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1 Introduction

DEVELOPING countries have consistently stressed the primacy of and need
to address and promote their sustainable development options and policy
space in the multilateral climate regime. Doing so requires, among others,
reflecting the principle of “common but differentiated responsibilities”
(CBDR) with respect to reductions in greenhouse gas emissions (including
for developed countries to fully implement their commitments in this area)
and the implementation of existing commitments on finance and technology
transfer to developing countries.

Developing countries have called for development policy space, choices,
and flexibilities. This means that international commitments and domestic
policies should address in a flexible manner the unique set of development
and environmental circumstances of each developing country while
supporting a shift to cleaner, less carbon-intensive, and more equitable and
sustainable production and consumption patterns in developing countries.
Supply-side productive capacity should be increased through financing
support to acquire technologies and modernize production in developing
countries. Technical assistance and capacity building are needed, especially
in terms of research and development, design and production, and
infrastructure devel opment.

In this context, the principle of equity is critical to serve as the basis for
dealing with competing interests, especially between developed and
devel oping countries, in the global trade and environment (including climate
change) regimes.



In multilateral policy negotiating fora such as in the UN Framework
Convention on Climate Change (UNFCCC) and the World Trade Organization
(WTO), these issues of sustainable development, policy space, and the
challenges around implementing a sustainable low-carbon, climate-resilient
development pathway are very sensitive. Developing countries are often
concerned that responses to addressing climate change and reducing
greenhouse gas emissions on an economy-wide scale could adversely impact

their economic and socia development.

In the last decade, sustained
economic diversification and
transformation in developing
countries has been recognized as
aproactive way of addressing the
economic and social consequences
of climate change response
measures that may be undertaken
by countries as part of their
implementation of the UNFCCC
and itsParisAgreement. There has
been an increasing focus on
elaborating the technical work on
economic diversification and
transformation in the context of
sustainable development and the
post-2030 devel opment agenda.

Defining economic diversification

Economic diversification is the process
of shifting an economy away fromasingle
income source towards multiple sources
from a growing range of sectors and
markets. Traditionally, it hasbeen applied
as a strategy to encourage positive
economic growth and development. Inthe
context of climate change adaptation, it
takes on a new relevance as a strategy to
diversify away from vulnerable products,
markets, and jobs towardsincome sources
that are low-emission and more climate-
resilient.

Source: UNFCCC, Economic diversification, at
https://unfccc.int/topics/resilience/resources/
economic-diversification




Understanding the Context for
Economic Diversification:
Addressing the Economic and Social
Consequences of Climate Change
Response Measures

A. Climate change response measures and their economic and social
consequences

1.  Understanding response measures

CLIMATE change response measures are the actions that countries take to
combat climate change at the global, regional, and nationa levels. These
include measuresfor the protection and stabilization of the climate, emissions
leakages and/or the costs of environmental compliance. They may have
unintended and adverse economic and socia consequences for developing
countries’ economies, most often on the poorest and most vul nerabl e sectors
of those economies.

A variety of response measures are a ready being implemented by devel oped
countries. But there has not yet been any systematic global or national
assessment and analysis of the impact of such measures on developing
countries. In this context, the key question iswhich measures promote (or at
least do not prevent) sustainable devel opment.

Response measures are multidimensional . Some arelocal, such as adaptation
measures for infrastructure. Others, such as trade-related and energy
measures, may have multilateral impacts. Response measures with
multilateral impacts should be assessed multilaterally before deployment.
While many response measures can be justified in terms of mitigation/
adaptation, their economic and social impacts can obstruct sustainable
development, particularly in developing countries, and thus unduly restrict
more global participation in combating climate change. For each specific



response measure, there can be a variety of implementation approaches,
including transition periods, exemptions, asliding scal e based on income, or
compensation.

Additionally, nationa response measures often have multiple co-impacts,
aside from facilitating climate change-related actions. They can be used to
protect old domestic industries or to build new economic sectors. The rapid
introduction of new sectors and productsthat expand the use of clean energy
and improve efficiency is in both the national and global interest. But their
rapid propagation could be hindered by response measures that obstruct
development of the same sectors by other countries. For example, when strong
intellectual property protections prevent adaptive activities and reverse
engineering or when the prices of goods incorporating the new technology
are subsidized in the same way that agricultural products from developed
countries are today.

In climate change mitigation, there are two areas of particular importance.
The first is the transformation of energy supply, including the shift to
renewable energy. The second is improving energy efficiency. At the basic
level, mitigation-oriented response measures are economic policies. They
include, for example, technologica development; investment and subsidies
in cleaner technologies; standards, regulations, and product bans; emission
caps, and carbon taxation.

These mitigation-oriented response measures affect the sectors in which
developing countries currently enjoy competitive advantage through trade
outcomes, employment outcomes and financing flows. One example is
tourism, which will be adversely affected by carbon-based fees on airline
tickets. Some developing countries that have benefited from exporting
products to other countries as intermediate inputs to the final product could
be adversely affected by levies on bunker fuels that could increase
transportation costs. These adverse effectsin areas of competitive advantage
for developing countries could directly impact livelihoods and employment
and decrease the resources available for developing countries to invest in
new sectors and economic diversification.

Because climate change-related sectors often are located at the current
technological frontier, response measureswhich privilege enterprises— both
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private and public — in developed countries can kick away the ladder on
which developing countries can improve their domestic productivity and
incomes and participate in the global mitigation effort.

Thereisahierarchy of response measuresin terms of their positive impacts.
For example, the positive impact of domestic subsidiesfor clean technology
development is the emergence of new, cleaner technologies. However,
developing countries wanting to enter the same sector may be prevented
from doing so by the strong enforcement of intellectual property rightsor by
having fewer fiscal

resources to provide

subsidies for technol ogy
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given that, in the setting  Countries EN.pdf

of internationally agreed

standards, developing country governments and experts tend to be poorly

represented in the committees designing them.

Other response measures such as carbon taxes and emission cap policies
seek to restrict the production and use of productsthat emit greenhouse gases.
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In the case of carbon taxes, this response measure affords higher fiscal
revenuesto the state, which can be used to reduce other taxes and applied to
environmental, developmental, and social objectives. They could have an
impact on the export earnings of countries dependent on tourism and
commodity and agricultural exports, thereby limiting these countries” ability
totransform and diversify their economiesthrough investment. For example,
if suddenly or incorrectly applied in developing countries without
commensurate corollary policy measures to avert or minimize any adverse
economic or social consequences on the poor, carbon taxes could increase
inequality by making the cost of accessto modern energy sources prohibitive.
This could have the impact of increasing poverty and heightening energy

inequity.

The Glasgow Climate Pact from the 26th session of the Conference of the
Parties to the UNFCCC (COP26) in 2021 recognized that limiting global
warming to 1.5°C requires rapid, deep and sustained reductions in global
greenhouse gas emissions, including reducing global carbon dioxide
emissions by 45% by 2030 relative to the 2010 level and to net zero around
mid-century, as well as deep reductions in other greenhouse gases, and that
thisrequiresaccelerated action in thiscritical decade, on the basis of the best
available scientific knowledge and equity, reflecting common but
differentiated responsibilities and respective capabilities, in the light of
different national circumstances and in the context of sustainable devel opment
and efforts to eradicate poverty.*

Thisis supported by a call for governments to accelerate the development,
deployment and dissemination of technologies, and the adoption of policies,
to transition towards low-emission energy systems, including by rapidly
scaling up the deployment of clean power generation and energy efficiency
measures, including accel erating efforts towards the phasedown of unabated
coal power and phase-out of inefficient fossil fuel subsidies, while providing
targeted support to the poorest and most vulnerable in line with national
circumstances and recognizing the need for support towardsajust transition.?

To operationalize this, a work programme was established under the
Conference of the Parties serving as the meeting of the Parties to the Paris
Agreement (CMA) to urgently scale up mitigation ambition and



implementation in this critical decade;® governments were urged to
communicate new or updated nationally determined contributions (NDCs)
in 2022,* requested to revisit and strengthen the 2030 targets in their NDCs
as necessary to align with the Paris Agreement temperature goal by the end
of 2022, taking into account different national circumstances,® and, if they
have not done so, to communicate their long-term low greenhouse gas
emission devel opment strategiestowardsjust transitionsto net zero emissions
by or around mid-century, taking into account different national
circumstances.® There would also be an annual high-level ministerial round
table on pre-2030 ambition beginning at COP27 in 2022, for which the
secretariat would annually update its synthesis report on NDCs® and prepare
a synthesis report on long-term low greenhouse gas emission development
strategies.®

All of these actions are designed to increase the policy pressure on
governments, but particularly on devel oping countriesthat are big aggregate
emitters, to increase the scope and extent of their mitigation actions under
the Paris Agreement by shifting their economies as soon as possible from
using fossil fuels. It islikely that even as they insist that their own NDCs
are sufficiently ambitious, developed countrieswill seek to use the pre-2030
mitigation work programme as the means through which more political
pressure would be exerted on developing countries, especially those that
havelarge aggregate emissions, to continually update their NDCs. Thiswould
completely turn the principle of common but differentiated responsibilities
around, with those who caused the problem historically now pushing those
who bore the least responsibility for global warming to be the ones to do
more to addressit.

2. Case study: Trade policy as fossil fuel demand-side response measure

This policy-driven pressure to reduce demand and shift away from fossil
fuels, in particular oil and coal, as a response measure to climate changeis
driving both technology and policy shifts with respect to energy and
economics. For example, some clear examples of climate change-related
response measuresinclude recent initiatives at the WTO from some devel oped
countries to use trade measures to respond to climate change.



Intherun-uptothe 12thWTO Ministerial Conference (MC12) in June 2022,
developed countries were inviting many developing countries to sign up to
Joint Statement I nitiatives (JSIs) that could then be highlighted as part of the
outcomes of MC12. These JSIs are similar in terms of intent to the joint
declarations and statements that were entered into by various states,
international organizations, and private sector organizationsin the run-up to
and during COP26 in Glasgow and which had been encouraged by the UK
COP26 Presidency.™

In the WTO context, these JSIs are seen by their proponents (particularly
from developed countries) as a means of making trade and environment
mutually supportive or asthe WTO Members' trade-related policy responses
to fighting climate change. These JSIs include the following:*?

»  Tradeand environmental sustainability structured discussions (TESSD)
— 50 WTO Members (including Member states from the European
Union) in November 2020 proposed organizing informal structured
discussionson trade and environmental sustainability, and aimed to have
ajoint ministerial statement at MC12 that would set out future work for
the initiative in areas such as trade and climate change as well asfix a
road map for advancing discussionsin 2022

* Informal dialogue on plastics pollution and environmentally sustainable
plasticstrade — 14 participants agreed to dial ogue on supporting efforts
to reduce plastics pollution and promote sustainable plastics trade,
including through transparency and international cooperation

»  Japan'sproposal on carbon neutrality —introduced at an Ottawa Group
meeting in March 2021, this proposal pushed for discussions among
interested WTO Memberson [i] elimination of tariffs on products that
contribute to reduction of greenhouse gas emissions, e.g., hydrogen-
related products and storage batteries, [ii] rule-making on regulatory
issues and on environmental services, and [iii] capacity building within
developing countries

*  Agreement on Climate Change, Trade, and Sustainability (ACCTS) —
launched in September 2019, thisinitiative by six WTO Membersaims
to lower trade barriers to environmental goods and services, address
fossil fuel subsidies, and establish guidelinesfor eco-labels; negotiations
are ongoing.



Inaddition, plurilateral negotiationsfor an Environmental GoodsAgreement
(EGA),2including 18 participants (46 WTO Members) and launched in July
2014, have been suspended since 2017. The talks were intended to push
forward aplurilateral agreement for the liberalization of environmental goods
tradefollowing the deadlock for over adecadein the multilaterally mandated
negotiations on liberalization of environmental goods and services under
paragraph 31(iii) of the WTO’s Doha Ministerial Declaration.

Other WTO Members have also launched or are considering unilateral
“climate-related” trade initiatives such as:*4

»  TheEU Green Deal carbon border adjustment mechanism (CBAM)* —
The EU updated WTO Members in November 2020 and March 2021
onitsplansto establish aCBAM as part of its Green Deal framework,
and issued its CBAM regulation proposal on 14 July 2021

*  TheUnited States and Canada (both separately and jointly) and the UK
G-7 Presidency have been discussing the potential use of CBAMSs as
part of “climate change action” .’

It isimportant to note that developed country initiatives with respect to the
linkages between trade, environment, and climate change usually focus on:

e Seeking to reduce the domestic demand for fossil fuels for energy and
transportation through technological, regulatory, and trade policy
changes that make the price of fossil fuels more expensive, reduce the
consumption of fossil fuels, or shift to alternative fuels

*  Securing and expanding markets for their environmental goods and
services in devel oping countries

*  Redtricting developing countries policy flexibility and space with respect
totradein environmental goods and services, with possibleimplications
on constrai ning domestic environmental goods and servicesdevel opment

»  Solidifying developed country production and export dominancein most
environmental goods and services.

Theseinitiativestend to highlight the role of commercial trade asthe primary
modefor transfer and acquisition of climate-friendly technologies, with little
or no reference to any technology transfer commitments that developed
countries may have under the WTO or the UNFCCC.*® They explicitly or
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implicitly assume the enforcement of intellectual property rights over the
traded environmental goods. These characteristics are evident in one way or
another, for example, in the JSIs with respect to the TESSD, Japan’s carbon
neutrality proposal and the ACCTS, and in the plurilateral and unilateral
initiatives such asthe EGA and the EU CBAM regulation.

The commercial trade-based approach to the transfer and dissemination of
climate change-related technologies may exacerbate inequalities between
developed and developing countries. For example, there are existing
inequalities between devel oped countries and therest of theworld with respect
to the patent ownership of environment-related inventions and technologies
(such as those on environmental management, water quality management,
and climate change mitigation) and over technol ogical innovationsin general.
A 2015 working paper from the Organisation for Economic Cooperation and
Development (OECD), for example, shows that around 85% of all patents
issued globally between 2000 and 2011 for environmental management, water
quality, and climate mitigation inventionswereissued in devel oped countries,
and the disparity increases when looking at the extent to which developed
countries in the OECD account for the patenting of inventions globally (at
least 88%) and for “high-value’ inventions (more than 90%).%° In the period
between 2012 and 2017, based on OECD statistics, around 86% of patent
applications in environment-related technologies were filed in OECD
countries.®® This dominance in patenting environment-related technologies
then getstrandated into market dominancein theinternational trade of such
technol ogies, with devel oped countries being the dominant exporters of such
technologies (to each other and to devel oping countries).?

The accelerating pace and impacts of climate change and environmental
degradation globally coupled with the push by developed countries in the
UN climate change negotiations for stronger emission reduction targets,
including by developing countries, could result in a rapid and substantial
increase in global and devel oping country markets for environmental goods
and services —amarket that developed countries currently dominate. Their
plurilateral and unilateral initiatives, if madeinto binding treaty obligations,
could extend such dominance. Coupled with current systemicfailluresinterms
of financing, technology transfer, terms of trade, debt, etc. that adversely
affect devel oping countries, these current inequitable economic arrangements
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could befurther solidified and deepened by theseinitiatives and increase the
difficulty for devel oping countriesto diversify and develop their economies
in a sustainable and equitable manner.

3. Case study: Fossil fuel supply-side measures as response measures

Climate change response measures can also be used to reduce or ultimately
eliminate the extraction and production of fossil fuels such as oil, coal, or
natural gas, to ultimately remove the primary source of anthropogenic
greenhouse gas emissions. These fossil fuel supply-side measures can be
defined as government actions which constrain the expl oration,? extraction,
production, transportation, transformation or supply of fossil fuels(including
mines, wells, pipelines and export terminals)?® as opposed to dealing with
the demand side by seeking to reduce the consumption of fossil fuels (e.g.,
factories, coal/gas power plants etc.).

Some examples of such fossil fuel supply-side response measures that, if
applied, could constrain production and extraction of fossil fuelsinclude the
following:

e Carbon-based export tax on 0il% or coal?® —thiswould be atax based on
the carbon content of the energy product?

e Producer/wellhead (carbon) tax® —e.g., raising theroyalty ratefor fossil
fuel production on publicly owned land from 12.5% (routine royalty
charged by the USfederal government) to 25% (asischarged on private
land)®®

e Carbontax on fossil fuel producers proportionate to their emissions®/
Tax on fossil fuel capital or income from fossil fuel production®!

*  Reduction or removal of fossil fuel producer subsidies (subsidies are
given in a variety of ways,* e.g., tax credits on exploration and
production equi pment/tax exemptions,® direct payments per output unit,
sub-market-rate leasing of state-owned lands, tax exemptions or lower
rates, servicesat below market rates and income or price support (above
market prices for producers)* including on fossil fuel infrastructure)®

*  Restricting government finance for fossil fuel projects, including via
restrictions on export credit agency finance for fossil fuel extraction or
infrastructure, and on pension/investment funds, asIreland and Sweden
have done and Norway is considering
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Quotas on fossil fuel production (or export) rights®

Restricting fossil fuel exports (quotas)®

Mandatory offsetting (via emission reduction projects)®

Restricting or banning fossil fuel reserves development (on private or
public® lands)

Public compensation for leaving fossil fuel assets in the ground (e.g.,
Ecuador’s attempt in Yasuni National Park).** This could be funded via
atax on oil companies.*?

Carbon offset credits for leaving fossil fuel assets in the ground*

Cap and trade for fossil fuel production/extraction rights*

Regulation or ban/moratorium? on exploration, extraction* or transport
(e.g., theKeystone XL pipeline’) of fossil fuels (or infrastructure (e.g.,
pipelinesand coal terminals*) to do so)* or use of certain technol ogies™
(e.g., banning gasoline or diesel-engine vehicles)™

“[M]odification of legal criteria for coal mining permits to reflect
considerations such as climate change, loca ecology and human health”>?
Regulatory action to force corporate divestment® from fossil fuel
production, or governments (including sovereign wealth funds>)
themselves divesting®

Extraction-based emissions accounting

Regulatory or standards action for life-cycle-based accounting of
embedded carbon in fossil fuels sold in the marketplace®

Fossi| fuel asset purchase and retirement

Increasing royalties and other fees in connection with fossil fuel
production on publicly owned lands

Charging carbon “adders’ — fees based on the marginal damages of
carbon emissions (i.e., that reflect the external costs of greenhouse gas
emissions)®” — per unit of fossil fuel extracted or produced or based on
carbon intensities

Subsidies to support energy efficiency improvements in the fossil fuel
production and supply chain

Successful supply-side climate litigation (domestic court decisions to
end fossil fuel extraction, e.g., in cases brought by civil society
organizations)*

Low-carbon fuel portfolio standardsand requirements (e.g., by increasing
the proportion of biofuelsin fuel)>®

Mandating fossil fuel producersto do carbon sequestration, e.g., carbon
capture and storage (e.g., using tradeabl e storage certificates).®
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B. Responding to climate change and to climate change response
measures through economic diversification

The UNFCCC haslong recognized theimportance of addressing the economic
and social consequences of the implementation of climate change response
measures undertaken by UNFCCC Parties. Thiscan betraced toits Preamble,
its principles,®* the commitments of Partiesthereunder,% and the work of the
Subsidiary Body on Implementation (SBI).%3

The UNFCCC requires Parties to take into full consideration, in the
implementation of the commitments of the Convention, the specific needs
and concerns of developing country Parties arising from the impact of the
implementation of response measures. Discussions on how to address the
economic and social consequences of the implementation of response
measures have hence been alongstanding agenda item in both the SBI and
the Conference of the Parties to the UNFCCC, with many conclusions and
decisions having been taken by these bodies since the entry into force of the
UNFCCC in 1994.%

Additionally, for those UNFCCC Parties which are also Partiesto the Kyoto
Protocol, they are committed under Articles 2.3 and 3.14 of the Kyoto Protocol
to strive to minimize adverse economic, social, and environmental impacts
on other Parties, especialy developing country Parties, and those identified
inArticles4.8 and 4.9 of the Convention, taking into account Article 3 of the
Convention.

Furthermore, the Paris Agreement and COP Decision 1/CP.21 (the decision
to give effect to the ParisAgreement) reaffirmed the importance of response
measures, further strengthened the responsibility of Parties to exercise care
regarding the impacts of response measures and deepened the
institutionalization of the work on the impact of the implementation of
response measures in the UNFCCC. For example, the preamble to the Paris
Agreement recognizes that “Parties may be affected not only by climate
change, but also by the impacts of the measures taken in response to it”.
Article 4.15 states that “Parties shall take into consideration in the
implementation of this Agreement the concerns of Parties with economies
most affected by the impacts of response measures, particularly developing
country Parties’.
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In this context, addressing the impacts of the implementation of response
measures will require taking into consideration the following obstacles to
sustainable development that often are present in devel oping countries:

*  Old technologies and low levels of technological capability. Because
of their lower incomelevels, devel oping countries use ol der technologies
more heavily as both the technology and the inputs in the use of these
technologies cost less and are more widely available. Developing
countries often have less well-devel oped educational sectorsand suffer
from an inadequate supply of skills in advanced technologies; there
may, however, be devel oping countries, such as Persian Gulf countries,
that have developed their educational sectors.

*  Low incomes and small domestic markets. Lower skills lead to lower
wages and incomes in most non-OECD countries (there are some
developing countries that have high incomes per capita due to the
exploitation of their natural resource endowments, such as Gulf
countries). These make domestic markets in developing countries
generally significantly smaller and often more vulnerable to external
shocks. Response measures should not obstruct the ability of countries
to increase domestic incomes and the size of their economies.

*  Dependence on exports on afew commaodities, often with high carbon
content and oriented towards markets that require long-distance
transportation by air or sea. Response measures must be assessed in
termsof whether they have anegativeimpact on the efforts of devel oping
countriesto diversify their exports. Thisis particularly relevant to oil-
dependent devel oping countries.

 Low level of productivity and wages and vulnerable livelihoods. To
achieve sustainable devel opment in devel oping countries, the working
popul ation must move from low-productivity jobsto higher-productivity
jobs, from vulnerable livelihoods to secure, dignified jobs. Response
measures should not obstruct the possibility of introducing new, more
productive jobs in an economy and the pursuit of just transition of the
workforce and the creation of quality jobs, taking into consideration
gender and youth issues.

*  Lowleve of diversfication of economic activities. Developing countries
seeking to achieve sustai nable devel opment are characterized as having
alimited number of economic sectors and thus a more limited variety
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of occupations and jobs. They will require support to transform the
economy and to increase socio-economic resilience.

* Low level of technology development and facility with tools,
methodology and frameworks for the assessment of impacts and
modelling.

Therefore, the economic and social consequences of actual and potential
response measures are an important issue for all developing countries. Such
measures may have positive effects if on balance they support improved
access to energy, health care, poverty reduction and decent and quality
employment in developing countries. But they may have negative effects if
they constitute ameans of transferring the burden of climate change mitigation
to developing countries or otherwise distort national and socia conditions.
The adverse impacts of response measures would constitute an additional
burden for developing countries — undermining their economic and social
development and poverty eradication efforts. These adverseimpactsare a'so
contrary to the expectations of the principlesof the Convention about common
but differentiated responsibilities, equity and respective capabilities.

The combination of policy responses and technological shifts (e.g., towards
more energy-efficient and non-fossil-fuel-energy-using technologies in
production and consumption of goods and energy) hasled some observersto
reflect that a massive transition away from fossil fuels is underway. For
example, the 2021 World Energy Outlook prepared by the International Energy
Agency (IEA) suggests that “an unstoppable energy transition is underway
and the 2020s will be a decade of profound change, powered by a virtuous
cycle of policy action and technology innovation. But the report notes that
policy remains too slow and too wedded to the old system: stated policies
are behind announced pledges (the ‘implementation gap’) and even further
behind a net zero by 2050 scenario (the ‘ambition gap’).” %

As noted above, the multilateral climate regime under the Convention and
the ParisAgreement recognizesthat theimplementation of response measures
has impacts on Parties, in particular developing countries, and thus calls on
all Parties to address these impacts. Changes in prices and quantities for
internationally traded goods and services can result from theimplementation
of mitigation policies. Economiesheavily dependent on production and export
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of oil and other fossil fuels, tourism services, and agricultural commodities
which may be impacted by response measures are highly vulnerable.

For example, a study undertaken by Carbon Tracker looking at the income
implications of such an energy transition projects that “all oil producing
countriesrisk collectively losing $13 trillion by 2040 compared with industry
expectations, a 51% drop.” % Even oil industry analyses are forecasting that
while oil and gas demand will continue to rise for the next severa years,
such demand growth is however slowing and the investment environment
for the oil and gas sector is becoming more challenging in the face of
uncertainty and risks such as record price volatility, evolving government
regulations, increasingly diverging long-term demand narratives, and non-
standardized environmental safeguards criteria; and the lower-price cycle of
the past six years and long-term demand debates have driven up investment
hurdles and the cost of capital for long-cycle oil projects, fostering an
environment of “pre-emptive underinvestment” for oil and gas supply, where
investments are lagging robust demand.®’

The governments of developing countries that are dependent on their oil
resources for national revenue are deeply concerned about the adverse
economic and social effectsof downward oil price shocksdueto their knock-
on effects on political stability. Given that policy and technological shifts
cangiverisetosuch oil priceshocks, it isnot surprising that the governments
of these countries have been taking an active interest in shaping multilateral
climate policy formulation and response processes such as the UNFCCC
and Paris Agreement. In this context, active engagement in the UNFCCC
discussions in relation to response measures and economic diversification
has been one of the key elements of this approach.

Although the UNFCCC does not directly address the issue of economic
diversification, it does stipulate that measures to address climate change
should not present adverse economic and socia consequencesfor developing
countries. Such an occurrence would create undue burden for developing
countrieswhich are aready particularly affected by theimpacts of awarming
planet.®® Meanwhile in the Paris Agreement, economic diversification is
explicitly referred to in Article 4.7 in relation to mitigation and in Article
7.9(e) in relation to adaptation:

16



“7. Mitigation co-benefitsresulting from Parties’ adaptation actionsand/
or economic diversification plans can contribute to mitigation outcomes
under thisArticle.”®

“9. Each Party shall, as appropriate, engage in adaptation planning
processes and the implementation of actions, including the devel opment
or enhancement of relevant plans, policies and/or contributions, which
may include: ... (e) Building the resilience of socioeconomic and
ecological systems, including through economic diversification and
sustainable management of natural resources.”

The mitigation co-benefits of adaptation and economic diversification would
be the greenhouse gas emission reductions that are the result of the
implementation of adaptation-related and economic diversification actions,
asstated aboveinArticle4.7 of the ParisAgreement. However, thiswording
does not make clear how co-benefits of adaptation are to be integrated and
recognized under the Agreement, asthey are not mentioned under accounting
(Article 4.13), market mechanisms (Article 6) or transparency (Article 13).
Nevertheless, Article 4.7 providesagood anchor even if itsoperationalization
remains unclear.

Beyond “classical” adaptation, actions supporting economic diversification
can also have co-benefits rel ating to adaptation and mitigation, asdefined in
Decision 24/CP.18 of COP18in Dohain 2012. The central tenets of adaptation
under the Paris Agreement are laid out in Article 7, with the overarching
goal of “enhancing adaptive capacity, strengthening resilience and reducing
vulnerability to climate change” (Article 7.1). Article 7.4 recognizesthe link
between the mitigation ambition level and the adaptation needs but shies
away from quantifying adaptation. Article 7 stresses the country-driven nature
of adaptation approaches and specifies (Article 7.10) that each country
prepares an adaptation communication defining its priorities, its
implementation and support needs and projects and measures.™

A review of various reports submitted by Parties under the UNFCCC,
including their national communications (NCs), national inventory reports
(NIRs), biennia reports (BRs) and biennial update reports (BURS), however,
indicates that very limited information has been reported on economic
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diversification. Only two of the Partiesincluded in Annex | to the Convention
(Annex | Parties) included information related to economic diversification
in their NIRs and a number of non-Annex | developing country Parties
included information on economic diversification as part of their intended
nationally determined contributions (INDCs).”2 From the current set of NDCs,
economic diversification features prominently in the NDCs of developing
countries whose economies show agreat dependency on oil production, such
as Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the UAE.”®

In addition to enhancing the ability to respond to and address the economic
and socia impactsof climate change response measurestaken by other Parties
pursuant to their UNFCCC and Paris Agreement commitments and NDCs,
economic diversification can enhance the ability of oil-dependent developing
countries to pursue their sustainable development objectivesin the light of
what isincreasingly a policy-driven decrease in demand for fossil fuels.

To address both technol ogy- and policy-driven future declinesin the demand
for fossil fuels, especially oil, many devel oping country governments whose
economies are dependent on these fossil fuels are scaling up their economic
diversification planning and efforts. Decreasing global demand for ail is
leading policymakers in these countries to promote diversification into
alternate economic sectors over the medium and long term, and to protect
and enhance the competitiveness of their oil industries over the short and
medium term. 7

The consideration of economic diversificationinthe context of the multilateral
climate change policy regime should be viewed from the perspective that the
decisions on what and how to undertake economic diversification and any
implied structural transformations are the purview of the national
government(s) and their citizens in the context of the right to development
and Agenda 2030. Thisis becauseit isamatter of sustainable industrial and
economic planning, access to resources, including technology, training, and
transition adjustment relief policies. Measurestaken to address climate change
stimulated by the unilateral action of one party, or under multilateral
agreement, can either present obstacles to planned or ongoing programmes
of economic diversification or accelerate such processes.
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Economic diversificationisboth agoa and amulti-purpose, multidimensional
process, depending on the starting point. For developing countries, this can
range from countries that seek to diversify outputs to those that are more
focused on diversifying their export basket, in terms of its composition,
volume, and direction of trade. Some may seek diversification through global
value change processes, others by avariety of other means. Some countries
have more options and degrees of freedom intermsof policy space and finance
while others have limited diversification options. It entails a broad societal
process which transforms a country from depending on a single source of
income, inthiscaseoil or gas, to a society where multiple sources of income
are generated across the primary, secondary and tertiary sectors, and where
large sections of the population participate, including the private sector.™

Economic diversification should ideally result in devel oping a more robust
range of sectorsthat can provide amore diverse range of goods and services
for both domestic consumption and international trade; enhance the
performance of non-agriculture sectors such as manufacturing, services,
construction, infrastructure, tourism, information and communication
technology, finance, etc.; and significantly contribute to sustaining long-term
economic growth and development of the country and the maintenance or
creation of international competitiveness in the world economy.” In the
context of, for example, oil-dependent developing countries in the Middle
East, economic diversification would be the key towards transitioning away
from oil dependency and creating more resilient economies, under which
revenues from oil and gas production would be used to create infrastructure,
production facilities, education, health, housing and “ soft infrastructure” in
terms of efficient administrative and legal institutions that promote global
competitiveness of the countries.”

Additionally, promoting economic diversification hinges on the equitable
and fair resolution of other issues within the multilateral climate change,
trade, and other regimes, such as the transfer and development of
environmentally sound technologies, the provision of intellectual property
rights flexibilities with respect to the needed technologies, the reflection of
the principles of common but differentiated responsibilities and of special
and differential treatment (SDT) for devel oping countries, and the provision
of new, additional and adequate finance for mitigation, adaptation, economic
diversification, and loss and damage.
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Economic Diversification in Practice
3 Among Oil-Dependent Developing
Countries in the Persian Gulf

A. Economic diversification as a development imperative in the Gulf

OIL-PRODUCING and -exporting developing countriesin the Persian Gulf
region have long recognized that their economic dependency on oil cannot
last. Thisdependency |eavesthem morevulnerableto externally driven shocks
(such asail price shocks and climate change policy response measures) and,
over the long term, to declines in output of a diminishing natural resource.
At the same time, however, the significant revenues brought in by oil have
enabled these countries to improve the economic and social wellbeing of
their peoples, albeit on a relatively fragile and volatile natural resource
foundation and generally through the use of a “rentier social contract” in
which governments distribute oil revenues to their people through, for
example, guaranteed and well-paid employment in the public sector, low or
no income taxes, and subsidized prices for housing, fuel, electricity, and
water.”®

To shift their economies away from oil dependency, develop and maintain
global economic competitiveness, ensure economic and political stability,
provide more jobs for their citizens, and reduce the impact of volatile oil
prices, the Gulf countries have separately embarked on national economic
diversification strategiessincethe 1970s.” In large part, these strategies share
some common themes—they seek to devel op knowledge-based industrialized
economies, strengthen the role of the private sector in their economies, and
attract foreign investment.®



1. Bahrain

In 2003, the Kingdom of Bahrain adopted its Economic Vision 2030. The
kingdom is a small island developing country, consisting of an archipelago
of 33 natural islands with an additional 51 artificial ones with atotal land
area of 765 km?. Average per capita income was around $22,000 in 2019,
although it ishigher for Bahrainis compared with non-nationals. At the same
time, Bahrain faces environmental challenges, including pollution and sea
level rise.®!

Under its Economic Vision 2030, the kingdom seeksto transform its economy
“to ensure sustainability, diversity, competitiveness, and justice, amongst other
goals.” Thisisinrecognition that Bahrain’s economy continuesto depend on
oil revenues, with little diversification away from the oil sector. The national
budget remains captive to the volatility in international oil markets, given
that the Bahraini oil sector accounts for two-thirds of treasury income and
export earnings.

In this context, Bahrain’s Economic Vision 2030 envisions an economy in
whichthemain driver of growth and employment has shifted from the public
to the private sector, and where “productive enterprises, engaged in high
value-added activities, offer attractive career opportunitiesto suitably skilled
Bahrainis.”# It seeks to strengthen the non-oil component of Bahrain’s
economy through diversified economic activity in which thefinancial sector
would be the economic engine and be increasingly complemented by growth
in other high-potential sectors. This would entail the development of its
national tourism sector, strengthening Bahrain’srole as aregional leader in
financial services (including in insurance and Islamic finance), and
development of business services, manufacturing (especially for export
markets), logistics, knowledge-based sectors and innovation.

Through its economic diversification programme, the Bahrain government
seeks to increasingly reduce its dependence on oil revenues for funding
recurrent expenditures through generating additional, non-oil-dependent
revenue sources and reducing subsidies for water, electricity, gasoline and
food consumption, and at the same time use oil revenues to support its
economic diversification efforts through strengthening Bahrain’s education

21



and health care systems, investing in its business and economic environment,
and investing in sustainable development actions such as nature space
conservation, energy efficiency, and investment in technol ogies that reduce
carbon emissions, minimize pollution, and promote the sourcing of more
sustainable energy.®* However, there seem to be no plans for Bahrain to
diversify itsdomestic energy mix away from oil to renewable energy despite
the ready availability of solar energy due to Bahrain’s sunny climate. &

2. Kuwait

Kuwait is the Gulf country that is most dependent on revenues from oil. It
has a large amount of proven oil reserves and a relatively small national
population compared with its Gulf neighbours. It has also long acknowledged
the need to diversify its economy from oil dependence but has been
significantly lagging behind its Gulf peers in terms of its non-oil sector
development. Certain economic diversification policies have been introduced
so far, but their implementation has been largely problematic, and success
limited. The dlow pace of economic diversification and restructuring in Kuwait
has been largely attributed to the government being too reluctant to enforce
therestructuring and opting instead for populist policiesfor the sake of regime
security, including reluctance within parliament to reduce benefits and
subsidies given to Kuwaitis from oil revenues.®

Nevertheless, Kuwait's Vision 2035 New Kuwait Development Plan now
envisions a diversified economy to reduce the country’s dependence on oil
export revenue. Key components of this plan include the establishment of
industrial economic zones, large-scale and environmentally sustainable public
housing, transportation, commercial, and industrial infrastructure
devel opment, and the devel opment and expansion of the oil refining industry
to develop petroleum derivatives. Kuwait also intends to expand its
environmental management and pollution control sectors and build up a
renewable energy complex to be integrated into its domestic energy mix.
Large-scale investments, including public, private, and foreign, are also
targeted and encouraged to go into the development of the country’s
information technology, services, and tourism sectors, with an increasing
reliance on the private sector.?’
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3. Oman

Likeitsneighboursin the Gulf region, Oman isalso dependent onits oil and
gas export revenuesto support its economic devel opment, with such revenues
providing between two-thirds and more than four-fifths of the government’s
annual revenue since the late 1980s. These revenues were used by the
government to establish arentier social contract like those of its neighbours,
resulting in the building of amodern economic infrastructure and an increased
standard of living for Omanis. Unlike its neighbours, however, Oman has
relatively limited oil and gasreserveswhich, if utilized at current production
levels, will run out at some point between 2030 and 2040. This situation has
made Oman'’s economic diversification away from oil and gas dependence
highly urgent.®

Oman’s Vision 2020 set out in 2015 aimed to use oil and gas revenues to
achieve economic diversification by scaling up the contribution of non-oil
sectors — manufacturing, transport and logistic services, fisheries, mining,
and tourism — in the Omani economy. However, low oil prices in the late
2010s, coupled with the impact of the COVID-19 pandemic, reduced such
oil and gas revenues and made it difficult for the government to achieve its
Vision 2020 objectives.®

In late 2020, the government announced the launch of Oman 2040 as the
country’s new blueprint for economic and social development. It set out a
vision for the transition of Oman from an oil-based economy towardsamore
diverse knowledge-based one.®® Oman 2040 envisions an economic
diversification pathway that focuses on technology, knowledge, and
innovation, reinforcing upstream and downstream integration among
economic sectorsto expand the production and export base, diversify trading
partners, deepen investment in high-value-added sectors, and enhance the
contribution of non-oil sectorsto the grossdomestic product (GDP). Through
public-private partnerships, the nurturing of a homegrown private sector, as
well as publicinfrastructure investments, Oman 2040 seesincreasing domestic
innovation, research and devel opment into new technology and knowledge-
based economic sectors that would allow Omani industries to produce
competitive products and services with higher knowledge and technol ogy
components — particularly in tourism, education, manufacturing, trade and
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transport logistics, fisheries, mining, and downstream oil and gas-based
industries. Oman 2040 also envisions ramping up the contribution of
renewabl e energy resourcesto the country’s domestic energy mix from 20%
in 2030 to 35-39% in 2040.%

Sinceitslaunch, implementation activitiesto fulfil Oman 2040 have started,
including the launch of Oman’sIndustry Strategy 2040 that envisionsawell-
devel oped manufacturing base by 2040 |everaging modern technology, local
Omani talent, and the latest innovations; the development of major tourism
sites; the expansion of trade and transport logistics activities; the launch of
new major fisheries-related projects; the launch of renewable energy and
energy efficiency projects; and expanded mineral resource exploration.®

4. Qatar

Through its National Vision 2030, Qatar plans to develop itself into a
developed country that has a prosperous citizenry with a self-reliant and
sustainable economy. To do so, it aimsto continue to rely on its oil and gas
sector until 2030 while at the same time enhancing and diversifying into
non-energy sectors such as knowledge-based technol ogy sectorsto generate
increased employed for Qatari nationals.* In essence, it plansto use oil and
gasrevenuesfromitsoil, gas, petrochemical and heavy industries™ to support
the early stages and foundations of economic diversification and pay for
increasing environmental protection and pollution control.

In this context, Qatar has focused on establishing advanced educational,
training, and health systems; investment into public infrastructure; building
efficient delivery mechanismsfor public services,; encouraging private sector
entrepreneurship and innovation; and supporting theincreasing participation
of Qatari nationalsin the labour force.*®

At the same time, while pushing for a decrease in reliance on oil and gas,
part of Qatar’seconomic diversification strategy continuesto seeoil and gas
playing arolein adiversified economy through the expansion of non-energy
petrochemical servicesand industries (such as plastics and other non-energy
petrochemicals).® Qatar’s National Vision 2030 also seeks to establish a
balance between Qatar’s economic diversification and environmental
protection.
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5.  Saudi Arabia

The biggest of the Gulf countriesin terms of size, population, and economy,
Saudi Arabia’s economic diversification approach is both like and different
fromthose of itsneighbours. The challengesthat it facesreflect commonalities
with other Gulf states but also have significant differences that Saudi
economic plannersare cognizant about. Focusing on Saudi Arabiaisimportant
given itsrole as the world's biggest oil exporter and the second biggest oil
producer. Its success at diversifying its economy away from oil dependency
could highlight possibilities and development pathways that other oil-
dependent developing countries could learn from and apply to their own
national circumstances.

Likeinthe other Gulf states, oil revenue enabled the establishment of arentier
social contract between the rulers and the ruled, with oil revenue being used
to build the Saudi economy, infrastructure, and military, build roads, provide
education, fund social services, subsidize the price of key staples, and even
employ large segments of the population (about two-thirds of working Saudis
are employed in the public sector).*

Saudi Arabia’s current Vision 2030 is the latest in a series of multi-year
development plans since the 1970s that were designed to modernize its
economy and move it away from its dependence on oil for 92% of total
government revenues and almost 50% of national GDP, in recognition that
such dependence is not conducive to long-term economic stability and
sustainability.®® While important advances have been made, Saudi Arabia
has not yet been ableto move and diversify away from its dependence on oil-
based products.*®

Adopted in 2016, Vision 2030 seeks to transform and build athriving Saudi
economy through, inter aia, eliminating many oil subsidiesto help modernize
the oil sector, while capitalizing upon downstream opportunities in oil and
petrochemicals, as well as exploiting the mining of other natural resources,
building renewable energy and military industrial sectors and further
developing the retail, tourism, and manufacturing sectors; and creating a
regional logistical hub, while integrating Saudi Arabiamore tightly into the
regional and global economies:®
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There are plans to expand exploration and development of non-oil
mineral resources such asaluminium, phosphate, gold, copper, uranium
and other raw materials.'®* At the sametime, the oil and gas sector will
continue to play a significant part in the Saudi economy, particularly
with planstoinvest in oil and gasinfrastructure, the doubling of domestic
gas production, the construction of anational gas distribution network,
and the use of oil and gas resources to develop home-grown adjacent
and supporting petrochemical industrial sectors and products.'®

In manufacturing and technology, the localization of renewable energy
and industrial equipment and the development of digital technologies
are key objectives.'® For renewable energy, in particular for solar and
wind, the objectiveisto devel op ahome-grown renewable energy value
chain that includes research and devel opment and manufacturing, and
prioritizing the use of domestically sourced raw material inputs (mineras
and petrochemicals) and expertise, through public-private partnerships
and the introduction of renewable energy into the domestic energy mix
and fuels market.'® Diversification away from oil dependence for
domestic energy applicationsisbased on reforming fossil fuel subsidies
(by raising prices and reducing demand for transport fuels, electricity,
and desalinated water), increasing energy efficiency, using renewable
energies such as solar and wind, expanding the use of gas(e.g., liquified
natural gas and methane), decreasing the use of oil for domestic power,
devel oping nuclear energy, enhancing oil recovery, and developing and
using carbon capture, utilization and storage technol ogies.'®

Creating a domestic military industrial complex is seen as a key pillar
for Saudi economic diversification, in terms of both reducing military
spending (by reducing reliance on foreign military hardware and boosting
domestic sourcing of military equipment to 50% by 2030) and promoting
innovation, devel opment, and export of other domestic industrial sectors
such as industrial equipment (e.g., spare parts and ammunition),
transportation (vehiclesand aircraft), communications and information
technology, as well as the development of a domestic manufacturing,
maintenance, repair, research and development network for defence
technologies.'®

Tourism, real estate development, and the entertainment sector are a'so
important areasfor diversification under Vision 2030. For example, the
government has been investing heavily in the tourism industry with the
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development of tourism and entertainment attractions, development of
historical and heritage sites, and easing of visarestrictionswith theaim
of increasing thetourism sector’s contribution to 10% of GDPby 2030.1%

* Logistics services are seen as a key element in Vision 2030’s
diversification approach in order to capitalize on Saudi Arabia’s
geographic position between Asia, Europe and Africa, with access to
major waterways key to global trade (such asthe Red Sea, Persian Gulf,
Arabian Sea and Indian Ocean).1%®

e Saudi Arabia aso plansto invest in and support domestic companies,
particularly those that already have a leading market share or have
promising growth potential, by promoting their products and services
regionally and globally, especialy in the fields of oil, petrochemicals,
banking, telecommunications, food, health care, and retail, to help them
obtain and devel op overseas markets, export their products, and develop
regional and global corporate presence and market leadership.1®

Such efforts at diversification are starting to bear fruit, as the non-oil part of
GDP spurred growth despite contraction in the oil sector in 2019.*°Hence,
while calling for the development of a more robust private sector in the
kingdom, Vision 2030 |ookstowardsbuilding strategic, state-owned industries
in key economic sectors and thereby expanding a state-led private sector.*!
Much of the funding for Vision 2030’s projects would come from the
kingdom’s sovereign wealth fund — the Public Investment Fund (PIF) —with
the PIF being funded initially through oil revenues and subsequently expected
to raise capital from investments in offshore assets whose revenue would
then be used to develop new economic sectors, develop real estate,
infrastructure, and companies, and fund giant devel opment projects.'

6. United Arab Emirates

The UAE, unlikeits Gulf neighbours, isnot acentralized unitary state. Itisa
constitutional federation of emirates in which the constitutive emirates and
the federal government share power and are allocated specific powers and
jurisdiction under its constitution.** Since its formation in 1972, economic
diversification away from oil dependency has been a clearly stated
governmental policy; it has since then pursued a consistent policy of
diversification under which it hasbecomeaglobal financial and mgjor trading
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centre, a mgjor global tourism hotspot, a commercial and residential real
estate infrastructure development hotspot, a regional and global trade and
transport logistics and services hub, an emerging hotspot for manufacturing,
downstream non-energy petrochemicals and renewable energy, and a centre
for technological innovation. Asaresult, the share of non-oil and gas sectors
in national GDP hasrisen to morethan 70% from alittle over 50% in 2000.1
The UAE promoted industrial development by establishing firms in
manufacturing industries associated with oil and gas, including refineries,
fertilizer plants, and aluminium smelters — essentially using oil and gas
revenues to fuel economic diversification.

The UAE’s Vision 2021 seeks to reduce the share of oil revenues in the
UAE’'s GDP to only 5% by diversifying revenue sources, investments in
non-oil sectors (finance, trade logistics, tourism, real estate, renewable
energy), and trade infrastructure. The UAE’s economy is one of the most
diversified among the Gulf countries, spurred by significant increases in
industrial infrastructure spending (predominately in the aviation, aerospace
and defence sectors), the rising share of services and financial sectors,
significant investments in education, heath care, water, communications,
transportation, tourism, and other non-hydrocarbon sectors, and energy sector
diversification through investment in renewable and alternative energy sources
such as solar, carbon capture and storage, and clean technol ogy. '

To carry forward economic diversification after 2021, the UAE is seeking to
further attract investmentsin scientific research, logistics, health care, food
security, manufacturing and advanced technol ogies, and renewabl e energy.
It recently launched a new industrial strategy intended to make the UAE’'s
industrial sector the main driving force of the national economy by using
domestic expertise and investmentsinto domestic research, development and
innovation to establish and expand Emirati expertise and presence in key
economic and industrial sectors such as energy, petrochemicals, plastics,
metal s, manufacturing, tourism, aviation, financial and banking services, trade
and transport logistics, aswell asthosethat reinforce the country’sresilience
and reduceits dependence on global supply chains, such asfood, agriculture,
water, and health care, and future industrial sectors such as artificial
intelligence and the digital economy, space technologies, renewable energy,
green technology, energy efficiency, pharmaceuticals, and the biotechnology
and medical technology industries.''’
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The UAE’s economic diversification strategy towards 2030 is powered by
the diversification strategies of its two richest emirates — Dubai and Abu
Dhabi. For example, Abu Dhabi’s Economic Vision 2030 has identified the
aerospace and health care equipment industries as the engines of future
growth, alongside established manufacturing industries (such as oil and gas,
petrochemicals and metals) and a number of service industries (including
tourism, education, media, trade and transportation logistics, finance, and
telecommunications), including capital-intensive and export-oriented sectors
(pharmaceuticals, biotechnology and life sciences, construction and
engineering, electronics). The Dubai Industrial Strategy 2030 also targets
the aerospace and medical equipment industries, as well as several other
high-technology activities such as ship repair and maintenance, maritime,
aluminium, fabricated metals, pharmaceuticals, food and beverages, and
machinery and equipment.t8

B. Lessons from Gulf countries’ economic diversification approaches
1. Recognizing the need for transformative change

The national visions'® of various Gulf countries briefly described above
highlight economic diversification as the pathway towards long-term
economic sustainability and prosperity. As they implemented economic
diversification policies over the last two decades, there has been an overall
declineintheshareof oil and gasin GDP and increased spending onindustrial
infrastructure across the region, a rising share in GDP of the services and
financial sectors, major investments in education, health care, water,
communications, transportation, tourism, and other non-hydrocarbon sectors,
and investments in renewable and alternative energy sources such as solar,
carbon capture and storage, and clean technology. The Gulf countries have
also strengthened their food security by acquiring large areas of farmland
outsidetheir own nationa bordersand investing heavily in major agricultural
projectsin Sudan, Ethiopia, Egypt, Turkey, Ukraine, Kazakhstan, Philippines,
and Brazil .1

The underlying strategy isto move their economies away from rent-seeking
reliance on oil or gas coupled with an allocative approach to welfare
distribution, towards devel oping economiesin which incomes are generated
through the production of non-oil/gas goods and services. Thiswill requirea
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transformative type of economic diversification that will fundamentally
change the underlying conditions for economic activity and governance in
these countries.

2. Addressing external climate and geopolitical shocks, economic
uncertainty, the global energy transition, and structural barriers

There are structural and political barriers that need to be addressed, such as
highly volatile globa economic conditions, intra-Gulf economic duplication
and competition, and domestic political challenges.*?! For example, low oil
prices in the mid- and late 2010s led to budgetary deficits and consequent
fiscal consolidation in the Gulf oil-exporting countries, making it difficult
for their governments to invest more in their economic diversification and
domesticindustrialization efforts.’?? Theimpact of the COVID-19 pandemic
caused a global collapse in oil demand and a consequent global oil price
shock that adversely impacted thefiscal position of oil-exporting devel oping
countries.?® However, by late 2021, demand for and prices of fossil fuels,
particularly oil, had rebounded although significant volatility remains.*

The armed conflict between Russia and Ukraine, with the latter being
politically and materially supported by the European Union, NATO, and their
alies, is having significant impacts on global energy and agricultural
commodities markets. These include disruptions in global exports of
agricultural commodities from Ukraine and Russiaand a policy-driven shift
away from reliance on Russian oil and natural gas exports on the part of the
European Union. These affect Gulf countriesin various ways.

The Russo-Ukraine conflict reflects underlying longstanding geopolitical
tensions between Russia and the global North. The impact of punitive
economic sanctions imposed by the global North on Russia has disrupted
global oil and gas markets and caused oil and gas pricesto increase sharply.®
Additionally, the conflict has caused price shocksto other global commodity
markets such as wheat, various metals, and other commodities, as well as
increasing global food insecurity.'?

As European countries dependent on Russian oil and gas supplies scramble
to seek new sources, they have turned to Gulf countries.**” Theimpact of the
conflict on Gulf countries varies, ranging from concerns over theincreasing
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cost of their food and other imports from Ukraine and Russia, expectations
of increased revenues dueto sharp increasesin oil and gas export prices, and
adverse impacts on tourism and other non-oil or gas sectors, to geopolitical
concerns of balancing between the global North and Russia.*?® One of the
most visible impacts on Gulf oil-dependent countries has been on the
expanded market opportunitiesfor their oil and gas producersasalternatives
to Russian suppliers in both Europe and Asia, although at the same time,
there could be increased competition in Gulf countries existing oil and gas
marketsin Asia (such as Chinaand India) as Russian suppliers lower prices
to attract Asian consumers.'® This hasled some Gulf countries such as Saudi
Arabiato explore expanding oil and gas production capacity.**

At the same time, however, there is also agrowing recognition that the pace
of oil demand growth is likely to slow over time, eventually plateauing or
declining, as efficiency improvements, technological advances, climate
change and environmental policies and changing social preferences lead to
substitution away from oil in sectors (such as transportation) which have
historically driven oil demand growth.**! Thisrecognition of the global energy
transition is permeating oil producer countries’ policymaking, leading them
in various ways to undertake various strategies intended to place their
economies on apathway for transition away from oil and gas dependency.t*?
Oil demand isunlikely to increase over the next few decades and the viability
of renewable energy and its sharein global and national energy mixes are at
an inflection point.**

The possible impacts, for example, of multilateral and national climate
change-related mitigation-focused response measures on oil, gas, and coal
demand®** will likely play a significant role in long-term economic
diversification strategies. Theseimpactswill include not only technological,
production, and consumer shifts away from fossil-fuel-energy-consuming
production and consumption but also changes in the direction of financial
investments. Reduced demand for oil, for example, will turn the oil reserves
of many oil-producing and -exporting developing countries such asthosein
the Gulf into stranded assets. Some studies have shown that to meet the
ParisAgreement’s 2°C long-term temperature goal, athird of oil, half of gas,
and 80% of coal reserves need to be kept in the ground —in the Middle East
alone, for example, about 260 billion barrelsof oil reserves should bekeptin
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the ground, on top of the economic losses associated with the stranding of
existing oil extraction and production equipment.**> Furthermore, for the Gulf
countries, the emergence of the United States as among the biggest global
oil and gas producers has decreased their share in the global oil market.%®

However, the speed of the energy transition globally is highly uncertain,**’
and neither will such transition be uniform across countries or world regions.
What thismeansisthat any economic diversification strategy adopted by the
Gulf oil production- or export-dependent countries will be conditioned by
the speed of the energy transition, during which the oil sector will continue
to play akey roleinthese economies, including intheir diversification efforts.
These countrieswill then need to be more strategic in devel oping their energy
sector, including renewables, and diversifying their economies. Their success
or failurein doing so and the speed at which they transition to morediversified
and more resilient economies will also shape the global energy transition.'*

For Gulf countries, aswell asfor other oil production- and export-dependent
developing countries, their economic diversification effortsand the pace and
direction of the global energy transition will be co-dependent and synergistic.
For example, as Gulf countries push and succeed in their economic
diversification efforts, they would be able to make their economies more
resilient to external oil price shocks; on the other hand, failure in their
diversification efforts could result in morevolatility inthe global oil markets
asthe oil exporters seek to control production and supply in order to push up
prices—doing so, however, would likely speed up the global energy transition
as consumers shift to energy-efficient and non-fossil-fuel-dependent
technol ogies and products.**

This means that the economic diversification efforts in the Gulf countries
are not linearly progressive —i.e., they will also be sensitive to changesin
external and internal circumstancesthat may make economic diversification
more or less of a national policy priority.** For example, in the late 2000s
and early 2010s, high oil pricesbrought in high levelsof governmental revenue
that in effect disincentivized economic diversification efforts, while a sharp
fall inoil pricesin the mid-2010s coupled with other economic and political
shocks (such asgeopolitical tensionsand conflict in the Gulf area) highlighted
economic vulnerability and triggered a renewed effort for economic
diversification.***
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What remainsto be seen iswhether the high oil and gas prices brought about
by the COVID-19 pandemic and the Ukraine-Russia conflict, together with
the concomitant higher revenue streams these will bring to the Gulf oil-
dependent countries, will provide additional resources for continued
diversification or instead disincentivize national economic diversification
efforts.**? The record of success in terms of diversifying away from oil
dependence in these Gulf countries is mixed. Even as they developed non-
fossil-fuel industries, services, and other sectors and reduced the relative
size of the oil sector in their economies, the contribution of the oil sector to
their economies remains high.**

What these imply is that when it comes to adopting and implementing
economic diversification strategies, particularly among oil-dependent Gulf
countries, policymakerswill need to consider significant levelsof uncertainty
about the progress of key trends such as how fast and uniformly a global
energy transition will take place, whether there will be a sudden and sharp
discontinuation in oil demand as a result, or whether oil will continue to be
used for energy and non-energy purposes.

3. Enhancing the role of a developmental state for planned economic
diversification

Economic diversification in oil production- or export-dependent developing
countries, as can be seen in the Gulf, would generally be through a planned
and policy-driven economic transition driven by the government, in which
the public sector, rather than purely market-driven approaches, playsamajor
part in devel oping new economic activitiesand in encouraging private sector
development.’* The diversification processis often conditioned on aplanned
transition with the possible continued role of the oil sector intheir economies
as a source of material inputs into other, non-energy uses of oil (such as
petrochemicals and plastics) to generate revenue.*®

This will require, among other things, sufficient policy and fiscal space at
the international and domestic level for national policymakersto be ableto
design and implement the appropriate mix of policy, fiscal, investment and
other instruments that would be needed to make sure that economic
diversification is undertaken in amanaged manner so asto avoid or mitigate
adverse economic and social consequences.
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Furthermore, given the heterogeneity among individual Gulf countries and
their different economic, population, and land and natural resource
endowments, economic diversification policies would need to be tailored
according to each country’s specific national circumstances (no “one size
fits al”).’ In the context of the Gulf countries, economic diversification
means reducing their heavy dependence on the oil sector by developing a
non-oil economy, non-oil exports and non-oil revenue sources and, by
implication, reducing the leading role of the public sector in these countries
by promoting the growth of the private sector.

The Gulf countries tend to incorporate their economic diversification
strategieswithin abroader national planning document that outlinestheaims
and aspirations of the rulers for their countries. These plans vary in scope,
level of detail and in quality, often highlighting broader targets which areto
be implemented through detailed plans and spending budgets. As noted by
an author, “Even though many of the plans have been drafted with input
from international consultancy firms, and thus may represent some degree
of ‘knowledge transfer’ related to ideologies and international best practice
etc., such plans are ultimately official documents, prepared in ministries,
discussed among top decision makers, and approved by thelocal rulers, who
thereby subscribe to the overall ideas and conclusions embodied in the
plans.” 4/

4. Using an integrated and cross-sectoral industrialization and
diversification strategy

To achieve economic diversification, Gulf countries generally seek to invest
their current oil and gas revenues in economic assets such as infrastructure,
production facilities, housing, education, health, and “soft infrastructure’
such as administrative and legal practices etc., to develop international
competitiveness and generate a future income.

The economic diversification plansthat they have put forward generally take
athree-step approach:#

(1) Diversification within their oil and gas sector by using crude oil or gas
output to produce downstream products, such as petrochemicals,
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)

©)

fertilizer and chemicals, or ascheap fuel in energy-intensive industries,
such as aluminium or stee!;

Further diversification within already successful activities or sectors
within their respective economies. Theseinclude banking or processing
raw aluminium in Bahrain; logistics, the seaports and trade sector in
Dubai; the trade sector in Kuwait; and the liquified petroleum gas
industry and steel millsin Oman;

Introduction of new sectors, industries or activities which hold high
growth potential within aglobalized economy, such asaviation (airports,
airlines, and air transport servicing and logistics), tourism and hospitality
(such as conference and experiential tourism), real estate, logistics and
business services or, within manufacturing, high-technology-content
products like smart technologies or green technol ogies.

More specifically, the approaches undertaken by Gulf countries to achieve
economic diversification (and development in general) feature the
following:14°

The development of the physical and socia infrastructure, including
investments in public infrastructure, education and health care as
essential foundations for non-oil economy growth;

The development of capital-intensiveindustriesthat utilizethe country’s
oil and gasresourcesfor the production, for example, of steel, aluminium,
fertilizer and petrochemicals (i.e., chemical components derived from
oil which serve as building blocks for products such as detergents,
adhesives, plastics, fibres, lubricants and gels);**

The development of other manufacturing industries such as cement,
construction materials (plaster, cladding, rebar, window frames etc.),
electrical products, textiles, clothing, furniture and household items;
The development of other productive sectors and services such as
agriculture (animal production, poultry, dairy products), trade, banking,
financial servicesand, sincetheearly 2000s, aviation, real estate, tourism,
and investments in overseas assets (e.g., hotel chains, harbours, real
estate) to be managed from the Gulf;

The reduction of the direct role of the public sector as an agent of
economic growth by privatizing publicly owned companiesand utilities
and reducing domestic subsidiesfor water, electricity, housing, and food,;
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Theimplementation of demand-side measuresto reduce domestic fossil
fuel energy use and the integration of renewable energy into their
domestic energy mix given their great potential for renewable energy
(especidly solar and wind) to supply rising domestic energy demand
and complement and eventually supplant domestic oil or gas use as
well as provide anew energy export revenue stream. ™!
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Conclusions and Recommendations

A. Equity, sustainable development, and international cooperation

THE lessons coming from the economic diversification experience of Gulf
countries highlight the integrated and complex nature of the sustainable
development challenge facing oil production- and export-dependent
developing countries. Thischallengeismade particularly more acutein light
of global economic volatility, the gathering pace of the global energy
transition, the adverse effects of climate change and other environmental
degradation processes, and imposition of climate change policy response
measures by other countries.

It should be recalled that Article 4.10 of the UNFCCC calls on Parties to
“take into consideration in the implementation of the commitments of the
Convention the situation of Parties, particularly devel oping country Parties,
with economies that are vulnerable to the adverse effects of the
implementation of measures to respond to climate change. This applies
notably to Parties with economies that are highly dependent on income
generated from the production, processing and export, and/or consumption
of fossil fuels and associated energy-intensive products and/or the use of
fossil fuels for which such Parties have serious difficulties in switching to
aternatives.”

To implement Article 4.10, governments should ensure that the design and
implementation of climate change response measures are equitable and do
not adversely affect developing countries that are dependent on fossil fuel
production, processing, and export. This would include, for example,
supporting their economic diversification effortsthrough finance, technology



transfer, and the provision of appropriate policy space and flexibility to
experiment with different national economic policies to find the policy mix
that is best and most appropriate for their national context. Because of the
economic nature of the systemic and structural changes that are needed to
rapidly undertake effective economic diversification in the context of
sustainable development and poverty eradication, national and multilateral
climate change policy response measures need to be robust but at the same
time equitable and flexible. Ensuring this is the case would be consistent
with the principle of CBDR embedded in the UNFCCC and its Paris
Aqgreement.

Promoting and accel erating arapid transition away fromfossil fuels, including
by stopping the further expansion of fossil fuel production, as part of the
package of urgent climate change response measures that need to be
undertaken within this and the next decade will require that developing
countries (particularly those that are dependent on oil and gas production
and exports), including their governmentsand civil society, fully understand
the necessity, scale, speed and practical means by which such transition can
be done in a manner that will also address their longer-term sustainable
devel opment objectives, including the need to ensure equitable energy access
for agrowing population and domestic economic growth in these devel oping
countries.

In this context, the developed countries, considering their historical
responsibility, current capabilities, and continued high per-person emissions,
must continue to take the lead in reducing global greenhouse gas emissions
through domestic emissions reductions and in providing climate finance and
technology transfer to developing countries.

Developing countries will have to ensure that their long-term sustainable
development prospects are climate-proofed and made more climate-resilient
by putting in place needed adaptation and economic diversification policies
and strategies in amanner that is socially and economically equitable. This
would imply looking at, inter alia:

*  The energy access and energy infrastructure transformation to clean/
renewable energy possibilitiesfor developing countries, in light of their
sustainable devel opment objectives;
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Thetechnological and financing (including investment) needsfor such
transformation and ensuring that ajust transition takes place, particularly
in developing countries concerning their workforce and their
marginalized and vulnerable populations, and ensuring that social and
economic conditionsfor their populationsremain stable or areimproved
and that national development objectives will be achieved;

| dentification of the economic diversification and transition sectorsthat
could be devel oped in the economies of those devel oping countriesthat
are likely to be adversely affected by emission-reduction-focused
response measures of other countries, particularly in light of current
economic contexts and existing sectoral dependencies and the need to
avoid non-solutions (such as bio-energy carbon capture and storage,
carbon trade markets, and geoengineering), or by initiativesto halt further
expansion of fossil fuel production;

Identification of key equity considerations from a developing country
context interms of the extent of diversification, financing requirements,
technology requirements, social impacts, economic impacts, and
transition costs, and other considerations associated with ensuring that
thereisajust transition in countries from today’ s fossil-fuel-dependent
economies (whether in terms of export or import dependence or energy
dependence) to ones that are more climate-resilient and adapted,;
Identification of international cooperation arrangements under the
UNFCCC and its Paris Agreement that need to be enhanced or scaled
up to better address equity, economic diversification, just transition for
theworkforce and other marginalized sectors, and theimpact of response
measures (including in climate finance, technol ogy transfer, adaptation
financing, and loss and damage financing).

Thisisparticularly important for those devel oping countrieswhose economies
rely on fossil fuels, whether in terms of imports for energy, exports as
commodities, or for domestic energy use (e.g., for industry, transportation,
aviation, heating/cooling, residential power, or desalination). For such
countries, the key question that needs to be answered is how the economic
needs that are currently filled by fossil fuels can be met — e.g., providing
cheap usable energy to fuel the economy and generating revenue that can be
used to provide income support to their populations and thereby maintain
internal civil stability.
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Corollary questions would include:

»  what economic sectors would be viable targets to diversify to,

* at what speed the transition and diversification should take place
considering the specific economic, resource endowment, political, and
social circumstances of the country, and

*  what can be done with the fossil-fuel-oriented infrastructure and other
assets in the country to ensure their contribution to economic
productivity.

Connected to thisisthe question of what then are the commensurate support
measures that should be put in place at the international level through
international cooperation under the ParisAgreement to addressthese concerns
and ensure that economic diversification and just transition take place in a
manner that promotes rather than negates sustainable economic, political,
and social development in devel oping countries.

Therefore, proactive engagement by fossil fuel-dependent developing
countriesinthese processesisvery important, particularly to definethe policy,
economic, and support measures that need to be undertaken to achieve
effective economic diversification and just transition.

Indeed, an essential part of climate change response measures is the
fundamental question of energy as the critical enabler of development and
good health. Shifting from dirty to clean energy is a vital step towards
integrating health, energy, climate, and other priorities. In this context, the
model of energy provisioniskey. Decentralized, demand-driven, clean, and
renewabl e energy can power rural and peri-urban economic activities, health
facilities, and systems for sanitation and hygiene, and enable effective
irrigation and farming everywhere. Better access to clean energy makes
communities more resilient to health and other shocks and is essential for
economic development and the process of economic diversification.

In arecent paper by Muttitt and Kartha,* they point out that different countries

will havedifferent challengeswhen it comesto transitioning away fromfossil
fuel dependence because of different national circumstances. They highlight
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that equity considerations applied to fossil fuel dependency mean that richer
and more diversified economies (such as those in developed countries) are
better ableto phase out fossil fuelsmore quickly, and that fossil fuel-dependent
developing countries should prioritize industrial policies that can engender
rapid economic diversification in amanner that providesfor asocietally just
and equitable transition.

B. Elements for reflecting equity in international cooperation for
economic diversification

Addressing climate justice and equity considerations is a key step towards
being able to ensure that global climate action is taken in a manner that is
just and equitable, supporting an effective and just transition for communities,
workers, and marginalized sectors in developing countries while also
addressing social and economic inequalities on along-term and sustainable
basis.

The UN Conference on Trade and Development (UNCTAD) has identified
the challenges faced by developing countries due to diminished fiscal and
policy space, increased indebtedness, limited COVID-19 vaccine rollout,
shocksarising from climate change, deepening economic and socia divisions,
intensified income and wealth inequalities, an unstable insertion into global
financia markets, and capital flow volatility. It noted that devel oping countries
confront the dilemma of having to pursue economic development while
keeping emissions and resource consumption within the ecological limits of
the planet, requiring new strategiesthat pursue structural transformationin a
climate-constrained world while at the same time having to do so from a
position of structural weakness in today’s hyperglobalized economy and in
terms of institutional weaknesses in their ability to mobilize domestic
resources.”™ These interlinkages underscore the need to strengthen the
coherence and consistency of theinternational financial, monetary and trading
systems to include investment, development policy and environmental
institutions and platforms, and to have deeper coordination in the areas of
tax, competition and non-economic issues such as climate change, disaster
risk, human rights, gender and migration given that the integrated nature of
these risks can only be addressed through joint action.™
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Toensurethat equity isreflected in global climate change response measures
and their impacts and considering the number of interlinked and serious
problems arising from present development trends as well as historical
colonialism and globalization,** an alternative, equity-oriented and
ecologically harmonious development approach for the South should be
adopted.

1.  Strategic and proactive national economic development policies

In this context, at the national level, developing countries (especially those
that are oil-dependent) should pursue a strategic and proactive approach to
shaping and reshaping national economic development policies. Inthisregard,
the role of a developmental state™® will be important in triggering, driving,
and guiding sustainable societal and economic transformation that would be
focused on theimplementation of greenindustrial policiesthat are appropriate
to national economic circumstances.

UNCTAD has recommended®™’ that the tragjectory of development for
developing countries should be to build a diversified low-carbon economic
system, powered by renewable energy sources and green technologies, and
where economic activities within and across sectors are interconnected
through resource-efficient linkages. Such asol ution maintains manufacturing
asacentral objective becauseimportant elementsof structural transformation
towards a more resilient low-carbon economy will, in most developing
countries, continue to depend on the diversification into high-productivity
high-wage activities.

A rapid transition away from fossil fuelsglobally will require, inter alia, that
developing countries (particularly those that are dependent on oil and gas
production and exports) do soinamanner that will also addresstheir longer-
term sustainable development objectives, including the need to ensure
equitable energy access for a growing population and domestic economic
growth in these devel oping countries.

Theenergy transition, along with an emergent circular economy, can provide

opportunities for a reduction of the carbon footprint of traditional
manufacturing, aswell asfor the manufacturing of devicesfor alow-carbon
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economy. The transition to renewable energy and progress with the circular
economy can increase the scope for industrialization for a broad range of
devel oping countries because they decouple economic activitiesfromreliance
on expl oiting non-renewabl e natural resource endowments. Activitiesrelated
to renewable energy production and the circular economy can, according to
UNCTAD, operate at alow scale, opening business opportunities for small
firms and rura areas, help to diversify economic production structures and
reduce many countries dependence on the production of a narrow range of
primary commodities. This could, in turn, enlarge the tax base and foster
domestic resource mobilization as a source of development finance.*®

None of these transformations are likely to occur without a devel opmental
state. Successful structural transformationshave generally relied on proactive
government policies and effective regulations. Fiscal and monetary policy
should be more targeted and directed to provide liquidity when needed to
spur productivity in the real economy and manage demand. In addition to
undertaking large-scal e publicinvestment and financing, sustainableindustrial
policiesand the establishment of appropriate participatory governancewould
be needed to ensure that there would be clear rulesto govern and implement
societal and economic transformation that has political legitimacy and social
buy-in from various social and economic sectors.**®

Developing countries such as those in the Gulf that have a high level of
dependency on economic sectors vulnerableto the adverseimpactsof climate
change or to climate change response measures would need to be more
strategic and foresighted. Building on existing industries, governmental
support in the form of policies, standards setting, industrial subsidies,
investment channelling, skillsretraining, technology upgrading or retrofitting,
or other formsof support, could be deployed to help actorsin these economic
sectors, and the jobs that are dependent on these, to adapt and prepare better,
to reactivate production and supply chains, and incentivize restructuring to
build, diversify, and re-orient productive capabilities to increase resilience
to future shocks. As the next step, targeted green industrial policies that
foster innovation and circularity should be at the forefront to build
manufacturing industries that are sustainable and resilient against future
disruptions. To achievethis, investmentsin green technol ogies and resource
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efficiency tools will be key as new alternativesfor the organization of global
production networks and value chains are identified.®

Hence, developing countries would need to pursue equity- and ecology-
oriented economic policies for sustainable development and economic
diversfication. Thiswould include the development of appropriate regul atory
regimes and policies that incorporate the three aspects of sustainable
development (environmental sustainability, economic development, and
social development) into an integrated and multidimensional policy
package.'*! Theseinclude:

*  Recognizing the economic and social value of environmental resources

»  Conserving resources and restoring damaged environments and
ecosystems

*  Enabling prices to better reflect environmental value, while ensuring
access by the poor to basic goods and services

*  Prioritizing and funding the critical role of the public sector to promote
environmental and economic diversification objectivesthrough financid,
industrial, and technol ogical policiesand measures, including subsidies,
incentives, use of government investment and budget, and placing limits
on pollution and over-use of resources through regulation and other
policies

*  Regulating the market

*  Recognizing and addressing the link between livelihoods and living
conditions of rural communities and the environment

*  Promoting sustainable consumption patterns and addressing their links
to the environment, poverty, and equity

*  Ensuring food security, rura livelihoods, sustainable agriculture, and
sustainable industrialization

* Avoiding environmental and natural resource management policy
approaches in which ecosystems and natural resource sectors (such as
forests, coastal areas, land) become the basis for investment in or the
development and sale of speculative financial instruments secured by
ownership, usufructuary, or exploitation rights by private sector agents
over such ecosystems or natural resource sectors.



In the context of the oil-dependent Gulf developing countries, while
considering their different national circumstances and noting their economic
diversification approaches as discussed above in this paper, a sustainable
and strategic economic diversification approach could prioritize, inter alia:

(1) Diverdificationinto and within existing non-fossil-fuel sector activities
or sectorswithin their respective economies. These include banking in
Bahrain; logistics, the seaportsand trade sector in Dubai; the trade sector
in Kuwait; and fisheriesin Oman.

(2) Introduction of new sectors, industries, or activities with high growth
potential such asaviation (airports, airlines, and air transport servicing
and logistics), education, tourism and hospitality (such as conference
and experiential tourism), finance, rea estate, logistics and business
services or, within manufacturing, high-technology-content products
produced using low- or no-emissions production methods.

(3) Scaling up investment in: (a) the development of public physical and
social infrastructure, including education, health care, and basic social
protection, as essential foundations for non-oil economy growth,
improving labour productivity and lowering production costs; and (b)
domestic product and market research into and devel opment of products
and services that require low or no emissions.

(4) Theimplementation of demand-side measuresto reduce domestic fossil
fuel energy use and theintegration of renewable energy (especialy solar
and wind) into their domestic energy mix to supply rising domestic
energy demand and complement and eventually supplant domestic oil
or gas use aswell as provide anew energy export revenue stream.

To improve the design and implementation of economic diversification
strategies, particularly for oil-dependent devel oping countries, modelling tools
are needed that explore sectoral impacts as well as macroeconomic impacts
and distributional impacts on workers, individual s and househol ds, and micro
and small, medium-sized and large businesses.’®> These tools should help
governments identify responses to the following questions in terms of
designing and implementing their economic diversification strategies:

*  What are the scope and challenges around economic diversification
considering national circumstances and the country’s long-term
sustainable development objectives?6

45



2.

What kinds of guidelinesand case studies could be used in the different
regional contexts?

What are the finance and technol ogy needsthat would arise from seeking
to promote aspects of economic diversification in responsesto measures
implemented to address climate change?

What arethe best approachesto ensuring just transition and decent work
in responding to the required changes induced as an economy seeksto
respond to set(s) of response measures, or more broadly structural
transformation?

The policy literature often highlights the importance of infrastructure,
especially energy infrastructure, in attaining economic progress and a
diversified economy. In thisregard, what are the types of infrastructure
investment that would be useful to support economic diversification,
including in the energy sector?

What would be the role of broader integration into and effective
participation in global value chains and international markets in
supporting economic diversification? Should trade integration be seen
asthedriver or asthe result of economic diversification?

What governance institutions and regulatory reforms would be needed
to support economic diversification efforts?

What are the support measures that need to be put in place in order to
support and equip the domestic population to absorb and benefit from
economic diversification efforts?

What are the measuresthat need to be put in place to maintain economic,
social and political stability during and after economic diversification?

Equity-oriented international cooperation arrangements

Addressing the twin devel opment and climate change challengesrequiresan
integrated approach to trade policy, economic diversification, the devel opment
of productive capacity, environmental policy, investment policy, and
intellectual property policy, among others. This approach should ensure that
the overall development approach is “climate-friendly”, aleviates poverty,
achieves development, and improves standards of living while adapting to
and mitigating climate change.
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At the international level, governments should pursue international
cooperation and support as essential elements to ensure that the national
development and economic diversification efforts of developing countries
are not undermined or undone. In this regard, there are three key elements
for international cooperation and support:1®*

*  Ensuring that developing countries development policy space is not
constrained or limited by multilateral rules, particularly in the
international trade, investment, finance, and taxation arenas

»  Ensuring transfer of environmentally sound and climate-change-related
technologies to devel oping countries

*  Ensuring adequate financial support to developing countriesfor climate
change actions, sustainable devel opment, and economic diversification.

A proposed matrix for specific actions that can be considered in relation to
the key elements above is as follows:

International General Action Specific Actions
Cooperation
Element
(@ Ensuring Implementing and enhancing | To addressthe problemsrelating to
developing intellectual property right (IPR) | IPRs in relation to the effective
countries flexibilities for environmental | transfer of technology relating to

devel opment goods (including the use of | environmental goodsto developing
policy space compulsory licensing by | countries, leading towards the
developing countries) development in these countries of
their endogenous technological
base to produce their own
environmental goods, thefollowing
should be considered:

» Ensure that intellectual
property  rights and
agreements, including the
WTO Agreement on Trade-
Related  Aspects  of
Intellectual Property Rights
(TRIPS), are not interpreted
or implemented in a manner
that limits or prevents
developing countries from
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International
Cooperation
Element

General Action

Specific Actions

taking measures to address
environmental problems;
Cooperate to establish global
poolsfor environmental goods
and technologies to promote
effective globa environmental
action;

Creation and enhancement by
developed countries, aswell as
other countries which deem
themselves to be in a position
to do so, of appropriate
incentives, fiscal or otherwise,
to stimulate the transfer of
environmentally sound
technology by companiesfrom
developed countries to
developing countries;
Respect and refrain from
challenging the use by
developing country Members
of the full flexibilities
contained in the TRIPS
Agreement, including
compulsory licensing and
patent revocation, in particular
in cases of refusalsto license;
Ensure that the process of
providing compulsory licences
with respect to environmentally
sound technologies under the
TRIPSAgreement ismadeless
cumbersome for developing
countries,

Adopt and enforce measuresto
provide differential royalty
pricing between firms from
developed and developing
countries with respect to IPR-
protected environmental
goods and services, with firms
in developing countries being




International
Cooperation
Element

General Action

Specific Actions

offered fair and most
favourable royalty prices;
Review and amend existing
relevant national intellectual
property rights regulations in
order toremovethebarriersand
constraints affecting the
transfer, absorption, and
innovation of technology
relating to environmenta goods
and the provision of
environmental services in
developing countries;
Promote, through effective
national regulations and
bilateral, regional, plurilateral
or multilateral arrangements,
innovativeintellectua property
rights sharing arrangementsfor
joint  development  of
environmental goods and
services among firms in
developed and developing
countries;

Limit or reduce the minimum
period of patent protection on
environmental goods,
including through appropriate
amendment of  TRIPS
Agreement Article 33;
Prohibit “evergreening” of
patents with respect to
environmental goods (i.e.,
prohibit extensions of the
effective period of patent
protection through the
patenting of incremental
changes to a previously
patented product);
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International
Cooperation
Element

General Action

Specific Actions

 Developed countriesshould, in

the case of privately owned
environmental technologies
and services, undertake
measures to prevent the abuse
of intellectua property rights,
including rules with respect to
their acquisition through
compulsory licensing, withthe
provision of equitable and
adequate compensation;
Developed countries should
purchase patents and licences
of privately  owned
environmental technologies
and services on commercial
terms for their transfer to
developing countries on non-
commercial terms as part of
development cooperation for
sustainable development,
while taking into account the
need to protect intellectual
property rights;

Agreement on awaiver of the
enforcement of TRIPS
Agreement obligations with
respect to environmentally
sound technologies and
climate-related technologies
(including a waiver of all
IPR royalty paymentsfor these
technologies), plus a package
of technical assistance and
capacity-building support to
develop endogenous
technologies
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International General Action Specific Actions
Cooperation
Element
Reflecting and | This means that developing

operationalizing special and
differential treatment for
developing countries in
international trade
agreements

countries, including least-
developed countries, must have
greater flexibility and policy space
with respect to their tariff
commitments in relation to
environmental goods compared
with developed countries. Thisaso
means that both the quantum and
scale of tariff reductions to be
undertaken by developing countries
must be less as compared with those
to be undertaken by developed
countries. This is because such
policy space in relation to tariff
commitments — e.g., the retention
of as much space as possible
between the bound and applied
tariff rates — for developing
countriesisessential for themto be
ableto usetrade policy in amanner
that would be appropriate to their
needs and circumstances.

Explicit prohibition of
unilateral trade
protectionism, including
border adjustment measures,
asenvironmental or climate
change response measures

There is great concern that the use
of trade measures by developed
countries presumably to address
environmental concerns (such as
climate change) may in fact have
the effect of restricting the market
access of developing country
products in developed countries
and of enhancing the competitive
edge that developed countrieshave
inglobal trade. Thiswould damage
the trade and development
prospects of developing countries
and therefore result in the non-
achievement of the objective of
sustainable development. To
addressthese concerns, there could
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International
Cooperation
Element

General Action

Specific Actions

be explicit agreement among
governments to prohibit unilateral
trade measures on environmental
groundsthat would have an adverse
impact on, or discriminate against,
the trade of developing countries.

Ensuring fairer treatment for
developing country subsidies

Some developed countries provide
their industries with billions of
dollarsin subsidiesfor research and
development (R&D) of
environmental goods. These
subsidies create a distinct
competitive advantage for
developed countries in relation to
the production of such goods since
developing countries often lack the
financia resources to match these
developed countries’ subsidies. At
the sametime, devel oping countries
are also constrained by the WTO
rules from using many other types
of subsidies that had been used by
developed countrieswhen thelatter
were in their development phase.
For developing countries, subsidies
and other incentives are important
tools that can be used to promote
economic diversification and
sustainable development. Such
subsidies should of course be well
designed and implemented properly
to ensure they meet sustainable
development goals. Incentives
(subsidies, access to credit, tax
breaks, etc.) should be provided to
producers and consumers in
developing countries to promote
good production processes and
products (e.g., renewable energy,
sustainable agriculture, no-
emissions cars) rather than
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International
Cooperation
Element

General Action

Specific Actions

increased consumption. In this
regard, measures implemented by
developing countries with aview to
achieving legitimate development
goals, such as regional growth,
technology  research  and
development funding, product
diversification and development and
implementation of environmentally
sound methods of production,
should be treated as non-actionable
subsidies under WTO subsidies
rules.®

Having a “peace clause” on
engaging in  dispute
settlement (including in the
WTO) concerning trade-
related environmental
measures of developing
countries and casesinvolving
domestic climate change-
related measures by
developing countries (such as
subsidiesto develop domestic
green economic sectors) that
might be inconsistent with
WTO rules

Given theimportance of supporting
the shift by developing countriesto
asustainable development pathway,
they may need trade measures to
render their environmental policies
more effective. These may include,
but are not limited to, subsidies as
defined under the WTO Agreement
on Subsidies and Countervailing
Measures. Because of the special
needs and circumstances of
developing and |east-developed
countries, especialy in the context
of their relatively greater
vulnerability to the adverse effects
of climate change and
environmental pollution, greater
flexibility should be provided to
these countries with respect to the
use of such measures. Inthisregard,
establishing aperiod of duerestraint
among WTO Memberswith respect
to the use by developing and |east-
developed countries of such
measures would be a useful way of
supporting economic diversification
and a shift to a sustainable
development pathway.
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(b) Ensuring
transfer of
environmentally
sound and
climate-change-
related
technologies to
developing
countries

It is now widely recognized
that developing countries
require significant transfers
of finance and technology if
they are to implement their
Paris Agreement NDCs and
make the shift to more
equitable and ecologically
harmonious and sustainable
development. Technology
transfer is essential for
meeting the human and
sustainable development
objectives of providing
people and enterprises in
developing countries with
the means to create
employment based on
principles and practices that
are both environmentally
sound and economically

efficient.

Technology transfer has to be
undertaken beyond the commercial
arena, and aproactiverole of public
policy at national and international
levels is required to enable
developing countries' access to
technology, particularly given that
technology transfer is not merely
theimport or purchase of machines
and other hardware at commercial
rates. A central aspect of
technology development and
transfer is the building of local
capacity so that people and
institutionsin developing countries
can design and make technologies
that can be diffused into the
domestic economy.'®® The focus
should be on real and effective
transfer, as provided for in Article
4.5 of the UNFCCC and Article 10
of the Paris Agreement (including
financing), of environmentally
sound technologies to developing
countries using bilateral or other

technology  transfer  and
development cooperation
programmes to help with

technological retrofitting and
jumpstart endogenous technology
development in developing
countries, rather than through tariff
and non-tariff liberalization.

Therearethreedistinct components
of technology that can be
transferred:

+ physical assets, such as
plants, machinery, and
equipment;

54




International
Cooperation
Element

General Action

Specific Actions

+ information, both technical
and commercial, relating to
process know-how, choice
of technology, engineering
design and plant
construction, organization
and operating methods,
quality control, and market
characteristics; and

* human skills, especially
those possessed by
specialized professionals
and engineers. The
acquisition and absorption
of foreign technologies, and
their further development,
are complex processes that
demand significant
knowledge and effortson the
part of those that acquire
them. 67

There are two channels of
technology transfer: one is via
private arrangement, and the other
is  through government
commitment. In terms of the
former, technology transfer is
conducted by  purchase,
investment, or royalty agreements
for cooperation. In terms of the
latter, technology transfer is
enforced by the government based
on the relevant international
agreement. The private sector
(particularly patent rights holders)
should be prompted by their home
governments to participate in
effective technology transfers of
environmental goods, especially
those goodsthat are | PR-protected,
to developing countries through
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commercia arrangements (such as
trade, investment, joint ventures) or
through cost/benefit-sharing
arrangementsto lessen the cost of the
transfer of the technology and to
enable a sustainable uptake of the
technology by therecipient countries.

(c) Ensuring

adequate
financial
support to
developing
countries for
climate change
actions,
sustainable
development,
and economic
diversification

Giventhefiscal constraints
present in many developing
countries, international
financial support under
longstanding commitments
from developed countries
to do so under the
UNFCCC and other
multilateral frameworks

should be fully
implemented and
enhanced.

The integration of economic
diversification strategies into
sustainable development and
sustainable trade strategies should be
supported. The additional financial
support can come in the form of
liquidity injections through
reallocating Specia Drawing Rights
(SDRs) at the International
Monetary Fund (IMF) and issuing
new SDR allocations to developing
countries; the cancellation of
developing countries’ sovereign
external debt owed to developed
country creditor governments, and
restructuring or cancellation of
developing countries’ debt owed to
private sector creditors; supporting
and adopting countercyclical fisca
stimulus policies and avoiding the
imposition of austerity measures;
global and national regulation of
financial trading transactionsto limit
speculation and arrest declines in
currency and asset prices; stopping
further trade liberalization
negotiations; and developing
multilateral macroeconomic and
financial surveillance mechanisms
under the United Nations. At the
same time, additional resources
could be mobilized domestically in
developing countriesif the channels
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through which scarce financial
resources flow out of these
countries are restricted — e.g.,
through the use of capita controls
to stem speculative capital
outflows, illicit financial flows,
sovereign and private debt
payments, and paymentsfor luxury
consumption imports;% the use of
progressive tax measures
domestically; and strengthening
the regulatory power of the state
over corporate profiteering
activities. The imposition of new
“green” conditionalities on the
provision of financial support to
developing countries should be
avoided.

Theactions proposed above areimportant for devel oping countriesto consider
giventhat multilateral policy discussionsrelating to the interlinkages between
climate change, environmental protection, and trade policies have again
revived.

Developed countries have tabled comprehens ve trade/environment positions
and coordinated their positions, notably through G7 trade ministers’ meetings.
Developing countries, by contrast, do not yet have a coordinated position.
Given the potentially adverse impact of some of these initiatives on their
policy space and devel opment prospects, devel oping countries need to discuss
trade and environmental issues with the aim of identifying the key areas of
concern and interest to them, and better coordinating their positionsto develop
and push forward a positive and proactive trade and environment agenda
that reflects their sustainable devel opment interests.®®

A genuine effort to have trade policy contribute to a sustainable and just
transition to low-carbon development pathways would involve, instead of
market-based trade liberalization of environmental goods and servicesacross
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the board for al WTO Members, an integrated and devel opment-oriented
approach to trade policy, environmental protection, and development,
especially in developing countries.

In this context, coordination and solidarity amongst developing countriesis
especially important.

Finally, to facilitate environmentally sustainable growth in their economies
through both national-level actionsand collective cooperation, it isimportant
for developing countries to have a proactive positive trade, climate and
devel opment sustainability agenda.r” This can be achieved through:

*  Coordinating positions at the multilateral policy level:

0]

On CBAMSs, developing countries should coordinate positions in
addressing the impact of the implementation of CBAMSs!'™* by
developed countries. Developing countries should review the
compatibility of CBAMswithWTO rulesand call for multilateral
consultationsinthe WTO and multilateral discussionsat UNCTAD
on thisissue. They should call on countriesimposing CBAMs or
other forms of carbon tariffs to be consistent with their
commitments under and the principles of the UNFCCC'"? as well
as WTO principles and obligations, including historical
responsibility and CBDR and special and differential treatment.
There should be agreement that unilateral trade protectionist
measures cannot be used as environmental or climate change
response measures.

On trade-related green technology transfer issues, developing
countries should propose expanding TRIPS flexibilities for
developing countries in relation to climate-related goods and
servicesinthe WTO, such aswaiving TRIPS enforcement of |PRs
applicable to such goods. This is one way in which countries
commitments under the WTO and the UNFCCC and Paris
Agreement with respect to technology transfer can be made
mutually consistent. Other initiativesto facilitate green technology
transfers could include open sourcing of key green technologies
and declaring them as public goods; having an agreement to waive
the payment of IPR royaltiesto the patent holdersof climate-related
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goods; and an agreement to have a moratorium on WTO dispute
settlement over cases involving domestic climate-change-rel ated
measures by developing countries (such as subsidies to develop
domestic green economic sectors) that might be inconsistent with
WTO rules. The WTO needs to develop an integrated technol ogy
transfer approach which supportstechnol ogy transferswith funding
to support developing countriesin identifying, accessing, adapting
and implementing the technol ogiesthey need to be ableto undertake
effective and adequate sustainabl e devel opment and climate change
actions, including through the development and dissemination of
endogenous technologies.

On the proposed Environmental Goods Agreement (EGA),
developing countries may consider identifying a positive list of
environmental goods that they are willing to liberalize and/or a
negativelist of environmental goodsfor whichthey wishto reserve
tariff policy space. This list could include substitutes and
renewables which are of export interest to developing countries.
They could also explore South-South trade and technology
cooperation arrangements to facilitate the dissemination of
Southern green technologies, while at the same time pushing for
continued special and differential treatment for their green
technol ogies to access Northern markets.

On plastic pollution and environmentally sustainable plasticstrade,
devel oping countries could consider having acoordinated position
on the plastic industry and trade, including incentivizing trade in
environmentally sustainabl e substitutes of plastics. Thisshould also
be coordinated with aunified approach among devel oping countries
in the context of the negotiationsfor anew global plasticstreaty’
taking place under the auspices of the United Nations.
Oninefficient fossil fuel subsidies, as most developing countries
remain heavily dependent on fossil fuels (in terms of production,
export, or import for energy use), developing countries can play
an important role in encouraging an equitable energy transition
and support investments towards renewable energy as a
complementary measure to mobilizing climate financing. Thereis
a need to put forward the case that given the high cost to the
devel oping countries of thisgreen transition, they need policy and
fiscal space to determine a sustainable pace of transition, as well
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as international financing and technology transfer, that can
simultaneously advance devel opment and climate goalsand protect
the most vulnerablein their societies, including through nationally
appropriate sustainable economic and energy diversification
strategies and policies. Devel oping countries can play an important
role in encouraging green transition and diverting inefficient
subsidies from fossil fuels towards renewable energy to
simultaneously increase affordable energy access and decrease
emissions. Instead of punitive measures, positive incentives can
be provided. Key green technologies can be shared amongst
developing countries for redirecting their production from use of
fossil fuelsto clean energy, and financing support for such energy
transition and diversification should be provided to developing
countries (for example, the provision of climate finance under the
UNFCCC and Paris Agreement).

Pushing for greater finance flows to developing countries — L ack of
finance is one of the major obstaclesto an environmentally sustainable
structural transformation. Given the complexities of the international
climate finance architecture and its associated challenges, developing
countries need additional funds associated with their trade and
environment goals. Such additional funds could be sourced through the
following:

0]

In addition to pushing for increased climate financing under the
UNFCCC and ParisAgreement to ensure that such financing would
be commensurate to their needs for climate finance support in the
areas of mitigation, adaptation, loss and damage, and economic
diversification, devel oping countries could consider proposing the
creation of a dedicated Trade and Environmental Sustainability
Fund, to bejointly managed by the UN Environment Programme
(UNEP), UNCTAD, and WTO, to support both national green
transformation priority areas and regional climate cooperation
among developing countries.

Enhancing cooperation among central banks, development banks
and regulators to share policies and good practicein cultivating a
green bond market and setting common green bond standards
wherever appropriate to address greenwashing in financial markets.
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o Developing countries could also explore how complementary
initiatives to generate additional financial resources could be
developed, such as calling for immediate debt payment moratoria
and debt cancellation for developing countries sovereign debt,
exploring needed reforms in the global tax system, and pushing
for a new alocation of SDRs to developing countries to support
economic and energy diversification efforts and their climate
actions.

Establish informal coordination mechanisms among developing
countries to discuss trade, climate, and environmental linkage issues
— Promoting economic growth along with addressing climate changeis
ashared mission for all developing countries, which should take trade
and environmental sustainability issuesfully into account intheir policy
formulation. In future discussions, developing countries may wish to
prioritize the above issues and translate some of the recommendations
into concrete actions. Given the nature of the issues, the related policy
debates may last for years ahead; therefore devel oping countries should
establishinformal coordination mechanismsthat would enable structured
discussions among themselvesto devel op and push forward coordinated
positions and perspectives. Such mechanisms should ideally involve
experts and policymakers of the participating countries who are
knowledgeable about the issues and are active in representing their
respective countries in the WTO, UNCTAD, UNEP, UNFCCC, and
Convention on Biological Diversity (CBD).
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A key need in tackling climate change is the shift of a country's income sources away from
vulnerable towards low-emission, climate-resilient sectors. The challenge of economic
diversification is however especially pronounced for developing countries reliant on
production and export of oil and other fossil fuels for revenue. Drawing on the experience
of oil-dependent countries from the Persian Gulf region, this paper highlights the
importance of strategic and proactive national development policies to drive structural
economic transformation. Additionally, international cooperation through financial support,
technology transfer and conducive multilateral rules is also required to promote the
transition to a climate-friendly development pathway.
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