~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Hallaert, Jean-Jacques

Research Report
The tragedy of international organizations in a world order
in turmoil

ECIPE Policy Brief, No. 5/2020

Provided in Cooperation with:
European Centre for International Political Economy (ECIPE), Brussels

Suggested Citation: Hallaert, Jean-Jacques (2020) : The tragedy of international organizationsin a
world order in turmoil, ECIPE Policy Brief, No. 5/2020, European Centre for International Political
Economy (ECIPE), Brussels

This Version is available at:
https://hdl.handle.net/10419/227613

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/227613
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

ECIPE |

POLICY BRIEF

EUROPEAN CENTRE
FOR INTERNATIONAL
POLITICAL ECONOMY

No. 5/2020

The Tragedy of International
Organizations in a World Order

in Turmoil

By Jean-Jacques Hallaert, Member of the Groupe d’Economie Mondiale (GEM) ar Sciences Po

The author gratefully acknowledges Patrick A. Messerlin for his support and advice. The views
expressed herein are those of the author.

EXECUTIVE SUMMARY

China's rise and the U.S. response
to the perceived threat it represents
to its predominance jeopardize the
world order and affect international
institutions. The paralysis of the WTO
and the US. withdrawal from the
WHO are the most visible examples,
but not the only ones. This article
presents the case of the International
Monetary fund.

Quotas are the cornerstone of IMF
governance. They determine each
member's contribution to the insti-
tution’s resources and their voting
power. As the world evolves, the quota
distribution needs to be adjusted.

Adjustments in quota shares and
thus voting powers have always been

politically difficult. However, they were
possible. In the early 1990s, members
agreed to an increase in the rep-
resentation of Japan. In the 2000s,
they agreed to increase substantially
the voting power of emerging econ-
omies. In contrast, the 15th General
Review of Quotas concluded early
2020, failed to increase and realign
quotas. The proximate cause for this
was the opposition of the United
States to a change in quotas. This
paper argues that the U.S. decision
was in large part motivated to prevent
an increased influence of China.

The failure to increase and realign
voting powers may have long-last-
ing consequences. In the absence
of a quota increase, the IMF will

need to continue to rely on borrowed
resources to avoid a drop in its lend-
ing capacity. This extension of the
“temporary” recourse to borrowed
resources undermines the govern-
ance of the Fund as voting powers
(which are not linked to borrowed
resources but only to quotas) are
disconnected from member's total
contributions to the Fund and to their
economic weight. This may trigger
a new legitimacy crisis and provide
incentives for countries like China to
support the development of new and
competing institutions which would
better represent their interests and
economic weight. Such a develop-
ment would undermine the complex
and fragile international financial
architecture.
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1. INTRODUCTION

International organizations embody a world order. They are its visible face, reflect its values and
principles, and their mandate is often to enforce its rules of the game. For them, a world order in
turmoil is significant challenge. This is currently the case as a result of China’s rise and the United
States answer to the perceive threat it poses to its hegemony.'

This article focuses on the case of an international organization that the G20 routinely presents as
being at the center of the Global Financial Safety Net (GFSN): the International Monetary Fund
(IMF).” It starts by briefly discussing the U.S. and China views of the current international system
before turning to lessons of history. How did the IMF adjust to Japanss rise in the late 1980s? How
did it give more representation to emerging markets (EMs) in the 2000s? These successes are then
contrasted with the recent failure to adjust to China’s rise and its implications.

2. A WORLD ORDER IN TURMOIL

China is unwilling to accept American leadership or hegemony in the world; the United States is un-
willing to accept China leadership or hegemony in Asia. For over two hundyed years the United States
has attempted to prevent the emergence of an overwhelming dominant power in Europe. For almost a
hundred years [...] it has attempted to do the same in East Asia. The emergence of China as a dominant
regional power in East Asia [...] challenges that central American interest.

(Huntington, 1996)

The world order is in turmoil as a result of escalating U.S.-China tensions, which illustrate a
well-documented dynamic: changes in relative economic powers create tensions between a rising
power and a declining one (Kennedy, 1987). As a change in relative economic power is a slow
process, it is no surprise that U.S.-China tensions are not new but appeared in the early 1990’
(Huntington, 1996). They are not unprecedented either: in the 1980’s, it was Japan’s rise which
triggered bilateral tensions.

Kennedy (1987) points that the U.S. relative decline is inevitable but “a long time in the future.”
Recently, Mearsheimer (2014), Nye (2015), and Shambaugh (2013) also argued that China
will not be in a position to threaten the U.S. predominance before long. However, the Global
Financial Crisis (GFC) heightened the perception of a decline. Temin and Vines (2013) claim
that “the Great Depression marked the end of the British century, just as the recent crisis signals
the end of the American century.” They see the GFC as an “end-of-regime crisis,” a crisis that
“marks (in retrospect) the end of an hegemonic power.” In addition, as the GFC was mostly a
transatlantic crisis, it triggered questions on the suitability of the U.S./Western model. In its
aftermath, large EMs demanded more forcefully to be given a greater representation in interna-
tional organizations. In the case of the IMFE, Mohan and Kapur (2015), who represented India
at the IMF’s Executive Board, argued that, before the GFC, “the IMF member countries got
grouped in two relatively distinct groups, debtor countries (mostly EDEs [Emerging and De-
veloping Economies]) and creditor countries (mostly AEs [Advanced Economies]), and it was
therefore natural that AEs would have a more dominant governance role.” The GFC produced a
dramatic change as “many EDEs are now counted among the group of creditors, and AEs among
the debtor countries group.”

! “The word hegemony is used in diverse and confusing ways” (Nye, 2015). | adopt the definition of Lebow and Valentino (2009) and
Temin and Vines (2013): hegemony is the capacity of a country to order the international system (sometimes to suit its interests) or
in other terms the capacity to establish the rule of engagement between countries and promote cooperation between countries.

2 For a description of the GFSN and its recent mutations, see Denbee et al. (2016).



ECIPE POLICY BRIEF — 5/2020

“Making America great again” is a reaction to U.S. relative decline. U.S. policies are increasingly
unilateral, conflictual, and undermine the world order and Kennedy’s advice is worth remember-
ing: “The task facing American statesmen [...] is to recognize that broad trends are under way, and
that there is a need to ‘manage’ affairs so that the relative erosion of the United States’ position
takes place slowly and smoothly, and is not accelerated by policies which bring merely short-term
advantage but longer-term disadvantage. [...] the only serious threat to the real interests of the
United States can come from failure to adjust sensibly to the newer world order” (Kennedy, 1987).

In this context, it is useful to elaborate on the attitudes of the U.S. and China toward the current
world order and international organizations.

2.1 The United States

The U.S. has grown to see the system of international organizations and treaties that it has insti-
gated as not supporting anymore its interests but rather as enabling the emergence of a challenger.
Thus, it loses incentives in providing leadership, hampers the functioning of some organizations,
and withdraws from many international treaties.

This is an exacerbation rather than a reversal of U.S. policy. For example, “In its first two
years, the George W. Bush administration walked away from more international agreements
than any previous administration. (Undoubtedly, that record has now been surpassed under
President Donald Trump)” (Zakaria, 2019). In the international financial domain, the “on-
the-whole negative prospect for international cooperation” was strong in the early stages of
the Bush administration. Eventually, events forced the U.S. to change its views. “In its first
months, Turkey faced a renewed crisis, and the United States called on the IMF to restart its
program with Turkey on a larger scale. The same happened subsequently in Brazil and sev-
eral other countries. At the end of the Bush administration, which tended to favor domestic
financial deregulation, the United States promoted the G-20 to the level of presidents and
prime ministers and supported the process that led to substantial if still incomplete reforms in
international financial regulation” (Truman, 2017).

The Trump administration adopts a two-pronged approach when it comes to international or-
ganizations. If it believes that China’s influence is already large in an institution or that the
institution serves China’s interests more than the U.S.’, it withdraws from that institution or
paralyzes it. If it is not the case, it attempts to reinforce its influence. The World Trade Organiza-
tion (WTO) suffers from the first approach as it is perceived in Washington as favoring China’s
rise. In December 2019, the appellate body of the WTO became paralyzed as two of its judges
retired while the U.S. blocks any new appointments. With only one judge left, the appellate
body is not be able to hear new cases. This is also the case of the World Health Organization
(WHO). In May 2020, in the midst of a global pandemic, the Trump administration threatened
to cut permanently U.S. funding to the WHO unless major reforms were implemented and the
U.N. agency demonstrates “independence from China” before announcing a few days later that
the U.S. will terminate its relationship with the WHO because China has “total control” over
the organization. In the case of the IME as argued below, the U.S. opposed a quota increase
(Malpass, 2018; IMF, 2020b) to prevent a growing influence of China. This decision could
also have resulted in a sharp reduction in the IMF’s lending capacity. However, as international
developments (notably the Argentina crisis) showed that the IMF could serve U.S. interests, the
U.S. supported maintaining the IMF’s lending capacity.
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2.2 China

China’s is also ambivalent when it comes to the international architecture. On some occasions,
China tries to reform international organizations from within to better reflect its interests and
views. On other occasions, China chooses to create new institutions, undermining existing ones.
This reflects a frustration with the current international system:

First, China believes that the rules of the world order do not reflect its interests. This is an ubiquitous
theme as reported by Dempsey (2016), the former chairman of the U.S. Chiefs of Staff: “One of
the things that fascinated me about the Chinese is whenever I would have a conversation with them
about international standards or international rules of behavior, they would inevitably point out
that those rules were made when they were absent from the world stage. They are no longer absent
from the world stage, and so those rules need to be renegotiated with them”.

Second, China complains that the international order does not give it adequate representation. “Even as
China has established itself as a rising global power and enthusiastic defender of multilateralism,
existing institutions have often failed to give it its due.” (Zhou, 2019). In the case of the IME
“China and other countries have grown wary of the Fund’s governance because they see it as failing
to recognise their increasing importance in the world economy” (Truman, 2015).

As a result, China increasingly demands governance reforms. As Japan in the late 1980s and emerg-
ing markets in the 2000s, China points that failing to adjust the governance of international or-
ganizations to reflect the growing importance of rising economies will result in a legitimacy crisis.
This was clearly stated in Xi Jinping’s speech in Davos in 2017. “The global economic landscape has
changed profoundly in the past few decades. However, the global governance system has not embraced
those new changes and is therefore inadequate in terms of representation and inclusiveness” adding “we
should develop a model of fair and equitable governance in keeping with the trend of time. [...] There
is a growing call from the international community for reforming the global governance system, which
is a pressing task for us”.

When China feels that governance reforms are not forthcoming, it creates new institutions com-
peting with existing ones. “For years China sought a larger role in the Asian Development Bank,
but the United States resisted. As a result, in 2015, Beijing created its own multilateral financial
institution, the Asian Infrastructure Investment Bank (which Washington opposed, fruitlessly)”
(Zakaria, 2020). China also instigated the creation of the Asian Infrastructure Investment Bank,
the Shanghai Cooperation Organization, and the New Development Bank. Moreover, De Gre-
gorio et al. (2018) argue that the swap agreements extended by the People’s Bank of China in the
aftermath of the GFC® will “provide a safety net that rivals the IME”

However, China is prudent. Despite its frustration, China is mindful that the international archi-
tecture remains essential to its development and that it is not (yet) in a position to lead a reform of
the world order. “The Western-centered world order dominated by the U.S. has made great con-
tributions to human progress and economic growth. But those contributions lie in the past. [The
order] is failing to adjust [...] We are dissatisfied and ready to criticize. Yet we are not yet ready to
propose a new design.” (Fu Yin, chairwoman of the foreign affairs committee of China’s National
People’s Congress, 2016)

8 See Denbee et al. (2016).
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3. ADJUSTING TO RISING POWERS: THE CASE OF THE IMF

Against this background, we can now examine how the IMF can cope with China’ rise. The core
issue is that “the emergence of China will continue to challenge the world financial order. If its
growth rate remains high, China will be entitled to claim the largest IMF quota [...]. One ques-
tion is whether this claim will be granted. Another is what China will do with that power” (De
Gregorio, 2018).

This article focuses on the first question as it is of immediate relevance. To answer it, we need to
look at the IMF governance and understand why China can expect, if not the largest IMF quota
(which is still a question for the future), a much larger quota share (which is overdue). Then, we
will look for insights from past experience. Specifically, we will look at the response of the IMF to
Japan’s rise in the 1980s and to the decision to shift some voting power from advanced economies
to rising EMs in the 2000s. Finally, we will examine the case of the 15™ General Review of Quotas
(hereafter “Review”) concluded in February 2020 without quota share realignment.

3.1 The IMF’s Governance Framework: Quotas, Voting Power, and Legitimacy

The cornerstone of IMF governance is the quota system. Quotas determine the financial contri-
bution a member is obliged to provide to the institution, the maximum amount of financing a
member can obtain from the IMF under normal access, and the distribution of SDR allocations.
Importantly, quotas also determine each member’s voting power.

For most of the Fund history, quotas accounted for the bulk of IMF resources (Denbee et al.,
2016). To cope with the sharp increase in demand for financial support during the GFC, the IMF
supplemented quota resources with borrowed resources (the NAB and the Bilateral Borrowing
Agreements - BBAs). As a result, the share of quotas in total resources plummeted. This was viewed
as a temporary situation pending a quota increase. With the quota increase agreed under the 14"
Review, the share of quotas in total resources bounced back but that was insufficient to restore
the primacy of quotas: they only account for slightly less than half of Fund resources. As a result,
voting powers which are calculated on the sole basis of quotas are disconnected to total financial
contributions.

An important corollary to the principle of a quota-based institution, is that quotas are reviewed
periodically to ensure that the Fund has adequate resources and that the quota distribution among
members reflects their relative position in the world economy. Failure to adjust quotas in a timely
fashion denies an adequate representation of rising power’s views and interests and maintains the
influence of a few advanced economies.

3.2 The 9" Review: Dealing with Japan’s Rise

The U.S. response to Japan’s rise in the 1980s is very similar to today’s response to Chinas rise.
Firstly, the trade tensions. As China today, Japan was seen by U.S. policy makers as implementing
unfair trade practices, restricting the access to its markets, and maintaining a regulatory bias favor-
ing local firms. Concerns about the bilateral trade deficit resulted in protectionist measures such as
“voluntary export restraints” limiting Japanese exports to the U.S. By the early 1990’, “something
closely resembling a trade war was clearly underway” (Huntington, 1996). Secondly, as today, trade
tensions reflected a declinist anxiety in the U.S. Bhagwati (1993) argued that the “political success
[of declinism...] adds a lethal edge to the prospect that U.S. leadership will be sacrificed to the
myopic and self-indulgent pursuit of “what’s in it for us” economic policies in the world arena.”
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This shows that U.S. aggressive and unilateralist approach of international issues is not unprece-
dented. It has, however, reached new heights. Tensions with Japan did not prevent the conclusion
of the Uruguay Round and the birth of the WTO nor an increased influence of Japan in the IME
In contrast, tensions with China are accompanied by decisions that paralyze the WTO and, as
discussed below, block an increased influence of China in the IME As “America First” is not new
nor an anomaly, the U.S. attitude toward the international system and toward China is unlikely to
end with the Trump administration (Cohen, 2019; Zakaria, 2020).

The 1980s wave of declinism was reinforced by a growing East Asian assertiveness. As “successful
economic development generates self-confidence and assertiveness” (Huntington, 1996), Asian
countries requested increased recognition and a greater representation in international institu-
tions.

In the IME this took the form of a request by Japan and Korea for a larger quota share and voting
power. Japan was significantly underrepresented as its economic rise had not been matched by
commensurate changes in its quota share. Its “out-of-lineness” (OOL), which is the difference be-
tween an IMF member’s actual quota share (AQS) and the quota share calculated using the formula
endorsed by the Executive Board (Calculated Quota Share or CQS) was growing rapidly.* On the
eve of the 9" Review, Japan’s underrepresentation had reached 3.3 percentage points. Korea’s un-
derrepresentation was more limited at 0.6 percentage points (Table 1 and Figure 1).

TABLE 1. QUOTA SHARES OF THE 5 LARGEST SHAREHOLDERS BEFORE AND AFTER THE 9™ REVIEW
(IN PERCENT)

AQS before Outcome of
the 9* Review the 9™ Review

United States

Japan 4.7 8.0
Germany 6.0 6.9
United Kingdom 6.9 5.2
France 5.0 5.1

Memorandum item

Korea 0.5 1.1 0.6

Source: IMF and Author calculation.

*The quota formula has changed over time. It is not binding but informs discussions on distribution of quotas shares. For details, see
IMF (2018a). For the latest CQS, see IMF (2018b).
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FIGURE 1. IMPACT OF THE 9™ REVIEW ON OUT-OF-LINENESS (IN PERCENTAGE POINTS)

The 9" Review reduced, but did not eliminate, the underrepresentation of Japan and Germany. It also corrected
the overrepresentation of the UK. and the underrepresentation of France.
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For Japan and Germany, the remaining underrepresentation disappeared not because of quota adjustments but
because of the relative decline of the two economies (i.e, due to a decline in CQS rather than changes in the
AQS). Both countries are now overrepresented.

Japan —Quota Share

B Actual M Calculated (Five formulas) Calculated (current formula)
8th General 9th General 11th General 2008 Reform  14th General 2018
Review (1983)  Review (1990) Review (1998) Review (2010)  Quota Update

Germany — Quota Share

B Actual M Calculated (Five formulas) Calculated (current formula)
8th General 9th General 11th General 2008 Reform  14th General 2018
Review (1983)  Review (1990) Review (1998) Review (2010)  Quota Update

Source: IMF and author calculations. Difference between the AQS resulting from a Review and the CQS used for
the same Review. The calculated shares use the 5 formulas approach (8" Review to the 2008 Reform), and, since
the 2008, the current formula.
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Early in the 9" Review, the Japanese Executive Director argued that the distribution of Fund
quotas was “clearly inconsistent with world economic realities” and asked an increase in Japan’s
quota share. This request was well received because “Japan had begun to play a substantial role as a
Fund creditor and provider of official development assistance, which gave the authorities a strong
bargaining position. In April 1989, the Interim Committee implicitly acknowledged the point by
agreeing that ‘the size and distribution of any quota increase should take into account changesin ...
members’ relative positions in the world economy’ since the previous Review” (Boughton, 2001).

Though well received, Japan’s request raised political difficulties. The CQS suggested that eliminat-
ing Japan’s underrepresentation would make it the second largest shareholder (Table 1). As it was
agreed to protect the quota share of developing countries, increasing Japan’s quota share meant that
the adjustment burden was concentrated on other advanced economies. The prime candidate for
such an adjustment was the U.K. who was overrepresented while the four other largest shareholders
were underrepresented (Table 1). In December 1989, the British Executive Director announced
that the U.K. was prepared to accept a reduced increase in quota to protect developing countries
from the dilution resulting from the ad hoc increase in Japan’s quota. As a result, the U.K. would
bear half of the adjustment burden of Japan’s quota share increase but would leave the other half
to be distributed among other advanced economies. In other words, the U.K. proposal did not

prevent a change in the ranking of the largest members and led to “an acrimonious and very public
fight” (Boughton, 2001) between France and the U.K.

The Executive Board agreed, in January 1990, that the issue would be discussed within the G7.
In May 1990, the G7 countries found a compromise: Japan would have the same quota share as
Germany while France and the U.K. will have the same quota share avoiding France to fall in fifth
position (Table 1). While the Germany-Japan parity was short lived, the U.K.-France parity is still
effective today.’ This compromise was endorsed by the IMF Executive Board and allowed a suc-
cessful completion of the Review.

The 9* Review provides lessons for addressing China’s underrepresentation:

* First, it would be a political compromise. Overrepresented shareholders would have to
accept a decline in their quota share and voting power. In particular, Japan would
have to accept losing to China its place of second largest IMF shareholder as well as
its, symbolically important, place of largest Asian shareholder. Political considerations
are large in a review as illustrated by the fate of Korea’s request for an ad hoc increase
in quota. Many Directors initially received favorably Korea’s request for a quota share
increase but eventually it did not muster enough support. Iran had also requested
an ad hoc increase and “creditors who sympathized with Korea found it difficult to
support that request without taking the politically awkward step of supporting Iran as
well” (Boughton, 2001). Korea will have to wait the 2000s to see its underrepresenta-
tion addressed (Figure 2).

° France and the U.K also have the same share in the NAB.
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FIGURE 2. KOREA'S OUT-OF-LINENESS (IN PERCENTAGE POINTS)
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Source: IMF and author calculations.

* Second, as China’s underrepresentation is massive, it can only be eliminated by a suc-
cession of partial adjustments. Japan’s underrepresentation was not eliminated in
the 9™ Review but only reduced (Table 1). As the weight of Japan in the global
economy continued to grow, Japan’s OOL was larger by the time of the 11 Re-
view than it was on the eve of the 9* Review. Eventually, Japan’s and Germany’s
underrepresentation disappeared but this was not the result of quota adjustments
but rather the result of the decline of their relative position in the world economy
driving a reduction in their CQS (Figure 1).

3.3 The “Quota and Voice” Reform and the 14" Review: Coping with a Legitimacy Crisis
and Getting the Buy-in from Emerging Markets

In the aftermath of the Asian crisis, the GFSN changed considerably (Denbee et al., 2016;
De Gregorio et al., 2018). Several EMs started accumulating large foreign exchange reserves as
an insurance from having to call on the IMF in case of crisis. They also attempted to develop
regional alternatives to the IME This forced the Fund to reconsider its role and policies, while
engaging in a governance reform to address an acute legitimacy crisis. Three quotations illustrate
the prevailing mood:

First, a sense of urgency:
If the mission of the Fund is not examined and the institution revitalised, it could slip into obscurity
(King, Governor of the Bank of England, 2006).

Second, governance is part of the legitimacy and credibility problem:

If the Asian crisis and its aftermath precipitated the current legitimacy crisis, they combined with a [...]
longer-term trend that had been undermining its legitimacy for some time: the problem of the Funds
own increasingly inequitable governance (Best, 2007).

10
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Third, governance reform is part of the answer:

One issue on which I agree strongly [. ... ] is the need for a change in IMF voting shares and representation.
The Funds ability to persuade our members to adopt wise policies depends not only on the quality of our
analysis but also on the Funds perceived legitimacy. And our legitimacy suffers if we do nor adequately
represent countries of growing economic importance (de Rato, Managing Director of the IME 2005).

The Quota and Voice reform was the IMF response. It followed a well-known approach: “By far
the most sensible policy for leading powers in dealing with rising powers ought to be efforts to
moderate their challenge by incorporating them into the system if they are outside it, or, if they are
inside, to provide more symbolic and material benefits to reconcile them to the status quo. Histori-
cally, this is how European great powers responded to the rise of Sweden, Russia, Prussia, Germany,
Japan and Italy. From the 1960s on it was a key component of the Western response to the Soviet
Union.” (Lebow and Valentino, 2009).

As the overrepresentation of advanced countries was at the core of the legitimacy crisis, shifting
some voting power from advanced economies to rising EMs was perceived as an adequate reform.
This was supported by the U.S. as a way to get more buy-in in the institution by Asian countries
and to increase their contribution to Fund resources at a time the U.S. was reluctant to increase
its own exposure (Truman, 2014; Lesage et al. 2015). However, the U.S. support for the shift was
conditional on maintaining U.S. veto power, which meant that the increase in EMs voting share
was to come mostly at the expense of advanced European countries.

EMS voting shares were increased in two phases. In 2008, overall quotas where increased by 1.8
percent to allow an increase in the quota of four highly underrepresented members: China, Korea,
Mexico, and Turkey. The quota share of other members was uniformly reduced. Then, in 2010,
an additional shift of quota shares to 54 “emerging market and developing countries” (including
the four countries who benefited from the 2008 adjustment) took place. Altogether, this reduced
by 2/3 the combined underrepresentation of the four most underrepresented members (Figure 3).

FIGURE 3. OUT-OF-LINENESS OF THE 4 LARGELY UNDERREPRESENTED COUNTRIES IN THE MID-
2000S (IN PERCENTAGE POINTS)

China M Korea W Mexico B Turkey © OO0L Total

1 I
0 I
_1 I

7 Current
5 Formulas Formula
-8
8th General Sth General 11th General  Pre 2008 Reform Pre 2008 Reform 2008 Reform 14th General 2018 Quota
Review (1983)  Review(1990)  Review (1998) Review (2010) Update

Source: IMF and author calculations.
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This redistribution of quotas and voting power was accompanied by other governance reforms. The

representation of the smallest members was improved by a tripling of the “basic votes.” Basic votes,

which were set in absolute terms at the creation of the IME had seen their voting power eroded

over time by the successive quota increases. The reform sets the basic vote at 5.5 percent of total

vote preventing an erosion in the future.® The second governance reform was related to the func-

tioning of the Executive Board. Its principal element was a reduction (still incomplete) of advanced

European chairs to increase the representation of non-advanced countries.”

Table 2 summarizes the impact of the Quota and Voice reform and of the 14" Review. It shows

that:

* The U.S. quota share remained stable ar abour 17 ¥ percent. In other words, the
shift in quota shares from advanced economies to EMs did not come at the ex-
pense of the U.S. Nonetheless, due to the change in basic votes, the U.S. voting
share declined by half a percentage point but, at 16.5 remains large enough to give
the U.S. a veto power on the most important decisions. According to the quota
formula, the U.S. is overrepresented. Its CQS is almost 3 percentage points lower
than its current quota share and is below the threshold necessary to maintain a
veto power. In this context, it is no surprise that the U.S. pushes for changes in
the quota formula that would increase its CQS. Sobel, a former Deputy Assistant
Secretary at the U.S. Treasury and former U.S. Executive Director at IMF, argues
that the weight of the GDP in the quota formula should be increased. The U.S.
“GDP share is over 20 percent of the world economy and much higher than its
quota share; the U.S. calculated share is two-thirds its GDP share; this points to
extreme underrepresentation” (Sobel, 2018). Pointing that “European countries
have much lower GDP shares than actual quota shares [and ...] Europe is highly
overrepresented in the Fund’s voting power” he also argues that the correction of
China’s underrepresentation should come at the expense of the Europeans.®

TABLE 2. RANKING OF COUNTRIES ACCORDING TO THEIR QUOTA AND VOTING SHARES
(IN PERCENT)

Pre Quota and Quota and Voice

Voice Reform" Reform? Current Quotas 2018 Quota Update

AQSVoting AQS Voting AQS Voting CQS Voting

United States 174 17.0 United States 17.7  17.7 United States 17.5 16.5 United States  14.7 14.1
Japan 6.2 6.1 Japan 6.6 6.2 Japan 6.5 6.2>< China 129 121
Germany 6.1 6.0 Germany 6.1 5.8 China 6.4 6.1 5.1 4.8
United Kingdom 5.0 4.9} - {United Kingdom 4.5 43 56 53 Germany 49 46
France 5.0 49] ™= [France 45 43 42 4.0 }_ United Kingdom 3.6 3.3
Italy 33 32 China 40 38 42 40 == India 32 32
Saudi Arabia 33 3.2% 33 32 Italy 32 30 31 29
China 3.0 2.9 2.9 2.8 India 2.8 2.6 Russia 2.4 2.2
Canada 3.0 29 Canada 27 26 Russia 27 26 23 22
Russia 28 27 Russia 25 24 Brazil 2.3 2.2 Brazil 22 20

1/ India is the 13" largest shareholder and Brazil the 20™.
2/ India is the 11" largest shareholder and Brazil the 14™

Source: IMF.

6 As a result of basic votes, voting shares are (usually only slightly) different from quota shares. See https://www.imf.org/external/np/

sec/memdir/members.aspx.

4 For more details, see IMF (2010).

8 China’s quota share (6.4 percent) is lower than suggested by the formula (12.9 percent) and its share in global GDP (15.0 percent).
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* European countries paid most of the price of the Quota and Voice reform with a
decline in their quota and voting shares and a reduction of the number of Eu-
ropean chairs at the Executive Board. Germany, the U.K., France, and Italy all
experienced a decline in their quota and voting shares. Nonetheless, they remain
overrepresented. Their combined quota share is about 2.2 percentage points lower
than before the Quota and Voice Reform and their voting share by 2.7 percentage
points lower, but both remain about 3.3 percentage points above what the quota
formula implies.

* By design, EMS quota and voting shares increased, and their underrepresentation was
significantly reduced (Figure 4). Before the reform, China was the only EM among
the 10 largest IMF shareholders. It is now joined by India, Brazil, and Russia. The
realignment did not fully correct the underrepresentation of China. One of the
reasons for this partial correction was that it would have been unacceptable for
Japan to see China becoming the largest Asian member of the IMF (Lesage et al.,
2015). Currently, Japan’s quota and voting shares are a mere 0.1 percentage point
above Chinass.
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FIGURE 4. OUT-OF-LINENESS IN THE AFTERMATH OF THE QUOTA AND VOICE REFORM AND THE
14™REVIEW (IN PERCENTAGE POINTS)

The realignment of quota shares was significant but partial. In the decade after the completion of the 14"
Review, EMs are more underrepresented than in the early 2000s.
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EMs growing underrepresentation since the reform is driven by China.
China's Out-of-Lineness (In percentage points)
2
! \
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Review (1983)  Review (1990) Review (1998) Review (2010)  Quota Update

Source: IMF and Author calculations.

Though impressive by historical standards, the realignment of quota shares was partial (Figure
4) leaving a sense of “unfinished agenda” (Truman, 2009). EMs pushed for further governance
reforms highlighting that they were crucial for the legitimacy and the credibility of the institution
(e.g., Mohan and Kapur, 2015) and it was agreed to review the quota formula by 2013, bring for-
ward the 15% Review from January 2016 to January 2014 to continue the governance reform and
the realignment of quotas (Truman, 2013).

Eventually, the review of the quota formula did not allow to reach an agreement on a new formula
(IMF, 2013), which remains part of the governance reform agenda (IMFC, 2019; IME 2020b);’
the 14" Review, concluded on December 2010 entered into force only in January 2016 (the longest
implementation delay in history due to the slow approval process by the U.S. Congress, Table 3);
and the 15" Review, the longest in history, was not concluded in 2014, but in 2020 (IME 2020b)
and without any agreement for a quota increase, a quota realignment, or the expected governance
reforms.

° Cooper and Truman (2007) and Virmani (2012) discuss the importance of the formula for IMF governance.
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TABLE 3. TIMELINE OF THE GENERAL REVIEWS OF QUOTAS

Gen-eral Board of Governors Y-ears sin(.:e Entry into Effect ¥ Years for i.mple-
Review Resolution '/ | previous Review % mentation
First 3/8/1951

Second 1/19/1956 4.9

1958/59 2/2/1959 3.0 4/6/1959 0.2
Third 12/16/1960 4.9

Fourth 3/31/1965 4.3 2/23/1966 0.9
Fifth 2/9/1970 4.9 10/30/1970 0.7
Sixth 3/22/1976 6.1 4/1/1978 2.0
Seventh 12/11/1978 2.7 11/29/1980 2.0
Eighth 3/31/1983 4.3 11/30/1983 0.7
Ninth 6/28/1990 7.2 11/11/1992 2.4
Tenth 1/17/1995 4.6

Eleventh 1/30/1998 3.0 1/22/1999 1.0
Twelfth 1/30/2003 5.0

Thirteenth 1/28/2008 5.0

Fourteenth 12/15/2010 2.9 1/26/2016

Fifteenth 2/7/2020

Source: IMF and author calculation.

1/ The date of the resolution marks the completion of the Reviews.
2/ Time between resolutions

3/ When no quota increase was decided, the cells are empty.

3.4 The 15” Review: From Buy-in to Containment

In February 2020, the IMF’s Board of Governor completed the 15® Review without quota increase
(IME 2020b). Though the U.S. refusal to support a quota increase (Malpass, 2018) was the prox-
imate reason for this outcome,'® “European and Japanese representatives couldn’ be happier. Be-
hind the scenes, they will break out into dance over keeping their overweight voting power. Japan
will remain above China in the Fund’s pecking order” (Sobel, 2019a).

The failure of the 15" Review can be interpreted as a reversal in U.S. policies. The U.S. moved from
seeking buy-in from large EMs to containing China. Containing China (i.e., preventing a realign-
ment of voting powers that would benefit China — Figure 4) could only be achieved by blocking
an increase in quotas. The U.S. objection to a quota increase was officially based on the assessment
that the IMF does not need additional resources: “We are opposed to changes in quotas given that
the IMF has ample resources to achieve its mission, countries have considerable alternative resources
to draw upon in the event of a crisis, and the post-crisis financial reforms have helped strengthen
the overall resiliency of the international monetary system” (Malpass, 2018)." But a quota increase
does not necessarily mean an increase in resources as it could be (and was planned to be) offset by
a reduction in borrowed resources. Then, what was the main reason for the U.S. opposition to a
quota increase? It could not be the fear of losing its veto power as a quota increase can be designed
to avoid that outcome. It does not appear to be the Trump administration distrust of international
cooperation and international organizations nor the refusal to see the U.S. contribution to the Fund
increase. Indeed, the U.S. supported extending the recourse to borrowed resources to maintain the

10 . . .
As a quota increase must be approved by at least 85 percent of the voting shares, the U.S. support is necessary.

" Historically, the GFSN consists of countries’ foreign exchange reserves with the IMF playing the role of a backstop. New elements
have recently been added such as the swap lines between central banks and regional financial arrangements. The U.S. sees in these
developments a reason for a reduced role of the IMF. There is no consensus on this, notably because the strength of many of these
new elements remain to be tested and they do not have a universal coverage leaving many countries outside of their network.
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Fund lending capacity in a way that increases U.S. exposure ... but doesn't change the distribution
of voting powers. The only possible explanation left is that a quota increase was opposed to avoid an
increase in China’s quota share.'

The failure of the 15" Review is likely to have serious and long-lasting implications for the funding
and the legitimacy of the IMF as:

* Governance reforms are further delayed. Beyond the absence of a change in voting
shares, the failure to increase quotas delays governance reforms expected since the
conclusion of the 14% Review in 2010.

Quotas will not be adjusted before several years resulting in a growing disconnect be-
tween the evolution of the world economy and members representation. The Board of
Governors left the issue of an increase in and realignment of quotas to the 16®
Review, which is targeted to be completed by no later than December 15, 2023
(IME 2020b). Assuming that an agreement can be reached so eatly, past experi-
ence suggests that it is likely to take several years to become effective (Table 3)."
Until then quotas and voting shares will reflect an agreement reached in 2010. In
the meantime, China’s underrepresentation, which is already significant and larger
than before the Quota and Voice reform (Figure 4; IMF, 2018b), is likely to have
grown. Such a massive underrepresentation will be extremely difficult to correct.

The IMF will continue to rely on borrowed resources for the foreseeable future. With
no quota increase and access to borrowed resources set to end between end-2019
(BBAs) and end-2022 (NAB), the IMF lending capacity was at risk of being re-
duced by half. Considerable efforts were deployed to prevent such an outcome. As
the U.S. and a few other members saw the IMF as adequately funded, these efforts
aimed at maintaining, not increasing, the lending capacity of the institution. As
a first step, the access to BBAs were extended from end-2019 to end-2020. Then,
in early 2020, the Executive Board approved the doubling of the NAB size IME
2020a) a new round of BBAs (IME 2020c) about half the size of the previous
BBAs." This maintains Fund resources until the mid-2020s when a quota in-
crease is expected to enter into force. Nonetheless, despite repeated claims to the
contrary,'® it is increasingly difficult to see the (protracted) recourse to borrowed
resources as temporary and as a bridge between quota increases.

12 See also Sobel (2019b) on the importance of China’s voting power for the U.S. position.
13 For many countries, a quota increase requires Parliament approval, which may take time.
14 As the U.S. is a NAB participant but has no BBA, its total exposure to the IMF will increase.

15 For example, during the annual meetings of October 2019, the IMF membership endorsed the recourse to borrowed resources to
maintain the IMF’s resources in the absence of a quota increase under the 15" Review restating nonetheless that “We reaffirm our
commitment to a strong, quota-based, and adequately resourced IMF to preserve its role at the center of the global financial safety
net” (IMFC, 2019).

17



ECIPE POLICY BRIEF — 5/2020

CONCLUSION

The U.S.-China tensions are not new. They emerged in the early-1990s but were muted by the
Asian crisis and the strong U.S. growth in the 1990s. They were revived by the GFC, which rekin-
dled a U.S. declinist anxiety at a time when China became more assertive.

However, U.S.-China tensions have become so intense that they may jeopardize the world order
and, as a result, the international organizations that support it. The U.S. has become convinced
that international organizations serve better the interests of China than its own. Thus, the Trump
administration abandons the U.S. leadership in global governance and cooperation. Instead, it
tries to contain unilaterally a perceived threat to its predominance. This policy may push China to
conclude that its interests would be better served by creating new institutions than by reforming
existing ones.

The case of the IMF illustrates this danger. In the past, and despite political difficulties, IMF
members managed to increase the representation of rising powers. This has dramatically changed.
The U.S. blocked an increase in quotas in the 15" Review and, as a result, the possibility of a re-
alignment in the relative voting powers that would have increased China’s influence. At the same
time, a reform of the NAB extends the scope of its (and Japan’s) veto power to the use of BBA
resources (to which China contributes but not the U.S.) in time of crisis. Several NAB participants
expressed “misgivings” about “the appropriateness of giving NAB participants the ability to block
bilateral borrowing” but agreed to this amendment to “reach closure on the NAB reform” (IME
2020a). In that sense, the U.S. remains the country that sets the rules of the games i.e., it remains
an hegemon. But it is a fragile hegemon; an hegemon that does not convince but imposes its views.
With the failure of the 15" Review to increase quotas, other long-standing governance reforms
were also delayed. Thus, the IMF risks facing a new legitimacy and credibility, despite the repeated
commitments that “the delay in further quota and governance reforms should be only temporary”
(IME 2020b).
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