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THE INTERNATIONAL FINANCIAL
ARCHITECTURE

The international financial architecture offers a frame-
work for managing the global economy. It dates back
to the Bretton Woods conference in 1944, where the In-
ternational Monetary Fund (IMF) and the World Bank
were created. Both institutions started their operations in
1946 and are based in Washington, D.C.

The international financial architecture is centred
around providing two international public goods: a fi-
nancial safety net and finance for development. Even
though this system is imperfect, this architecture has been
an important element of stability for the international fi-
nancial system, providing “liquidity, confidence, and ad-
justment” (Machlup quoted in Temin and Vines, 2013:
112). Despite recurring economic crises and tensions, the
world has remained remarkably open and peaceful.

The financial safety net has four primary components:
the IMF, regional financial arrangements, bilateral finan-
cial arrangements, and national foreign exchange re-
serves. With 190 members, the IMF is the oldest, largest,
and most important component. Members contribute a
guota in return for financial support, and their voting
shares are determined by quota size. Total financial re-
sources amount to $1.4 trillion in quota subscriptions, but
only 70 per cent of this is available for lending (approxi-
mately $1 trillion) (IMF, 2021). Whether these resources
will be enough in the event of a major global financial cri-
sis is an open question.

Regional multilateral financial arrangements further
contribute to the global financial safety net. These include
the Chiang Mai Initiative Multilateralization (CMIM), the
European Financial Stability Facility (EFSF), and the BRICS®

1 The BRICS countries are Brazil, Russia, India, China and South Af-
rica.
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Contingent Reserve Arrangement (CRA), all of which have
been established in recent years. However, their capacity
to deploy financial resources is limited. The EFSF, for in-
stance, is made up of contributions from the eurozone
governments and has a maximum lending capacity of
€500 billion. The CMIM’s resources amount to $240 bil-
lion, 40 per cent of which can be deployed independent-
ly of the IMF. The CRA is even more limited as it provides
liquidity through swap agreements for up to $100 billion;
these swaps can be activated when all the BRICS coun-
tries are in agreement.

The other two components are the bilateral swap lines,
established when two countries make an agreement to
purchase currencies from each other in the event of a li-
quidity crisis, and the national foreign exchange reserves
(not an easy course of action for low-income countries
with limited export capacity).

Development finance hinges on the World Bank and
the regional multilateral development banks (MDBs).
These institutions focus on supplying financial resources
to projects in areas such as infrastructure or health, which
require long term investment commitments. The World
Bank is the oldest, largest and perhaps the most impor-
tant MDB. Following in its footsteps, four major regional
MDBs emerged in the decades after its establishment:
The Inter-American Development Bank (IDB), the African
Development Bank (AfDB), the Asian Development Bank
(ADB), and the European Bank for Reconstruction and De-
velopment (EBRD).

Other institutions and informal groups play a signifi-
cant role in the international financial architecture. These
include the United Nations (UN)? and the General Agree-
ment on Tariffs and Trade (GATT)/World Trade Organisa-

2 The IMF and the World Bank Group are specialised agencies of the
UN system, meaning that they are autonomous institutions that
work with the UN under negotiated agreements.



FES BRIEFING

tion (WTO). The GATT was established in 1948 to liberal-
ise international trade through the multilateral reduction
of tariffs and other non-tariff barriers; it was replaced by
the WTO in 1995.

Among the informal groups, the Group of Twenty (G20)
and the Paris Club are worth mentioning here. The former
is an intergovernmental forum representing the world’s
largest economies. It was founded in 1999 as a meeting
of finance ministers and central bank governors in re-
sponse to the decade’s recurrent crises in emerging mar-
kets. The G20 aims to coordinate policies between its
member countries to achieve economic stability and sus-
tainable growth. After the global financial crisis, it was el-
evated to the premier international forum. By including
the main emerging market economies in the post-crisis
years, the G20 superseded the Group of Seven (G7).3 The
G20 doesn’t have a permanent secretariat; instead the
chair rotates annually among its members.

The Paris Club is an informal group of creditor nations.
It was established in 1956 when Argentina agreed to
meet its public creditors in Paris to find workable solutions
to payment difficulties. Since then, the Paris Club has
made 477 arrangements with 101 different debtor coun-
tries, treating a total of $612 billion in debt. It has 22 per-
manent member countries®. The IMF, World Bank, Organ-
isation for Economic Co-operation and Development
(OECD), UN Conference on Trade and Development (UNC-
TAD), the European Commission, AfDB, ADB, EBRD, and
IDB are observers and can attend the sessions.

The international financial architecture is not set in
stone. The institutions have adapted over the years to re-
flect the changes in the world economy. Since the end of
the Second World War, nothing has altered the dynamics
of the world economy as much as the rapid growth and
transformation of China’s economy. This is challenging
the international financial architecture in a number of
ways. Three interrelated aspects of China’s growth are
notable here: the size of China’s economy and financial
sector in relation to the global financial safety net, its sav-
ings surplus, and its role as a lender.

China’s financial system is now one of the largest in
the world, with financial assets amounting to nearly
470 per cent of gross domestic product (GDP) (IMF, 2017).
It has also become more complex and further integrated
with the rest of the world through investment flows and
direct lending. This has increased the risk of large external

3 The G7 became the Group of Eight (G8) in 1997 when Russia
joined, but reverted back to the G7 in 2014 when Russia was sus-
pended indefinitely after the annexation of Crimea.

4  Asof January, 24 2022.

5 The Paris Club also has ad hoc participants (including China) which
can actively participate in negotiation sessions subject to the agree-
ment of the permanent members and the debtor country.

financing requirements and the transmission of shocks¢,
as well as the requirement for more resources for the in-
ternational financial safety net.

China’s gross national savings amount to roughly
45 per cent of its GDP?, one of the highest rates globally.
Given the size of China’s GDP ($14.7 trillion), these large
savings have the potential to impact international finan-
cial stability should they flow abroad and create a large
external imbalance.

China's role as a lender, arises from its savings and the
gap between supply and demand for development fi-
nance regionally as well as globally. In Asia, for example,
the gap in infrastructure investing between 2010 and
2020 was approximately $8 trillion, more than sixty times
the amount given annually in development assistance
(Bhattacharyay, 2010: 11). This investment gap has creat-
ed the space for China to transition from being a borrow-
er to a lender, and try its hand at development finance.

Two critical consequences for the future of the inter-
national financial architecture arise from these three
aspects of China’s growth. First, the sheer size and im-
pact of China’s economy and financial sector make clear
the need for the governance reform of the IMF and the
World Bank. China and the large developing countries,
notably the other BRICS, should have quotas that reflect
their economic weight. Quota reforms will increase the le-
gitimacy and financial capacity of these institutions. Bet-
ter governance and more resources for the multilateral in-
stitutions would improve cooperation in other areas such
as trade, energy, climate, and global health.

The G20 has spearheaded the reform of the IMF and
the World Bank, but reforms have been proceeding at
a very slow pace. Take the example of IMF voting rights
and quota allocations. In 2010, the G20 agreed to the
14th General Review of Quotas. As a quid pro quo, China
increased its contribution to the IMF's emergency funds.
This reform delivered a 100 per cent increase in total quo-
tas and a major realignment of quota shares from the ad-
vanced European countries and Gulf States to emerging
countries. China is now the third-largest member country
in the IMF, and the four BRIC countries are all among the
ten largest shareholders. However, the US Congress took
five years to approve the Review, meaning that it only be-
came effective in January 2016. The reform marginally in-
creased China’s representation in the IMF relative to its
share of the global economy. Its voting share is 6.08 per
cent, slightly lower than Japan'’s (6.14 per cent), but well
below that of the US (16.50 per cent). Increasing China’s
guota requires other large countries, specifically the US,

6 Arguably China has foreign exchange reserves that are larger than
its short-term financing requirements; furthermore, it has ample fis-
cal space and substantial domestic buffers to fend off financial sta-
bility without relying on international support.

7 Asof 2020.
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Germany, France, and the UK, to reduce theirs. While it
would be possible to expand the overall size of the exist-
ing institutions if all members were prepared to contrib-
ute in proportion to their actual quotas, a significant re-
distribution to increase China’s share would be a ze-
ro-sum game.

The second consequence for the future of the interna-
tional financial architecture, which arises from China’s
role as a lender, is the fragmentation of the global fi-
nancial safety net. China is now in a position where it
can engage in both bilateral and multilateral lending. This
capacity as a lender and the slow pace of governance re-
form creates incentives for the Chinese leadership to con-
sider other options, such as setting up a multi-tiered and
multi-centred global governance system through the cre-
ation of new institutions and organisations that are more
representative of the emerging markets and developing
countries (Chin and Freeman, 2016: 17). However, the risk
is that by spreading its financial wings too widely, China
may fragment the global financial safety net, reducing its
coverage, responsiveness, predictability, and leaving some
countries exposed to systemic risks.

In recent years, China has taken a multi-pronged and
multi-layered approach to promoting a series of re-
gional initiatives that enhance cooperation among
emerging market economies and within Asia. It has spear-
headed the internationalisation of the renminbi, the Belt
and Road Initiative (BRI), and the creation of the CMIM. It
is also working collaboratively on regional economic is-
sues within Asia-Pacific Economic Cooperation (APEC),
ASEAN+68, and the East Asia Summit.

The most notable of these initiatives is the creation of
two new regional MDBs, the Asian Infrastructure In-
vestment Bank (AlIB) and the New Development Bank
(NDB), both of which began operations in 2016. The AlIB
was first announced by the Chinese government in 20139,
resulting in the bank’s 50 founding members signing the
Articles of Agreement (the bank’s charter) in June 2015.
The NDB was jointly established by the BRICS countries.
The plan for creating a development bank was discussed
at the fourth BRICS Summit in New Delhi in 2012, and the
bank’s Articles of Agreement were signed at the sixth
BRICS Summit in Fortaleza in 2014. Both banks stem from
the idea that since developing countries are critically de-
pendent on development finance, this cannot be left sole-
ly to the developed world. They also respond to the gap
between demand and supply for infrastructure invest-
ment. Finally, they help China leave its own footprint on
development finance and establish its reputation as a reli-
able player in the international order.

8 The group comprises the ten countries of the Association of
Southeast Asian Nations (ASEAN) and six other countries in the
Asia-Pacific region.

9 Theidea for the AlIB originated from the Chinese think tank the China
Center for International Economic Exchanges (CCIEE) in 2009 (Cal-
laghan and Hubbard, 2016: 121).

Box 1
China in the international financial architecture

¢ China is a member and active participant of the interna-
tional financial architecture. It has been in the IMF since
1945, when it joined the UN, and has supported IMF lending
initiatives through the years. However, China’s share of the IMF
guota and voting rights are outstanding issues. China is also an
active supporter of the CMIM. China, Japan and South Korea
are the largest contributors to the fund ($77 billion with
28.41 per cent of the voting share each). China is also the big-
gest contributor to the BRICS CRA, at $41 billion. China has 31
bilateral swap lines (as of 2020), totalling over $500 billion.

China joined the World Bank in 1980 and is the second-larg-
est cumulative borrower after India (having received $64.6 bil-
lion in total). It became a member of the ADB in 1986 and is
the second-largest cumulative borrower after India (having re-
ceived $41.5 billion in total) (Humphrey and Chen, 2021: 8). It
joined the AfDB, IDB, and EBRD as a non-borrowing member
in 1985, 2009, and 2016, respectively.

As for the other institutions and informal groups, China be-
came a member of the WTO in 2001, and joined the G20
when it was established in 1999. China is not a member of
the Paris Club, where it participates as a creditor on an ad hoc
basis.*

* Two-thirds of Chinese debt restructurings have occurred independently of the Paris Club (Bon and
Cheng, 2020)

BUILDING INSTITUTIONS

As the first MDBs established by China, the AlIB and
NDB have sparked a debate over how they will fit into
the existing international financial architecture — or if they
were even intended to fit into it at all. Despite the diplo-
matic frictions that their creation caused, the two banks
do complement the existing institutions, as neither repre-
sents a clear departure from the MDBs that came before
them (Wang, 2019). Their governance and Articles of
Agreement are modelled on the World Bank, with aspects
adopted from regional MDBs such as the ADB. In the
words of AlIB’s Vice President of Policy and Strategy Dan-
ny Alexander, the “AlIB is firmly established as part of the
family of multilateral development banks” (Center for
Global Development, 2020: 6.27).

Like the World Bank, the new MDBs have a three-
tiered system of governance with a board of gover-
nors, a board of directors, and a senior leadership team
headed by a president. They both began their operations
with $100 billion of total authorised capital. They can be
categorised as medium-sized, smaller than the World
Bank ($280 billion in capital) and the ADB ($153 billion)
(Table 1).

The AIlIB is the second-largest MDB after the World
Bank by number of members. It had 103 members by
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ﬁ\b;evzlorld Bank, ADB, AlIB, and NDB - then and now
World Bank
R RS WS;Ttlzgtgtr;teDs © The ,;/lhailri];ialgines Bcerijiigf Shcar:]i%ra]ai
Operations began 1946 1966 2016 2016
Capital (USS$, bn) 10 1 100 100
Number of staff 30-40 40 79 58
Member countries 45 31 57* 5
2020
Capital (US$, bn) 280 153 100 100
Number of staff 12,300 3,646 316 185
Member countries 189 153 103** 5
* At the end of 2016, 50 countries were full members, and seven more were in the process of ratifying the Articles of Agreement
** At the end of 2020, 83 countries were full members, and 20 more were in the process of ratifying the Articles of Agreement
Note: Capital is total authorised capital
Source: (World Bank, 2017; World Bank, 2021; ADB, 2017; ADB 2021; AlIB, 2017; AlIB, 2021; NDB, 2017; NDB, 2021)

the end of 2020," represent 79 per cent of the world’s
population and 65 per cent of global GDP. AllB member-
ship is open to all members of the World Bank and ADB,
yet neither the US nor Japan have joined. Like the ADB,
the AlIB divides its members into two categories: regional
and non-regional. Capital allocation is based on “the rel-
ative share of the global economy of members [...] by ref-
erence to Gross Domestic Product (GDP)” (AlIB, n.d.: Art.
5, Para. 4), and its voting shares are weighted in line with
the member country’s shareholding. China is the biggest
shareholder with $29.78 billion committed' - 30.8 per
cent of the bank'’s total. This quota grants 26.53 per cent
of voting rights and veto powers over a number of issues,
including capital increases, changes in a members’ capital
subscription, and appointing or removing the president.’
While the US does hold veto powers within the World
Bank, its voting share is significantly less than China’s

10 Two more countries have since joined bringing the total up to 105
member countries (as of January 2022).

11 Although China’s paid-in share capital investment in the AlIB is $5.96
billion (as of June 2021).

12 In order to constrain the influence of large shareholders, 15 per cent of
AlIB voting rights were distributed equally among the founding mem-
bers. Nevertheless, this has had little impact on diluting China’s power.

share in the AlIB (see Table 2), and it does not have veto
rights over appointing or removing the president.

The NDB has a significantly smaller membership. The
five BRICS countries founded the bank, and it still had just
five members at the end of 2020."* Membership is open to
all members of the UN, but the bank’s President, Marcos
Troyjo, has stated that the bank will expand its membership
in a “gradual and balanced manner” (NDB, 2021). Quotas
are distributed among the five members; $100 billion au-
thorised capital was divided into one million shares™, and
each of the five founding members made an initial sub-
scription of $10 billion, granting them each one hundred
thousand shares and 20 per cent of voting rights. Thus, no
single NDB member has veto powers; this was a conscious
decision not to mirror the IMF and World Bank governance.

The AIIB has set its activity around three thematic pri-
orities: sustainable infrastructure, cross-border connec-

13 The NDB approved the principles for admitting new members in
2017 (NDB, 2017). Bangladesh and the United Arab Emirates joined
in 2021, and Uruguay and Egypt are in the process of becoming
members. The shareholding of each of the founding BRICS mem-
bers is 19.42 per cent as of (February 24, 2022).

14 Each share has a par value of one hundred thousand dollars each.
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TCal'?ilﬁazand the US - voting shares in the international institutions

Institution China’s voting share (%) US's voting share (%) Country with veto powers
IMF 6.080 16.500 us

World Bank

- IBRD 5.420 15.560 us

- IDA 2.350 9.910 -

IDB 0.004 30.006 us

AfDB 1.396 7.615 -

ADB 5.437 12.751 -

EBRD 0.096 10.000 Thg country in which a project

is located has a veto right

AlIB 26.532 - China

NDB 19.504 = _
Note: '~ either indicates non-membership of an institution, or that no single country within an institution holds veto rights
Voting shares are latest available as of January, 21 2022
Source: (IMF, 2022; World Bank, 2021; World Bank, 2022; AfDB, 2021; ADB, 2021; EBRD, 2022; AlIB, 2022; NDB, 2022)

tivity, and private capital mobilisation. The focus on infra-
structure investment is in line with and reflects the Chi-
nese government'’s approach to overseas investment and
the engagement with the rest of the world that emerges
through programmes such as the BRI (Grieger, 2021).

The NDB has several key areas of operations, including
digital infrastructure, clean energy, and environmental effi-
ciency. Its lending is centred around maximising the impact
of development in a fast, flexible, and efficient manner.

Like the World Bank and the other MDBs, the new
banks use an array of traditional financing tools such
as loans, guarantees, equity investment, and technical as-
sistance, which are provided on a sovereign and non-sov-
ereign basis. Terms for fixed-rate loans offered to sover-
eign borrowers by the AlIB are identical to those offered
by the World Bank®™ (Humphrey, 2020:14). During the
economic crisis sparked by the COVID-19 pandemic, the
AlIB offered temporary policy-financing (i.e. budget sup-
port) to its members in partnership with the World Bank
and ADB; the NDB also offered pandemic-related support.

The AlIB is a Chinese-led MDB; its creation was unilat-
erally announced by Chinese leader Xi Jinping in 2013.
The tone of the announcement was open and inclusive.
However, President Xi stated that the bank would “ena-

15 As of January 2020.

ble ASEAN countries to benefit more from China’s devel-
opment”, making it clear that China would be in the
driving seat (Xi, 2013). The AlIB’s charter is designed in a
way that should insulate the main shareholder’s influ-
ence — it requires that at least 75 per cent of the bank’s
subscribed capital is provided by regional members.'¢
Nevertheless, with Japan as a non-member, China is the
largest shareholder.

The NDB is led equally by all the BRICS countries, but
the proposal for the bank came from India."” China was
hesitant about its creation, with commentators question-
ing how the bank would perform under equal leadership
(Cooper, 2017).

The AIlIB is not an extension of the Chinese govern-
ment. As a Chinese-led institution, the AlIB reflects Chi-
na's approach towards global economic governance, how-
ever the bank has had a strong focus on establishing its in-
dependence through high standards of governance from
its outset. Adapting the governance template from the
World Bank has been a way to strengthen the new bank's
reputation as a credible and trustworthy institution.

16 Non-regional members account for 23.8 per cent of the AlIB’s capital
and 27.18 per cent of votes (as of January 18, 2022), with Germany,
France, the UK, and Italy being the largest non-regional shareholders.

17 Indian Prime Minister Manmohan Singh first proposed setting up a
new institution for infrastructure development at the 2010 G20 Sum-
mit in Seoul.
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Table 3
AlIB projects — top locations
Number of Total AlIB Approved Regional BRI

Member country Approved Projects Funding, US$ millions Member? Participant?
India 29 7074.67 Yes No
Multicountry 15 2480.00 - -
Turkey 14 3146.80 Yes Yes
Bangladesh 14 2639.00 Yes Yes
Indonesia 10 2899.90 Yes Yes
China 9 2760.00 Yes Yes
Pakistan 8 1711.81 Yes Yes
Uzbekistan 7 1132.60 Yes Yes
Philippines 4 1507.60 Yes Yes
Egypt 4 1020.00 No Yes
Oman 4 523.10 Yes Yes
Georgia 4 364.00 Yes Yes
Sri Lanka 3 460.00 Yes Yes
Maldives 3 67.30 Yes Yes

Note: All projects approved from the AlIB's inception until January 20, 2022

Source: (AllB, 2022)

Sustainability is critical in the area of infrastructure in-
vestment and the AlIB has set itself rigorous environ-
mental and social standards in order to support its
goal of building sustainable infrastructure and imple-
menting the Paris Agreement.’® These standards also
help to define its role in Asia’s sustainable development
and show that a China-backed MDB could meet global
standards (CDB and UNDP, 2019). Complying with envi-
ronmental and social standards in infrastructure invest-
ment and putting in place effective monitoring and re-
porting mechanisms helps align investments with the
UN’s Sustainable Development Goals (SDGs), strengthen
transparency, and increase stakeholders’ accountability.
The AlIB has also set standards relating to gender equal-
ity, good health, safety, and inclusivity of people with
disabilities to ensure that they can benefit from econom-
ic development.

18 In October 2021, the AlIB announced that it would fully align its op-
erations with the goals of the Paris Agreement by mid-2023 (AlIB,
2021).

Procurement is an area where there are far-reaching
implications in terms of anti-corruption, value for money,
and conflict of interests — and so the bar here needs to be
set high. To maintain and increase reputational capital,
fair and transparent processes need to be in place to avoid
accusations of being instrumental to the development
policy of the Chinese government. While the details of
the AlIB's projects are thoroughly documented on its
website, information about procurement contracts is not
as readily available. The bank’s policies require open and
competitive bidding for contracts (AllB, 2016), but Chi-
nese state-owned enterprises have gained a large com-
petitive advantage over foreign competitors when it
comes to infrastructure construction. For the purposes of
public procurement, AlIB considers Chinese state-owned
enterprises to be private entities, which may ensure access
to procurement markets that might otherwise be closed
(Grieger, 2021:10)."®

19 The AlIB has different procurement requirements for public and pri-
vate entities (AllB, 2016).
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The multilateral nature of the AlIB and NDB means
they grant China some significant geopolitical bene-
fits for a relatively low cost. They provide a neutral set-
ting for countries to work alongside each other. Even
countries that otherwise are not on good terms are able
to collaborate through this platform. This is particularly
evident when looking at the relationship between China
and India. With 8.6 per cent of the AlIB’s capital and
7.59 per cent of voting shares, India is the bank’s sec
ond-largest shareholder.2® Within the NDB, where all
founding members contribute an equal amount of capital
in return for an equal share of the votes, China and India
co-exist on equal terms. That the new MDBs provide Chi-
na and India with common ground is made even more ap-
parent when looking at the portfolio of projects of both
banks. India is the AlIB's biggest borrower by far (see Ta-
ble 3), with 29 out of 163 approved projects in total,
amounting to over $7 billion out of $32.28 billion in total
approved financing. Notably, 65 per cent of AlIB’s pro-
jects have been sovereign projects, which typically consti-
tute a lower financial risk. The countries with the second
highest number of AlIB projects are Turkey and Bangla-
desh with 14 approved projects each. Turkey's AlIB fund-
ing amounts to over $3.1 billion and Bangladesh’s
amounts to over $2.6 billion. Out of the countries that
host the most AlIB projects, India is the only one that is
not also a member of China’s BRI (Table 3).

CHINA AND THE EVOLVING
LANDSCAPE OF GOVERNANCE

The AIIB and NDB have successfully been designed
and developed to fit into and complement the inter-
national financial architecture. Even if the new banks
have a limited track record due to their relatively short life,
their governance framework and environmental and so-
cial standards have nonetheless resulted in high-quality
projects and partnerships with other development banks,
notably the World Bank.

There are two factors behind the effective building of
these new institutions: China’s willingness to learn from
the World Bank’s playbook and the advanced economies’
willingness to engage with China as a large and systemi-
cally-important economy. In addition, the new banks
were designed and developed in an environment of mod-
erate reciprocal trust and understanding during the height
of Robert Zoellick’s ‘Responsible Stakeholder’ era.?' Dur-
ing this era, significant foundations were laid that kept
the dialogue going on the back of China’s “conciliatory
multilateralism” (Doshi, 2021: 108).

20 Russiais the bank’s third largest shareholder, with 6.7 per cent of cap-
ital and 6.0 per cent of votes.

21 In 2005, the US Deputy Secretary of State Robert Zoellick, who sub-
sequently became the President of the World Bank, advocated for
China the role of ‘responsible stakeholder’ in an “open, rules-based
international economic system” (2005).

Two key moments tested the Chinese leadership’s
commitment to the ‘Responsible Stakeholder’ ap-
proach: the Asian financial crisis of 1997 and the global
financial crisis of 2008. Both crises are important contex-
tual factors that need to be taken into consideration to
understand China’s approach to governance and the re-
orientation of its strategy from international to regional.
During the Asian financial crisis, the Chinese leadership
held on to the renminbi-dollar exchange rate so as not to
further undermine monetary stability in the region. This
decision helped the economic recovery of the countries
most affected by the crisis. During the global financial cri-
sis, when the US called on the major economies to partic-
ipate in a coordinated large-scale fiscal stimulus package
in the run-up to the 2009 G20 Summit in London, China
answered promptly with a 4 trillion renminbi (about $580
billion) stimulus plan (He, 2014: 3). At the 2009 London
Summit, China joined the other G20 members in a $1.1
trillion stimulus plan led by the IMF and committed a fur-
ther $50 billion to the IMF non-conditional liquidity lines.
These acts of cooperation won China a great deal of
praise from the international community, including from
Robert Zoellick. However, these steps were also aligned
with China’s national self-interests (He, 2014: 3).

The significant trust and goodwill that was built be-
tween China and the US in the time between the two
crises dissipated with the election of Donald Trump.
The Trump administration rekindled and intensified past
mistrust. The election of Joe Biden and the change of US
administration has not fundamentally changed the US ap-
proach to China. Not surprisingly, public perception in
China is that there is little difference between Trump and
Biden. Given the fraught diplomatic context that has
emerged since 2016, it is not clear whether China’s initia-
tives in global governance, especially the establishment of
AlIB, would have been possible to initiate today (Hum-
phrey and Chen, 2021).

China is now a key part of the international financial
architecture in two significant dimensions: as an insti-
tutions-member and as an institutions-builder. Having
driven several economic and financial initiatives, some bi-
lateral and others multilateral, China has shown that it
can be a “responsible stakeholder” in a system created
and led by the US and its western allies. It has also demon-
strated that it can build and lead multilateral institutions
and provide public financial goods — notably, develop-
ment finance — within the framework of multilateral insti-
tutions.

The interaction of these two dimensions has changed
the dynamics of the institutional architecture in a sim-
ilar way to how China’s economic development changed
the dynamics of the world economy. The growth of the
Chinese economy — it overtook Japan in 2010 and is now
head-to-head with the US — has made the need to reform
the governance of the Bretton Woods institutions obvious.
The representation of China and the other emerging
economies in these institutions is not proportionate to
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their weight in the world economy. At the same time, it
has made evident the fundamental zero-sum game im-
plicit in the reform of the Bretton Woods institutions.

Governance reform is politically thorny, especially
with regard to the World Bank and the IMF, given the
position of the US. Thus, the evolution of the financial
architecture is unlikely to register any significant progress
within the existing institutions any time soon. During the
‘responsible stakeholder’ era, China was eager to grow
within the existing Bretton Woods institutions and be-
come a bigger shareholder without overtaking the US.
Nowadays, China’s proven capacity in institution-building
allows for a more varied multilateral institutional frame-
work with a regional focus and distributed leadership.
Thus, the key question is whether China will continue to
engage with the rest of the world within the existing in-
stitutional framework. Or — will institution-building be a
way for China to pursue “offensive economic statecraft”
(Doshi, 2021: 161)?

Development finance is the area where China has
been focusing its external financial action. While the
establishment of the new MDBs has proved relatively
smooth, and the new institutions have so far generated
little or no controversy, this is not the case for China’s bi-
lateral initiatives. Here, China’s footprint is especially sig-
nificant; domestic institutions (policy banks) are engaged
in bilateral development lending with many countries, es-
pecially low-income ones. China is now the largest official
creditor worldwide, with over $1.5 trillion in loans and
trade credits to more than 150 countries (Horn et al,,
2020).

The policy banks have evolved over the years to be-
come the leaders of China’s external action. China De-
velopment Bank (CDB), Export-Import Bank of China (Ex-
im Bank) and Agricultural Development Bank of China
now account for approximately 70% of China’s official fi-
nancing, making them the world’s biggest lenders in de-
velopment finance. They are globally competitive financial
institutions that offer preferential, or market-based, long-
term development finance for infrastructure projects in
developing countries, aiming at generating economic and
social benefits for the recipients. They also enjoy strong
political support and receive large capital injections from
the People’s Bank of China (PBoC) at low borrowing costs.
As a result, they have more resources to put towards pro-
jects compared to other lenders. At present, the CDB has
total assets (domestic and international) that exceed the
combined total assets of the World Bank, the European
Investment Bank (EIB), and all four major regional devel-
opment banks (Morris, 2018).

It is not easy to estimate the size of China’s lending,
which presents a serious problem for the international in-
stitutions. We know that many developing countries over
the years have borrowed from various Chinese entities us-
ing different instruments such as development finance
loans, commercial loans, export buyers’ credit, and so on.

However, the amount of debt owed to Chinese lenders,
mainly the policy banks, is vastly underreported, and the
data available is limited. China maintains that sensitive in-
formation should be available only to the lender and the
borrower, but this should also be privy to the internation-
al financial institutions that need to intervene when a
country can no longer face its debt obligations.

Best practices for debt restructuring and debt resolu-
tion involve a multilateral and coordinated approach.
The Debt Service Suspension Initiative (DSSI) and the Com-
mon Framework are a step in the right direction, but the
ambiguity related to China’s debt affects their practice. In
particular, it is unclear whether China’s policy banks
should be classified as public or private, raising the ques-
tion of whether these institutions should be involved. The
Chinese leadership maintains that they are private entities
and should therefore not be involved in the DSSI, despite
the size of their lending and ties to the Chinese govern-
ment.

China's standards when it comes to bilateral financial
relationships are at odds with the high standards of
governance in the AlIB. China’s entangled bilateral debt
outlook epitomises the conflict between the competing
demands arising from domestic institutions and pressures
coming from abroad. This begs the question: is the AlIB
representative of China’s approach to the international fi-
nancial architecture?

On many occasions, President Xi has spelt out China’s
commitment to be an active and responsible partner
within the multilateral institutional framework. China’s
desire for international reforms that will enable it to en-
gage more deeply emerges unambiguously from the offi-
cial documents and speeches. President Xi has also
stressed China's will to contribute to a “a fairer and more
equitable order”; for China, a fairer order is one that is not
dominated by the US and the main European countries,
and where all developing countries have space and voice.

The limits of the “responsible stakeholder” approach
have been laid bare. Congress’ hostility and the US veto
rights in both the IMF and the World Bank mean that
these institutions are not politically neutral, and the Chi-
nese leadership is concerned about the fact that they can
be held hostage to the anti-China sentiment in the US. As
such, the international institutions that offer valuable
space for negotiations have become less comfortable for
China. Even the G20 seems to have lost its appeal, and
the Chinese leadership no longer seems eager to be deep-
ly engaged.

Against this background, what are China’s options?
The Chinese leadership has so far articulated its response
around three points. First, it has defended international
trade and globalisation against the US retreat. Second, it
has been made clear that, in a world where the US is no
longer the largest economy, action must be regional rath-
er than global. Third, it has created regional institutions
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and initiatives, especially in development finance, both bi-
laterally and multilaterally, to establish a firm presence in
Asia and offset US influence.

There are a number of risks that arise from China’s re-
sponse. The first is the fragmentation of the internation-
al financial architecture and reduced support for multilat-
eralism, which has the potential to constrain the ability of
the international institutions to provide international pub-
lic goods. The second risk is that the stakeholders in the
international financial architecture, especially those from
developing countries, may look elsewhere for the delivery
of the international public goods, turning away from the
existing institutions and thus reducing their effectiveness.
The third risk is that China may build an alternative institu-
tional framework that explicitly includes the small and
medium-sized developing countries as equal partners in
governance. However, because of China’s limited experi-
ence in institution-building, this is a low-probability, long-
term scenario.

China still values being a part of the international fi-
nancial architecture, but some areas of this architec-
ture now appear to be disposable. For instance, devel-
opment finance is where China has considerably increased
its international and regional footprint and institutional
engagement. Currently, the World Bank is a partner to
AlIB projects and so helps with capacity building. This
partnership is ultimately an endorsement of China’s ven-
ture in institution-building. The case for the IMF is differ-
ent. The constraints on the domestic financial and mone-
tary system make the international financial safety net
provided by the IMF necessary and non-disposable.
Should China decide to force the issue and leave the Bret-
ton Woods institutions out of frustration with the govern-
ance deficit and lack of progress, it would be easier to
leave the World Bank than the IMF. This is, however, the
worst-case option, not in China’s best interests, nor in line
with its approach to international commitments. Through-
out the years, such an approach has been ambiguous
rather than confrontational.

Given China’s visible disengagement and benign in-
difference to existing financial institutions, what is the
most effective way to deal with China in the area of
economics and finance? According to US Secretary of
State Antony Blinken, China poses a challenge to the
rules-based system, and the US purpose is to uphold this
rules-based order, “not to contain China, to hold it back,
to keep it down” (quoted in O'Donnell, 2021). But, the G7
has been more conciliatory, urging China to “participate
constructively in the rules-based international system”
(2021).

This suggests that an alternative approach to that em-
braced by the US would be possible. China now has
options that were unavailable twenty years ago. Accord-
ingly, China likely expects that it can do and get away
with more than before (Patten, 2021). It is therefore criti-
cal to continue to provide the space for dialogue and ne-

gotiations within the multilateral institutions. There is a
role here for the advanced economies and like-minded
countries to look for practical ways to deal with China.
The G7, in particular, under the leadership of Germany in
2022, should take up this role and devise an engagement
strategy.

But China is not a market economy nor a liberal de-
mocracy; its system, objectives, and incentives are not
aligned with those of the G7. Hence, the challenge of
dealing with China is to work out how to get the best
possible outcome when engaging and collaborating with
a partner whose incentives are not aligned with those of
the post-war international liberal order. To achieve this,
Germany and the other G7 countries should focus on
finding areas of common interest where manageable and
practical issues are at stake and where the risk of misun-
derstanding and tensions is low.

The focus should be on finding valuable opportunities
for collaboration and thus delivering positive out-
comes with practical implications. Drawing on the “re-
sponsible stakeholder” approach and its positive out-
comes — such as the G20 London Summit, the IMF spillo-
ver report, the inclusion of the renminbi in the Special
Drawing Rights (SDR) basket, and the Paris Agreement on
climate — will help keep this on track. A G7 initiative led by
the European members will have the additional benefit of
showing that the liberal order is less US-centric than it
used to be. Deeper engagement to promote common in-
terests at the global level and reinforce cooperation in
multilateral fora to “establish a rules-based system of
global governance” (European Union External Action Ser-
vice, 2020) is at the heart of the EU’s China strategy (Eu-
ropean Commission, 2019). Thus, Europe, which is Chi-
na's largest trade partner and has a market of about 450
million people, could act as an honest broker between
the US and China.??

There are already many instances where collaboration
with China is the norm rather than the exception. Al-
most two decades of positive engagement have generat-
ed a way of working inside the multilateral organisations
and the G20. Building on existing cooperation in econom-
ic and financial affairs, the best way to engage with Chi-
na is to focus on concrete problems where common inter-
ests make collaboration possible. Climate finance, for in-
stance, is an area where interests tend to converge. Debt
relief and debt sustainability is another area where China
has a large footprint and is willing to engage. The govern-
ance of debt relief and debt restructuring, in particular, is
an urgent matter. There are too many “gaping holes” that
often leave poor countries with limited options. The US
Treasury now recognises this urgency and the necessity of
making multilateral financial tools available to countries in
need.

22 A common strategy towards China implies for the EU member states
to look out for common interests rather than their own.
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The European members of the G7 should also reiter-
ate their support for the AlIB and their willingness to
appoint senior and high-level people to take up positions
at the bank. This would make clear that sound institu-
tion-building is not a matter of external circumstances,
such as a favourable diplomatic context. Instead, institu-
tion-building is about promoting and abiding by good
governance and standards. In doing so, the European
members of the G7 would acknowledge and welcome
China’s initiatives in expanding the multilateral institution-
al framework and providing economic and financial pub-
lic goods within such a framework. Further collaboration
and partnership in co-financing between the AlIB, NDB,
and the ‘old’ MDBs should also be encouraged and sup-
ported.

THE WAY FORWARD: AN EFFECTIVE
GLOBAL FINANCIAL ARCHITECTURE

The world cannot function without China. China is a
critical component of the international financial architec-
ture as both a member of the international financial insti-
tutions and as an institution-builder. The interaction of
these two dimensions has significantly shifted the interna-
tional financial architecture’s dynamics.

To fit China into the evolving international system,
the Bretton Woods institutions need to be reformed.
Achieving international balance in the global processes of
economic rule-setting depends on this. At the same time,
new institutions are needed to accommodate China’s
quest for better-distributed governance. Accommodating
old and new institutions within the same system should
result in improved, more balanced, and more inclusive
provision of global public goods, defined here as develop-
ment finance and global financial safety net.

Yet, China is not a market economy nor a liberal de-
mocracy. The challenge, therefore, for the G7 — but also
for like-minded countries in the G20 such as Australia — is
to work out how to get the best possible outcome while
dealing with China. In other words, what can be done to
encourage China to be a productive and engaged partner
and thus create the conditions for harmonious coexist-
ence with the rest of the world?

It is critical to identify low hanging fruit and work in
areas where policy-makers who have been managing the
international financial architecture have long-standing
collaboration. Common interests should underpin the in-
ternational dialogue and policy cooperation. This report
identifies these interests in specific areas such as develop-
ment finance and infrastructure investment, debt relief
and debt sustainability, cooperation on strengthening do-
mestic macroeconomic frameworks, economic growth
and the challenge of environmental sustainability, and a
strong and responsive financial safety net underpinned by
a reformed and more representative IMF. More trade ar-
rangements, especially at the regional level, and encour-

agement for better collaboration between the WTO and
regional agreements would also be helpful (EABER-CCIEE,
2016: 236). Finally, action should be directed towards are-
as where there is some genuine learning from mutual en-
gagement — for example, economic development.

China is undergoing a complex and gradual economic
and social transition that will take another two or three
decades to finish. In order to continue to fit China in the
world economy, we need an institutional framework that
is inclusive, rules-based, and organised around fair and ef-
fective governance. Countries should work collaboratively
on global economic issues, and this mutual collaboration
should be based on common interests rather than shared
values. The risk otherwise is that the world’s largest econ-
omies and China will head off down two separate paths
with no way to converge.
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