing grossly unsustainable debt can threaten the ability
of States to realize these same objectives. The inability of States with heavy debt burdens to access
affordable credit during the current crisis has revealed problems with the existing debt framework.

The fact that risks posed by unsustainable debts persist in developing countries, despite the near completion
of the Highly Indebted Poor Country (HIPC) Initiative, further illustrates the problem with the existing
framework. Out of 39 eligible countries, 35 have reached the completion point in HIPC and are receiving
irrevocable debt relief. One of the remaining four countries is receiving interim relief and the other three are
making progress towards reaching the decision point. However, the HIPC eligibility criteria are sometimes
seen as restrictive. In some cases, the criteria impose conditionalities, such as ceilings on commercial and

% ssues related to the functioning and challenges facing the multilateral trading system are numerous and require detailed
discussion. Due to space constraints, this issues brief will not address them in full. The issues brief on means of implementation and
global partnership for development can touch upon the prospects for multilateral trade cooperation, including issues such as
delivering on a development-oriented Doha Round or addressing non-traditional market access.
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private borrowing, which are contested by recipient countries.'® Recently, several sovereign debt
restructurings have taken place in developing countries, especially in the Caribbean, but in most cases, these
have either been insufficient or not timely. Several other countries mostly in sub-Saharan Africa are also in
high risk or in debt distress."

Il. Overview of proposals

The UN System Task Team (UNTT) has pointed out that working towards achieving sustainable development
would require a broad approach to macroeconomic policies. This approach should combine macroeconomic
and financial stability with broader structural policies that would enable the generation of productive and
decent employment, the reduction of poverty and inequalities, low-carbon and resource efficient growth,
and welfare protection.”

In order to achieve development goals, donors have been urged to reaffirm their ODA goals of disbursing
the equivalent of 0.7 per cent of their GNI, out of which 0.15 to 0.20 per cent of their GNI should target LDCs,
with a clear timetable.” These efforts should be matched by fiscal policies in developing countries that
speed up domestic resource mobilization through, for example, the strengthening of the tax base.

An OECD action plan, welcomed by the G20 in St. Petersburg in September 2013, aims at containing growing
tax avoidance by designing new rules to limit double non-taxation of income.?” The proposal emphasizes the
importance of addressing the issue of income generated by the digital economy, which can easily be shifted
to low-tax jurisdictions. Greater transparency and improved data will be needed to determine the location
where financial assets are created and investments take place as well as where multinational corporations
report profits for tax purposes. Developing countries are also often less equipped to deal with transfer
mispricing by multinational enterprises. For this reason, the UN Committee of Experts on International
Cooperation in Tax Matters has developed a Practical Manual on Transfer Pricing for Developing Countries.

Private sources are critical in providing long-term financing.”> The UNTT flagged the importance of a
renewed global partnership, which should inter alia promote longer-term investment, including foreign
direct investment, in critical sectors such as transportation, agriculture, energy, infrastructure, and ICT. The
new partnership should also identify effective mechanisms to mobilize additional resources for financing
sustainable development.” The intergovernmental expert committee on a sustainable development
financing strategy is currently working to develop options in this regard.

Existing proposals to strengthen and reform the international financial system have two interrelated and
mutually reinforcing aims: to reduce its fragility and instability, and to facilitate a reallocation of global
investments toward sustainable development. In this spirit, the Report of the High-level Panel of Eminent
Persons to the Secretary-General calls for reforms to ensure stability of the global financial system and
encourage stable, long-term private foreign investment.”

To increase international financial stability, there are policy proposals to address global imbalances and the
volatility of cross-border capital flows. The Commission of Experts of the President of the United Nations
General Assembly recommended that the international reserve system make greater use of International
Monetary Fund (IMF) Special Drawing Rights (SDRs) as a way to reduce systemic risks associated with global
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imbalances, and as a low-cost alternative to accumulation of international reserves.” To better manage
large and volatile cross-border capital flows, the G20 endorsed the use of capital flow management
measures alongside macroeconomic policies.”” A reliable global financial safety net could also reduce
incentives for countries to hold reserves. In addition to increased flexibility in the IMF’s lending facilities,
there are proposals to improve cooperation between national central banks, regional mechanisms and the
IMF.

Proposals to strengthen financial regulation include suggestions by the Financial Stability Board (FSB) to
tighten oversight and regulation of large and systemically important financial institutions, beyond the
general standards of Basel 111?® Further reforms of derivative markets, uniform global accounting standards,
and reform of compensation practices in the financial sector are also needed. Despite historically low debt
levels in developing countries, the lack of a rules-based approach to sovereign debt workouts remains a
concern, eliciting calls for an international bankruptcy procedure. There is also a call for greater transparency,
accountability and participation in international financial institutions like the World Bank and the IMF.

Additional investments are needed to address social needs, infrastructure gaps, and green technologies.
Proposals to facilitate such investments include a report by international organizations at the request of the
G20, ? which recommended tapping the potential of institutional investors, capital markets and
development banks. However, without a reduction in risk and changes to incentives, the private sector is
unlikely to contribute to its full potential in financing sustainable development investments. A background
study to inform the Intergovernmental Committee of Experts on Sustainable Development Financing,
prepared by a United Nations Inter-agency Working Group, calls for donors to meet ODA commitments, but
also for multi-faceted policy reforms aimed at reducing impediments to private investment in sustainable
development, including: (i) reducing risks by improving the enabling environment; (ii) public leveraging of
private resource flows; and (iii) better aligning private incentives with public goals.

The UN has called for a speedy conclusion of a development-oriented Doha Round of multilateral trade
negotiations in order to increase market access for developing countries and increase workers’ mobility. In
order to allow developing countries to be able to reap the full benefits of open global markets, support to
enhancing country supply side capacity, including through the Aid for Trade platform, must be
strengthened.*

International debt sustainability initiatives should go beyond the HIPC initiative and the Multilateral Debt
Relief Initiative (MDRI). Some developed and developing countries remain critically indebted or are at
significant risk of debt distress.’! In 2012, the United Nations Conference on Trade and Development
(UNCTAD) formulated the Principles on Responsible Sovereign Lending and Borrowing.>? These Principles
specify the responsibility of both sovereign borrowers and lenders and advocate a code of good conduct and
institutional setup for concluding debt transactions. The IMF is considering strengthening its debt
sustainability and market access assessments of countries to prevent the use of resources to bail out private
creditors and decrease the costs of debt restructuring. It is also calling for clearer rules for public sector
involvement as creditors, especially for non-Paris Club creditors.®®> The UN has also proposed setting up an
international working group to examine options for enhancing the international architecture for debt
restructuring.*
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ll. Way forward

a. Forward looking macroeconomic policies focused on sustainable growth, decent work and reduction of
inequality®

In order to support economic stability, comprehensive financial regulation should not only ensure the safety
and soundness of the financial system, but also equitable access to finance and sufficient long-term
financing for sustainable development. Financial regulatory reforms should eradicate the occurrence of
moral hazard arising from the existence of “too-big-to-fail” entities. Compensation incentives that enticed
individuals to take excessive risk should be altered and executive compensation should be tied to long-term
returns. Overall, ‘light touch’ financial regulation should be replaced by an approach that assesses the
potential damage financial ‘innovation’ can inflict on the real economy and that clearly distinguishes
business mishaps from systemic fraud. The UN Guiding Principles on Business and Human Rights offer
concrete guidance for establishing a fair, rules-based system of accountability for businesses, including those
in the financial sector.

There is a need to shift away from macroeconomic policies focused predominantly on curbing inflation to
the neglect of stimulating employment growth. Instead, forward-looking macroeconomic policies®” should
promote long-term public and private investment in support of broad-based, sustainable growth and
decent employment. This may, at times, require the use of countercyclical policies to smooth economic
cycles and minimize the human impact of economic shocks.

Forward-looking macroeconomic policies can further improve inclusiveness by ensuring the provision of
public goods even in times of crisis. For example, maintaining a social protection floor and investment in
human capital through good quality universal health and education services can reduce poverty and
inequality while promoting long-term economic and social stability.

The mobilization of domestic resources should be strengthened through progressive taxation, including
capital income. International cooperation must be enhanced to eradicate financial secrecy and double non-
taxation, and curb individual and corporate tax avoidance and evasion, and fight corruption and the illicit
flow of funds.

Forward-looking macroeconomic policies and the reform of the international trade and financial system
should also promote environmentally sustainable development patterns. This transition would be
facilitated by the adoption of a new system of national accounting capturing not only economic, but also
environmental stocks and flows. Public investment as well as incentives for private investment in ‘green’
technologies should be strengthened. ‘Green’ investments should be increased to secure clean water, air
and energy as well as to reverse the trend of increasing CO, emissions and enable the needed 80% reduction
in global CO, emissions by 2050. Environmental externalities should be priced into goods prices through
carbon taxes or other schemes.

b. International trade

Policies are needed to alleviate pressures on workers in sectors that could lose as trade expands, especially
in vulnerable groups of countries, such as the least developed countries. Impact assessments are necessary
to ensure that environmental, human rights and social impacts, including on food security, are accounted for
and mitigated.® Ensuring the compatibility of these policies with a transition to more open trade is
desirable. Trade protectionism could deprive the world of an engine of economic growth and the gains
associated with improved efficiency. Social protection systems can help in the adjustment process.

% As defined by Rio+20, para 150, and MDG Summit outcome document, para 23b.
% United Nations, Guiding Principles on Business and Human Rights: Implementing the United Nations “Protect, Respect and
Remedy” Framework, 21 March 2011, A/HRC/17/31.

3 See A/64/665, para.50 for a more extensive definition.
® see e.g. The Guiding Principles on Human Rights Impact Assessments of Trade and Investment Agreements, A/HRC/19/59/Add.5
(19 December 2011).



Trade can be harnessed to reduce inequality with continued efforts to promote skill upgrading to help
workers adjust to changes in global markets and to benefit from new opportunities. At the same time,
strengthening the ability of producers to compete through productive sector development policies and trade
facilitation initiatives should also help support job creation.

Trade in ‘environmental goods and services’*® that promote sustainability and productive transformation
and innovation should also be supported. Producers’ access to skills and technologies to be able to adapt to
global market demands for environmentally sustainable products will become increasingly important. *°
Appropriate policies are needed to internalize negative environmental externalities related to
transportation systems and production techniques used.

c. External debt sustainability

The international financial community should assure timely debt relief for countries struggling with
unsustainable debt. To prevent more countries falling into debt distress, the international community should
also devise principles to reduce excessive debt and encourage countries to lend and borrow responsibly.
The UN Guiding Principles on Foreign Debt and Human Rights offer guidance in this regard. To promote
further progress, the United Nations should convoke an international working group to examine options for
enhancing the international architecture for debt restructuring.** One of the aims of this working group
would be to consider designing a more formal and comprehensive sovereign debt workout mechanism
which would bring more transparency to the process.

In conclusion, a macroeconomic strategy that uses all available policy instruments to balance the objectives
of inclusive economic growth with socially acceptable distributional outcomes and environmental
sustainability is essential to a strategy for sustainable development.

39 At the Doha Ministerial Conference in 2001, WTO Members decided to launch negotiations that, for the first time, would include
trade and environment as part of the negotiating agenda (para 31 of the Declaration), including the relationship between WTO rules
and specific trade obligations in MEAs; observer status for MEA secretariats; and the liberalization of trade in environmental goods
and services.
*® WTO, World Trade Report 2013: Factors shaping the Future of World Trade, Geneva, 2013.
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